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For  Reference 

Do  Not  Take 

From  the  Library 


Every  person  who  maliciously 
cuts,  defaces,  breaks  or  injures 
any  book,  map,  chart,  picture, 
engraving,  statue,  coin,  model, 
apparatus,  or  other  work  of  lit- 
erature, art,  mechanics  or  ob- 
ject of  curiosity,  deposited  in 
any  public  library,  gallery, 
museum  or  collection  is  guilty 
of  a  misdemeanor. 

Penal  Code  of  California 
1915,  Section  623 
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Adobe  Acrobat.  Create  an  Adobe  PDF  and  do  more  with  your  documents. 
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would  work  wonders  page  66 
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A  look  at  prepaid 
cell  phones 


The  best 
diet  plans 


Liquid  crystal  television 


AQUOS 


Introducing  Aquos,  inspiring  flat-panel,  liquid  crystal  television.  Crystal-clear  image  quality.  Outstanding 
brightness.  And  a  screen  that's  merely  2.5  inches  thin.  Aquos  by  Sharp.  It's  what  TV  will  be.  sharp-usa.com 


be  sharp 


EDITED  BY  SHERIDAN  PRASSO 


BELLWETHERS 

E-SHOP,  THEN  WATCH 
THE  DOW  CLIMB 

THE    INTERNET   MAY   INDEED 

be  a  harbinger  of  trends.  Af- 
ter four  months  of  slowing 
online  sales  growth,  e-com- 
merce  rose  more  than  20% 
by  the  end  of  July,  according 
to  comScore  Networks,  which 
tracks  the  daily  surfing  and 
shopping  habits  of  1.5  mil 
lion  Internet  users.  That 
could  be  an  indicator 
of  higher  con- 
sumer confi- 
dence and  retail 
sales  overall. 

More  surpris- 
ing, though,  was 
comScore's  dis- 
covery of  a 
correlation  be- 
tween online 
sales  and  the 
Dow  Jones  In- 
dustrial Aver- 
age.   Increases 


40- 


GOING  UP 

PERCENT  CHANGE 
ONLINE  SPENDING* 


10- 


DOW  JONES 

INDUSTRIAL  AVERAGE. 

TWO  WEEKS  LATER 


JUNE 23. '02  AUG.  IB 

•YEAR-ON-YEAR  ROLLING 
FOUR-WEEK  AVERAGE 
Data:  comScore  Networks 


and  decreases  in  weekly  on- 
line shopping  trends  showed 
up  two  weeks  later  in  the 
performance  of  the  Dow.  So 
the  uptick  in  online  spending 
in  July  translated  into  a  rise 
in  the  Dow  by  mid-August. 
The  trend  has  held  for  the 
four  months  that  comScore 
has  tracked  it  so  far.  Mohan- 
bir  Sawhney,  a  tech  profes- 
sor at  Northwestern  Univer- 
sity who  reviewed  the  data, 
called  it  "quite  interest- 
ing and  significant." 
The  theory  is  that 
online  consumers 
i  are  "early 
\  adopters"  who 
react  quickly  to 
economic  forces. 
The  upshot:  On- 
line shopping 
rose  for  the 
week  ending 
Aug.  18,  so  the 
Dow  is  likely  to 
rise  by  early 
September,  too. 
Heather  Green 
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SCANDAL  WATCH 

A  PLEA  TO  RECYCLE 
POLITICAL  GIFTS 

ANGERED      BY      WORLDCOM'S 

massive  accounting  fraud, 
Senate  Majority  Leader  Tom 
Daschle  (D-S.D.)  said  in  July 
that  he  would  donate  his 
$10,000  in  political  contribu- 


LEE:  Ex-WorldComer 

tions  from  WorldCom  to  its 
laid-off  workers.  Now  Kate 
Lee,  a  recently  laid-off 
WorldCom  exec  in  Atlanta,  is 


trying  to  make  sure  he  keeps 
his  word.  She  and  three  oth- 
er ex-WorldComers  have 
faxed  Daschle  and  91  other 
pols  nationwide  who  received 
such  contributions — including 
Senator  Barbara  Boxer  CD- 
Calif.)  and  New  York  Gover- 
nor George  Pataki — asking 
them  to  give  the  money  to 
their  private  relief  fund. 

Called  the  Ex-WorldCom 
Employee  Assistance  Fund, 
it's  trying  to  recoup  the 
$700,000  the  company  gave  to 
politicians  this  year.  The  em- 
ployees were  prompted  by  a 
July  21  bankruptcy  court  ap- 
proval of  a  WorldCom  request 
to  cap  severance  at  $4,650  for 
each  of  the  17,000  workers 
recently  let  go.  "That's  pretty 
lousy,"  says  Lee,  who  says 
the  decision  is  "shafting  peo- 
ple out  of  decent  severance 
payments."  As  for  Daschle,  a 
spokeswoman  says  he's  evalu- 
ating where  to  give  the 
money.  diaries  Haddad 


TALK  SHOW  UThe  reason  he  left  the  firm  is  very  simple. 
You  can't  do  your  job  when  your  photo  is  on  the  front  page 
of  BusinessWeek,  and  the  Wall  Street  Journal  and 
The  New  York  Times  just  have  to  have  a  story  about  you 
every  day,  and  CNBC  chases  you  down  the  street.?? 

— Salamon  Smith  Barney  CEO  Michael  Carpenter  on  the . 
resignation  of  analyst  Jack  Grubman,  to  USA  Today 


CORPORATE  GLOSS 


a 


HOW  GREEN  WAS  MY 
REPORT  CARD? 


AS   FINANCIAL   SCANDALS 

sweep  Corporate  Ameri- 
ca, more  and  more  com- 
panies   are    trying    to 
show   they're    environ- 
mentally and  socially  re- 
sponsible     by      issuing  \  $i 
"green"  reports  on  their 
progress.  In  2002,  45%  of  the 
250  largest  global  companies 
produced  corporate  responsi- 
bility reports,  compared  with 
35%  three  years  ago,  accord- 
ing to  a  triennial  study  by 
kpmg.  In  the  U.  S.,  36  of  the 
top  100  companies  did  so,  vs. 
30  in  1999.  "It's  very  encour- 
aging," says  Eric  Israel,  a 
partner  at  kpmg.  "It's  a  trend 
that's  here  to  stay." 

Yet,  unlike  financial  re- 
ports, there's  no  common 
standard.  And  that  gives 
companies  considerable  dis- 
cretion over  what  to  include. 
"Quality   is   a   mixed   bag," 


*;■■•&. 


says  Arvind  Ganesan,  d 
tor  of  business  and  hui 
rights    at    Human    Ri 
Watch.  "Many  reports 
only  include  environme 
and  community  giving." 
To  make  them  more 
able,  the  nonprofit  Glob; 
porting  Initiative  wan 
standardize  them,  enli 
the  likes  of  Ford,  Nike, 
AT&T.  At  a  summit  in  J 
nesburg  in  August,  gri 
present  50  measures,  sui 
the  emission  of  certain  p| 
tants,  that  it  suggests  I 
panies  use  to  gauge  t 
progress.     Kimberly  Wt 


THE  LIST    A  MATTER  OF  RESPECT 


Despite  Adelphia,  Enron,  and  WorldCom,  many  corpora] 
heads  still  command  respect.  Here  are  the  most  and 
least  trustworthy  leaders,  according  to  investors: 


WARREN  BUFFETT,  CEO 

Berkshire  Hathaway 

JEFFREY  IMMELT,  CEO 

General  Electric 

BILL  GATES,  Chairman 
Microsoft 

MICHAEL  DELL,  CEO 

Dell  Computer 

MEG  WHITMAN*,  CEO 

eBay 

ALAN  LAFLEY*.  CfO 

Procter  &  Gamble 


STEVE  CASE,  Chairman 
AOL  Time  Warner 

LARRY  ELLISON,  CEO 

Oracle 

SANF0RD  WEILL,  CEO 

Citigroup 

JOHN  CHAMBERS,  CEO 

Cisco  Systems 

DAVID  K0MANSKY,  CEO 

Merrill  Lynch 

'Whitman  and  Lafley  tied  for  fifth 
Online  survey  of  680  investors.  July  22-26 
Data:  WhisperNumber.com 
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CERTIFIED  PREOWNED  LEXUS. 
THE  LEXUS  OF  PREOWNED  VEHICLES 

Given  the  high  standards  for  which  Lexus  is  known,  we  simply  couldn't  relax  when  it 
came  to  our  pre-owned  vehicles.  So,  following  tradition,  each  Certified  Pre-Owned  Lexns 
is  hacked  by  the  Lexns  of  warranties:  three  vears  from  your  date  of  purchase  or  100,000 
total  vehicle  miles*  Not  to  mention  financing  options  typically  reserved  for  brand-new 


cars.1  You'll  even  get  a  complimentary  loaner  car1  on  service 
visits.  Visit  your  Lexus  dealer  today.  And  test-drive  the  only 
vehicles  to  be  designated  as  Lexus  Certified  Pre-Owned. 


ONLY  AT  YOUR  LEXUS  DEALER 


exus.com 


'Sec  vour  l.t'iuj  Certified  Pre-On  ned  dealer  /or  warrant)  details     Onl\  Tier  /  and  2  customers 

ill  qualify  lor  the  lowest  fmanci  rates     Sen  ice  loaner  cars  available  on  qualified  warrantable  repairs  only  ©2001  lexns,  u  I  iivision  of  Toyota  Motor  Sale 

(   S  A    Iih    I  r\us  reminds  vou  to  wear  seatbelts.  secure  children  in  rear  scat,  obey  all  speed  laws  and  dnw  responsibly. 


Up  Front 


AFTERLIVES 

AN  OLD  MCI  VET  WITH  NEW  ADVICE 

TWENTY-EIGHT  YEARS  AFTER  HE  LEFT  MCI,  CO-FOUNDER  JOHN 
Goeken  is  pretty  darn  rankled  that  the  WorldCom  guys,  who 
bought  mci  in  1998,  drove  it  into  bankruptcy  after  massive  ac- 
counting sleight  of  hand.  "It's  a  shame,"  says  Goeken,  71, 
who  admits  to  losing  "several  million  dollars"  on  WorldCom 
stock.  "There  was  no  reason  in  the  world  for  that." 

That's  why  he  and  a  dozen  for- 
mer MCI  managers  are  also  work- 
ing to  pull  together  a  high-pow- 
ered advisory  board  to  try  to 
advise  WorldCom  out  of  bank- 
ruptcy. Such  a  panel,  he  says, 
could  suggest  new  directors  and, 
as  needed,  management.  With 
WorldCom's  bogus  accounting  now 
topping  $7.1  billion  and  a  couple 
of  company  ex-honchos  facing 
charges  of  securities  fraud  and 
lying  to  federal  regulators  and  in- 
vestors, Goeken  says  WorldCom's 
board  "should  represent  the 
shareholders,  and  they  haven't 
done  such  a  good  job."  WorldCom, 
which  on  July  21  filed  the  largest  U.  S.  bankruptcy  case  ever, 
declined  comment  on  Goeken's  potential  help. 

After  turning  MCI  from  a  tiny  seller  of  microwave  band- 
width for  truckers  into  the  No.  2  long-distance  titan,  Goeken 
now  runs  an  incubator  company,  Goeken  Group.  It  backs 
startups  such  as  one  marketing  the  light  technology  used  to 
make  bus-stop  panels  and  safety  vests  glow  and  another  that 
uses  global  positioning  satellites  to  locate  elderly  people  or 
motorists  in  distress.  Another  of  his  ventures  stores  medical 
information  and  makes  it  available  to  emergency-room  doctors. 
He  sold  his  previous  ventures,  including  Airfone,  In-Flight 
Phone,  and  the  ftd  Mercury  computer  network  for  flower  de- 
liveries. Now  he's  pondering  taking  the  $60  million-a-year 
Goeken  Group  public. 

In  his  off-time,  he  pilots  three  planes,  including  a  World 
War  II  trainer.  Goeken,  who  has  only  a  high  school  degree  but 
a  lot  of  drive,  says:  "The  trick  is  doing  something  nobody  else 
has  done."  But  doing  it  legally.  Joseph  Weber 
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CELLULAR  COURTSHIP 

HEY  BABY,  YOU 
RING  HEBE  OFTEN? 

UNLUCKY  SINGLETONS,  TAKE 
heart — and  grab  your  cell 
phones.  There's  a  virtual-dat- 
ing game  now  popular  in 
Britain  that  could  show  up  in 
the  rest  of  Europe  and  the 
U.  S.  later  this  year.  Scottish 
mobile-gaming  company  Dig- 
ital Bridges  says  65,000  sub- 
scribers have  exchanged  more 
than  4  million  mes- 
sages since  the 
game  first  ap- 
peared in  Febru- 
ary, with  messages 
costing  240  apiece. 

The  aim  of  Virtual 
Boyfriend/Girlfriend 
is  to  woo  an  imagi- 
nary    sweetie     by 
means     of     cell- 
phone text  mes- 
saging and  to  per- 
suade him  or  her 
to  move  in.  Digital 


Bridges  reckons  it 
about  17  messages  to  go  lit 
lonely  loser  to  live-in  lfej 
You  can  choose  from  1C 
tential  partners:  "Outdolsj 
Adrenaline  Junkie  Ivan," 
or  "Posh  Ariane,  an 
Queen  and  a  Bit  of  a  Te;  i, 
Then,  he  or  she  kickf^ 
the  messaging.  Points 
"love"  or  "self-respect" 
awarded  based  on  respoi 
Taking  "Sensitive  and 
mantic  Greg"  up  on  his  dile 
invitation  scores  high  on  v 
points.  Refusing  his  j 
to  stay  over  be  1 
>  the  self-res! 
tally.  Move 
fast  or  use  a 
pickup  line, 
you'll  be 
off.  Lose 
many  points 
you  get  d 
A  little  p: 
however,  g 
long  way 
as  in  real  li 
Kerry  G 


THE  BIG  PICTURE 


WHEN  IN  ROME . . . 

People  around  the  world  say  Germans 
make  the  best  tourists  and  the  British 
the  worst.  Here's  how  tourist  office 
staffers  in  17  vacation 
destinations  character- 
ized their  travel  habits. 


BEST  FIVE 

GERMANS  Most  eager  to  try  the 
local  lingo 

AMERICANS  Popular  for 
dropping  loads  of  cash 


•      JAPANESE  Well-behaved,  with 
a  positive  attitude 

II  ITALIANS  Particularly  adventurous 
I  in  trying  local  food 

FRENCH  Lauded  for  an  effort  to 


MM 


speak  the  native  language 


WORST  FIVE 

^  ^  BRITISH  Absolutely  refuse 
^  to  attempt  other  languages 

ISRAELIS  A  distant  second 
in  unpopularity 

II  IRISH  Unpopular  even  when 
I  traveling  in  their  own  country 


INDIANS  Unlikely  to  test  the 
local  cuisine 

FINNISH  Reluctant  to  speak 
local  tongues 


Data:  Expedia.co.uk 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront!"  businessweek.com 
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WHERE  CAN  YOU  FIND 

EVEN  LOWER 

PRICES  THAN  STAPLES? 

AT  STAPLES. 


^    ' 

^5P 

\  ? 

mL 

IK.                        a 

w      Ma 

:Vb 


lA^l 


OFEN 


ANNOUNCING  AN  AUTOMATIC  DISCOUNT  FOR  AMERICAN  EXPRESS^  BUSINESS 
CARDMEMBERS.  Starting  September  1st,  the  benefits  of  being  part  of  OPEN:  The  Small 
Business  Network  will  extend  to  Staples.  Pay  with  any  American  Express'  Business 
Card  and  you'll  get  an  extra  2%*  off  their  already  low  prices  no  matter  how  you  shop 
Staples  — in  store,  by  catalog  or  online.  And  that  means  our  network  has  grown  even 
stronger,  as  Staples  joins  Del  1^  ExxonMobil,  FedEx,  Hertz, The  Hilton  Family  of  Hotels 
and  others  in  providing  our  Cardmembers  with  exclusive  discounts. 

TO  APPLY,  CALL  1-800-N0W-0PEN  OR  VISIT  0PEN.AMERICANEXPRESS.COM 
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WINNERS  AND  LOSERS 

IN  THE  TELECOM  SWEEPSTAKES 

What  the  bankruptcies  of  WorldCom, 
Global  Crossing,  Williams  Communica- 
tions, Enron,  etc.  prove  is  that  bankers 
and  other  moneymen  have  rigged  the 
stock  market  against  small  investors 
("Inside  the  telecom  game,"  Cover  Sto- 
ry, Aug.  5).  The  small  investor  accepts 
the  responsibilities  of  bankruptcies  with 
none  of  the  information  available  to  the 
lenders.  It  should  be  the  other  way 
around.  Bankers  and  bondholders  should 
be  on  the  hook  for  three- 
quarters  of  the  damage. 

Brian  Rodgers 
Bloomsbury,  N.J. 


BusinessWeek 


Not  too  long  ago,  you  re- 
ported how,  after  the  1996 
deregulation  of  telecom,  one 
congressman  was  overheard 
saying  to  another:  "Now 
that  we've  given  everything 
to  both  sides,  wonder  how 
long  it  will  be  before  we 
have  to  revisit  this  decision."  In  short,  it 
was  botched.  The  example,  of  course, 
had  been  set  in  the  1984  deregulation, 
when  billions  of  worthless  AT&T  assets 
were  shuffled  under  the  rug,  and  finan- 
cial fraud  got  its  official  blessing  as  the 
foundation  of  the  telecoms  of  the  fu- 
ture. In  the  interim,  we've  seen  nothing 
but  business  plans  that  could  not  work. 
Neither  the  competitive  local  exchange 
carriers  nor  the  digital-subscriber-line 
providers  had  the  means  to  control  the 
quality  of  the  last  mile,  and  they  were 
eaten  up  with  service  problems,  causing 
customers  to  go  back  to  the  local  carri- 
ers— who  played  a  waiting  game. 

Now,  we  routinely  have  service  prob- 
lems that  we  used  to  laugh  at  when  we 
saw  them  in  the  Soviet  Union  in  the 
1960s.  Nobody  is  responsible  for  any- 


thing anymore,  and  two  botched  de 

ulations  are  the  fundamental  cause. 

Grubmans  &  Co.  just  acted  it  out. 

Rogier  van  Vlissii 

Riverdale, 

The  simplistic  article  by  Cathel 
Yang,  "Powell  of  the  fcc:  Fiddling  v[ 
telecom  melts?"  (Washington  Outll 
Aug.  19-25)  relies  on  the  unquestu| 
assertions  of  a  handful  of  critics 
presents  a  one-sided  view  of  a  Fedl 
Communications  Commission  allegl 
unengaged  in  the  challenges  facing  I 
industry.  Nothing  coulq 
more  wrong. 

The  article  describes 
the  concerns  of  a  dist 
minority    of    the    Sei 
Commerce  Committee 
recent  hearing.  It  fail;] 
mention    the    actions 
have  taken,  fully  set  ov 
my  testimony,  to  f 
with  the  regrettable  nl 
ber  of  bankruptcies  an(| 
address      the      long-t( 
health  of  the  industry.  The  article] 
nores  the  six  critical  steps,  also  setf 
at  the  hearing,  that  I  believe  are  ij 
essary  for  the  sector  to  recover. 

Our  numerous  actions  have  been  I 
cessful  in  preventing  disruption  in  sd 
ice  for  consumers  and  in  smoothing 
transition  to  new  sendees.  At  the  hi 
ing,  I  identified  areas  where  additicj 
authority  was  needed  and  made 
posals  for  Congress  to  take  action. 
Yang  omits  to  mention  that  Sera 
Ernest  F.  Hollings  (D-S.  C),  chairmaii 
the  committee,  endorsed  my  call   | 
pledged  to  work  with  us. 

Furthermore,  I  am  bemused  that 
fcc's  weighty  agenda  is  criticized  jl 
cisely  because  it  remains  on  course| 
the  current  storm.  Ms.  Yang  and  otl 
regularly  confuse  the  accounting 
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rage 

revenue  per  customer 
has  increased  by  20%. 


—  Pierre  Danon,  CEO,  BT  Retail 


erre  Danon  knows  the  importance  of  time.  His  21  million  customers  expect  a  quick 
sponse.  For  BT's  Homemover  program,  Siebel  CRM  software  and  Accenture 's  innovative 
anagement  and  technology  services  increased  call-handler  satisfaction  by  34%.  Customer 
tisf action  reached  86%.  Revenues  per  customer  rose  20%.  And  in  just  one  12- week 
;:riod,  5,000  new  accounts  were  identified.  That's  why  we  say  good  service  is  good  business. 


accenture 


Innovation  delivered. 


To  learn  more,  call  1-800-307-2181  or  visit  siebel.com/casestudies. 
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Readers  Report 


CORRECTIONS  &  CLARIFICATIONS 

"Cloning:  Huckster  or  hero?"  (People,  July 
1)  incorrectly  reported  that  Michael  West  re- 
ceived his  PhD  in  biology  from  Baylor  Uni- 
versity. He  earned  his  doctorate  in  cell  bi- 
ology at  Baylor  College  of  Medicine.  Also, 
the  initial  public  offering  of  Geron  Corp. 
was  in  1996,  not  1997. 

"Fall  from  grace"  (Cover  Story,  Aug.  12) 
showed  an  April  photo  of  a  woman  in  front 
of  a  WorldCom  sign,  with  this  caption:  "Un- 
employed and  distraught  in  Georgia."  The 
person  pictured,  Jill  Stein,  is  an  ex-sales 
manager  at  WorldCom  who  left  voluntarily 
in  April  and  is  now  employed  elsewhere. 

"Jeep's  identity  crisis"  (Marketing,  Aug. 
12)  incorrectly  stated  that  Toyota  Motor 
Corp.  did  not  sell  SUVs  five  years  ago.  In 
fact,  it  has  sold  the  Land  Cruiser  and  4Run- 
ner  SUV  models  for  many  years. 

dais  with  more  secular  and  endemic  eco- 
nomic problems  in  the  telecom  sector, 
which  surfaced  two  years  ago.  The 
Commission  anticipated,  at  that  time, 
the  need  to  develop  policy  responses 
that  would  aid  in  restoring  sound  eco- 
nomic foundations  for  growth  in  the  sec- 
tor. Now,  more  than  ever,  it  is  clear 
such  regulatory  reform  is  essential  for 
the  health  of  our  economy.  President 
Bush,  for  one,  expressly  endorsed  this 
view  and  our  efforts  at  his  recent  eco- 
nomic forum. 

This  story  disappointingly  did  little 
more  than  give  voice  to  a  few  detrac- 
tors, and  fails  to  even  attempt  to  pro- 
vide a  fuller  exposition  of  what  I  and 
the  FCC  are  doing  to  respond  to  these 
troubling  times  for  the  telecom  sector. 
Michael  K.  Powell 
Chairman 
FCC 

Washington 

Editor's  note:  On  Aug.  16,  Powell  an- 
nounced lie  would  seek  a  moratorium 
on  plans  to  roll  back  the  Fee's  financial 
disclosure  requirements  and  reiterated 
he  would  ask  Congress  for  aidfwrity  to 
impose  stiffer  fines  and  penalties  on 
companies  ttuxt  violate  tlie  ageiury's  rules. 

A  SHINIER  VIEW 

OF  SILVER  STANDARD 

Silver  Standard  Resources  Inc.  has 
yet  to  mine  silver  from  the  projects  in 
Argentina,  Australia,  Bolivia,  and  the 
U.  S.  that  Gary  Weiss  refers  to  in  "What 
to  bet  against"  (BusinessWeek  Investor, 
July  1  in  some  editions).  Many  of  these 


I 


properties,  however,  are  mines  that  the 
company  bought  and  closed  because  of 
low  silver  prices.  The  reference  to  nev- 
er having  struck  silver  i&  inaccurate. 

Silver  Standard  has  been  in  the  re- 
source industry  for  54  years.  It  pro- 
duced silver  and  operated  profitably 
from  1947  to  1958,  at  its  first  mine, 
the  Silver  Standard  Mine  in  central 
British  Columbia. 

The  15,000  shareholders  of  the  com- 
pany who  hold  long  positions  believe, 
as  does  management,  that  silver  prices 
will  improve,  enabling  the  company's 
projects  to  pay  off. 

Robert  A.  Quartermain 

President 

Silver  Standard  Resources  Inc. 

Vancouver 

WAKE  UP  AND 

SMELL  THE  NESCAFE 

While  we  were  pleased  to  find  Nes- 
cafe among  "The  best  global  brands" 
(Special  Report,  Aug.  5),  we  must 
take  exception  to  the  description  you 
supplied. 

In  the  first  place,  Nescafe  is  not 
"cheap":  As  the  world's  leading  coffee 
brand,  it  commands  prices  higher  than 
those  of  competitors. 

Second,  a  growth  rate  of  6%  in  2001 
does  not  exactly  indicate  that  the  prod- 
uct is  losing  favor  with  consumers,  es- 
pecially since  coffee  consumption  overall 
rose  only  2%. 

F.X.  Perroud 

Vice-President 

Nestle 

Vevey,  Switzerland 

AMAZON:  PRO  FORMA  NUMBERS 
ARE  A  HELP,  NOT  A  HINDRANCE 

As  the  largest  outside  shareholder  of 
Amazon.com  Inc.,  we  have  the  most  to 
lose  from  reporting  practices  that  un- 
dermine the  company's  credibility.  Your 
story,  "Amazon  is  all  grown  up,  except 
for  its  accounting"  (Information  Tech- 
nology, Aug.  5)  implies  there  is  some 
issue  with  its  accounting.  There  is  not. 
Timothy  J.  Mullaney  calls  for  Amazon  to 
drop  pro  forma  disclosures,  but  this 
would  be  a  mistake.  The  aim  is  to  sup- 
plement, not  replace,  reports  required 
by  generally  accepted  accounting  prin- 
ciples (GAAP). 

Like  every  other  company,  Ama- 
zon.com reports  its  results  under  GAAP. 
It  provides  additional  disclosures  that  it 
believes  will  help  investors  to  under- 
stand the  reality  that  the  accounting 
conventions  are  trying  to  capture.  It 
was  the  first  to  provide  a  full  reconcili- 


ation of  pro  forma  results  with  ■ 
just  as  it  wras  the  first  technology 
en  company  to  announce  it  woul> 
pense  stock  options — both  in  keep 
with  best  practices. 

Investors  are  free  to  ignore  the  Is 
closures  if  they  so  choose.  We  tin 
more  disclosure,  not  less,  is  befe 
There  is  nothing  about  the  use  of  r\ 
forma  numbers  that  by  itself  doe  a 
should  damage  credibility.  Perhaps  * 
first  company  to  make  extensive  r 
forma  disclosures  was  Warren  Buff 
Berkshire  Hathaway  Inc.  No  credit 
problem  there! 

We  think  Amazon.com,  a  leade| 
online  retailing,  is  establishing  itself  I 
leader  in  honest  reporting  and  res 
siveness  to  shareholders.  Perhaps  t^ 
why  its  stock  is  up  25%  this  year, 
the  Nasdaq  is  down  35%. 

HillM 

Legg  Mason  Funds  Management 

Baltir 
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The  best  financial  advice  is 
built  through  seasoned  experience. 


AJan  Jusko  Prudential  Senior  Vice  President- Investments 

33  years'  expenence 

Specialties:  Wealth  management,  estate  and  financial  planning 


Lawrence  Durso 

Prudential  Senior  Vice 

President- Investments 

24  years'  expenence 

Specialty:  Retirement  planning 


Helen  Rothleln,  CIMA 

Prudential  First  Vice 

President- Investments 

22  years'  experience 

Specialties:  Asset  allocation 

strategies,  financial  planning 


Paul  Bronzo 

Prudential  Senior  Vice  President-Investments 
19  years'  experience 
Specialties:  Wealth  management,  asset 
protection  and  succession  planning 


Sandra  Constantlne,  CIMA 

Prudential  Senior  Vice 
President-Investments 
17  years' experience 
Senior  Investment 
Management  Consultant 


Anthony  Sacco 

Prudential  Senior  Vice 

President- Investments 

29  years'  experience 

Specialties:  Wealth  management. 

retirement  planning,  estate  planning 


Dr.  Edward  Yardenl 

Prudential  Chief  Investment  Strategist 

25  years  in  the  business 
Specialties:  Economics,  portfolio  theory 


Steven  M.  Samuels,  MBA 

Prudential  Branch  Manager 
First  Vice  President 
17  years' experience 


\n  investment 
approach 
refined  over 
time:  growing 
and  protecting 
/our  wealth. 

4t  Prudential 
:inancial,  we've 
Seen  studying 
tf»e  financial 
markets  for  more 
\han  125  years. 
With  our  rich 
experience  as  both 
an  asset  manager 
3nd  an  insurance 
company,  we're 
uniquely  qualified 
to  help  you  keep 
your  wealth 
growing,  and 
keep  it  protected. 


With  so  much  uncertainty  in  the  market,  you  need  the  steady  hand  of  an  experienced  advisor — someone 
who's  seen  a  fair  share  of  bulls  and  bears.  Chances  are,  you  can  find  one  at  a  Prudential  Financial  office 
right  around  the  corner.  Call  today  to  arrange  a  complete  portfolio  analysis  and  learn  how  you  can  grow 
and  protect  your  wealth  through  all  kinds  of  markets. 


How  can  you  stay  on  track  in  a  market  like  this? 
A  portfolio  review  can  provide  answers.  A  seasoned 
Prudential  Financial  professional  has  the  insight  you 
need.  Together,  you'll  develop  a  firm  understanding  of 
what's  driving  today's  market  and  take  steps  to  properly 
position  your  portfolio: 

•  Find  opportunities  to  better  manage  risk 

•  Identify  when  it  may  be  wise  to  take  losses 

•  Create  a  tax  reduction  strategy 

•  Optimize  your  asset  allocation 

•  Prepare  for  a  market  recovery 

It's  not  just  the  advisor,  it's  the  experts  who  stand 
behind  them.  Your  highly  skilled  Prudential  Financial 
advisor  is  supported  by  some  of  the  industry's  most 
noted  financial  experts.  Renowned  investment  strategist 
Edward  Yardeni.  Technical  analyst  Ralph  Acampora. 
And  one  of  Wall  Street's  most  honored  investment 
research  teams. 


Expertise  in  the  areas  that  matter  most  to  you.  With 
years  of  training  and  hands-on  experience,  Prudential 
Financial  advisors  have  developed  highly  specialized  skills 
to  help  you  plan  for  life's  big  challenges.  Our  financial 
advisors  can  work  with  your  legal  and  tax  professionals 
to  help  you  in  setting  up  a  small  business,  passing  on  an 
estate,  or  building  a  college  fund. 

Retirement,  College  Funding,  Estate  Protection, 
Small  Business  Planning,  Tax  Strategy 

Call  today  for  a  free  portfolio  review.  Let  a  Prudential 
Financial  professional  help  you  analyze  your  financial  situation 
and  identify  areas  where  you  should  be  making  changes  now. 


1-800-THE-ROCK  ext. 
prudential.com 


9868 


Prudential  (M  Financial 

Crowing  and  Protecting  Your  Wealth® 


r,  Prudential  not  any  of  its  companies  ore  legal  ot  tax.  orivisors.  Prudential  Financial  is  o  service  rnoik  of  The  Prudential  Insurance  Company  of  Americo,  Newark,  NJ  and  its  affiliates.  The  Prudential  Insurance  Company  of  America,  751  Broad  Street,  Neworfc,  NJ  07102-3777. 
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RUNNING  ON  RACE 

Racial  Politics  in  Presidential  Campaigns,  1960-2000 

By  Jeremy  D.  Mayer 

Random  House  •  368pp  •  $26.95 


PLAYING  THE  RACE  CARD 
-OVER  AND  OVER 


The  divide  between  black  and 
white  America  is  nowhere  more 
evident  than  in  Presidential  elec- 
tions. In  10  of  the  past  11  showdowns 
for  the  White  House,  Republicans  have 
won  the  majority  of  white  support, 
sometimes  by  vast  proportions.  Blacks, 
in  contrast,  are  the  most  loyal  con- 
stituency of  the  Democratic  Party.  In 
Running  on  Race:  Racial  Politics  in 
Presidential  Campaigns,  1960-2000,  Je- 
remy D.  Mayer  addresses  the  history 
and  significance  of  the  black-white 
chasm  at  the  voting  booth.  It's  arguably 
the  most  important  political  story  of  the 
past  half-century,  and  the  Georgetown 
University  political  scientist  offers  a 
workmanlike  account  of  African  Ameri- 
cans' move  into  the  Democratic  fold  and 
the  subsequent  "white  flight"  to  the  gop. 
Until  the  1930s,  most  blacks  voted 
Republican  out  of  loyalty  to  the  party 
that  had  brought  them  emancipation. 
Franklin  D.  Roosevelt's  New  Deal  per- 
suaded many  African  Americans  to  start 
voting  Democratic.  But  by  1960,  the 
black  vote  was  up  for  grabs,  since  both 
John  F.  Kennedy  and  Richard  M.  Nixon 
promised  to  improve  the  lot  of  African 
Americans.  Then,  when  Martin  Luther 
King  Jr.  was  briefly  incarcerated  in 
Georgia,  Kennedy  telephoned  King's 
wife  to  express  sympathy.  This  calcu- 
lated gesture  motivated  a  majority  of 
blacks  to  vote  Democratic. 

The  Dems  won  a  lock  on  African- 
American  support  when  Lyndon  B. 
Johnson  signed  the  1965  Voting  Rights 
Act  into  law,  enfranchising  blacks  al- 
most a  century  after  the  15th  Amend- 
ment had  supposedly  guaranteed  them 
the  right  to  vote.  The  legislation  did 
more  than  inaugurate  a  new  level  of 
black  political  participation.  As  black 
registration  surged,  so  did  white  regis- 
tration. And  millions  of  whites,  particu- 
larly Southerners,  eventually  switched 
their  allegiance  to  the  GOP. 


Nixon  helped  nurture  this  white 
backlash.  As  Vice-President,  he  had 
been  progressive  on  civil  rights — in  fact, 
he  had  been  a  member  of  the  National 
Association  for  the  Advancement  of  Col- 
ored People.  But  after  the  1960  loss  to 
Kennedy,  Nixon  political  adviser  Thrus- 
ton  Morton  bitterly  resolved  that  the 
new  approach  to  blacks  would  be  "to 
hell  with  them."  When  Nixon  ran  for 
the  Presidency  again  in  1968, 
he  began  to  steal  the  thun- 
der of  segregationist  and 
third-party  candidate  George 
Wallace.  Nixon  promised 
white  voters  he  would  ap- 
point conservatives  to  the 
federal  judiciary  and  stall 
school  integration.  A  surge 
in  Southern  white  support  al- 
lowed Nixon  to  eke  out  a  vic- 
tory. Thereafter,  GOP  Presi- 
dential campaigns  would 
regularly  play  the  race  card. 

The  strategy  reached  its  nadir  in 
1988,  when  George  Bush  discovered  the 
case  of  Willie  Horton,  a  black  convict 
who  had  raped  a  white  woman  after  he 
was  furloughed  from  a  Massachusetts 
prison.  Bush,  who  was  lagging  behind 
his  Democratic  opponent,  Massachusetts 
Governor  Michael  Dukakis,  played  up 
the  incident.  His  Washington  spokesman, 
Mark  Goodin,  even  kept  a  photo  of  Hor- 
ton near  his  telephone  so  that  he  would 
remember  to  mention  the  rapist  in  con- 
versations with  the  press.  When  Bush 
won,  it  was  in  no  small  measure  due  to 
the  millions  spent  by  gop  groups  on  TV 
ads  to  make  Horton  a  household  name. 

In  Mayer's  narrative,  most  Republi- 
can candidates  come  across  as  a  feckless 
bunch,  but  Dems  don't  fare  much  better. 
In  particular,  Mayer  explains  how  De- 
mocratic candidates  have  pandered  to 
white  conservatives  while  taking  the 
black  vote  for  granted.  For  example, 
Bill  Clinton,  then  governor  of  Arkansas 


and  a  former  death-penalty  opp 
made  a  detour  from  the  campai 
in  1992  to  attend  the  executio 
brain-damaged  black  man  who  had 
dered  a  police  officer.  It  was  a  b 
appeal  to  white  swing  voters.  And 
Kennedy  may  have  telephoned  C 
Scott  King  during  one  tense  peric| 
also  avoided  meeting  with  her 
for  fear  of  alienating  white  Sou 
ers.  Nor  did  jfk  shrink  from  sp< 
before  segregated  audiences. 

Such  cynical  maneuvering  le 
Democratic  Party  ripe  for  an  inte: 
third-party  challenge  from  an 
American  leader.  Into  this  b 
stepped  Jesse  Jackson,  a  civil  righ 
vocate  who  had  never  held  electo: 
fice.  In  his  twTo  quests  for  the  D 
ratic  Presidential  nomination — in 
and  1988 — Jackson  did  indeed  fore 
party  to  pay  fresh  attention  to 
concerns.  But  as 
shows,  the  black  leade 
not  alwrays  take  the 
road  himself.  During  a 
1988  appearance,  the 
4-inch  Jackson  publicl 
miliated  Dukakis,  ste 
up  on  the  diminutive 
nor's  concealed  riser, 
as  he  towered  over  th 
mocratic  nominee,  Ja 
declared  that  he  had 
waiting  for  "equal  stan 
for  years. 
Running  on  Race  could  have 
more  such  spicy  vignettes,  since 
does  not,  in  the  end,  add  much  t 
we  already  know.  Some  of  the  be 
terial  is  relegated  to  footnotes 
example,  the  usually  unflappable  R 
Reagan  repeatedly  (and  perhaps  te 
ly)  lost  his  temper  with  African  Ail 
cans  while  campaigning.  And  there's 
glaring  gap:  Only  in  passing  does 
refer  to  black  ministers,  a  key  in 
ing  out  the  black  vote. 

In  2000,  less  than  10%  of  blacks 
ed  for  George  W  Bush,  while  only  a) 
one-third  of  white  males  voted 
Gore.  Yet  such  disparities,  the  a 
declares,  will  eventually  fade.  It's 
to  see  why:  After  all,  as  Mayer  hir 
shows,  both  parties  benefit  from  th 
vide.  Until  that  changes,  whites 
blacks  will  continue  to  differ  over 
should  run  the  country. 

BY  ALEXANDRAS" 
Starr  covers  politics  from  Washing 


MAYER  TRACES  HOW  BOTH  PARTIES,  SINCE  JFK  Vf| 
NIXON,  HAVE  PANDERED  TO  RACIAL  LOYALTIES 
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Technology  &  You 


BY  STEPHEN  H.  WILPSTROM 

tech&you@busi  nessweek.com 


HOW  TO  CONTROL 
THAT  DAMN  SPAM 


Software  can't 
eliminate  the 
junk  e-mail, 
but  some 
programs  can 
help  keep  it 
to  a  minimum 


BusinessWeek  online 


LOOKING  FOR  SOME 
MORE  RADICAL  soft- 
ware tools  for  control- 
ling spam?  Check  out 
Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Any  doubts  I  had  that  junk  e-mail  was  be- 
coming an  overwhelming  problem  were 
erased  during  my  recent  vacation.  I  set 
up  a  bunch  of  mail  filters  to  minimize  the  number 
of  messages  I  would  have  to  deal  with  over  slow 
dial-up  connections  during  my  travels  to  Ger- 
many, Austria,  Hungary,  and  the  Czech  Republic. 
Then  I  got  a  stream  of  e-mail  ads  asking  me  to 
buy  a  product  called  iHateSpam,  which  promised 
to  solve  the  problem  for  $19.95.  I  felt  like  I  was 
being  spammed  about  how  to  stop  spam.  An 
embarrassed  Alex  Eckelberry,  president 
of  iHateSpam  publisher  Sunbelt 
Software,  blamed  this  spurt  of 
anti-spam  spam  on  an  overly 
enthusiastic  distributor.  The 
messages  stopped  after  I  com- 
plained to  Sunbelt. 

Given  the  unfortunate 
introduction,  I  was  sur- 
prised to  discover  that 
iHateSpam  is  quite  a 
good  product.  Spend- 
ing $19.95  will  no 
more      eliminate 
junk   e-mail   than 
buying     a     penny 
stock  based  on  an 
e-mail  tip  will  make 
you  rich.  Still,  anti- 
spam      software    s^y   k 
can    reduce    the    ^HS^CZ. 
amount  of  junk  mail        -^^C-*    v— ^g" 
you  receive.  The  pro-  ^^^     v^^  s^ 

grams  have  limitations,  and,  for  best  C^T    - 

results,  all  require  tedious  fine-tuning. 

In  choosing  from  the  array  of  products  out 
there,  I  set  several  criteria  I  thought  would  be 
the  most  appropriate  for  business-oriented  e- 
mail  users.  First,  I  rejected  any  product  that 
makes  you  use  a  special  e-mail  address  or  some- 
thing other  than  your  standard  e-mail  program. 
And  systems  that  require  specific  authorization  of 
each  sender  are  effective  but  too  cumbersome  for 
most  business  use. 

A  major  attraction  of  iHateSpam  (www.sun- 
belt-software.com)  is  that  it  works  with  both 
Microsoft  Outlook  or  Outlook  Express  and  any 
sort  of  Internet  or  corporate  mail  account  except 
AOL.  (Because  of  the  closed  design  of  its  mail  sys- 
tem, AOL  customers  will  have  to  make  do  with 
the  service's  own  ineffective  spam  filters.) 

I  tried  the  more  powerful  Outlook  version  of 
iHateSpam.  It  looks  at  each  incoming  message 


for  the  address  of  known  spammers,  giveai 
words  or  phrases,  and  other  indicators  of  sj 
and  moves  suspect  mail  to  a  "quarantine"  fc 
You  have  to  look  through  the  quarantined 
sages  for  any  real  messages,  which  are  ti 
ferred  to  your  inbox  with  a  click.  And  you 
to  mark  as  spam  any  junk  that  makes  it  to  \| 
inbox.  The  program  learns  as  you  do  this,  s| 
gets  better  at  spotting  spam. 

A  $5-a-month  service  called  spamfree. 
(www.spamfree.net)  gave  similar  results.  Un| 
iHateSpam,  which  cleans  out  the  junk  once  it 
arrived,  spamfree  traps  the  messages  bel| 
they  reach  your  system.  But  spamfree 
works  with  Outlook  Express  and  only  with  sij 
dard  Internet  mail  accounts. 

Spam  Weasel,  a  free  download  for  personal 
from  MailGate  (wwwmailgate.com)  is  a  seril 
hands-on  tool  that  can  do  a  fine  job  of  blocking  [ 
wanted  mail — if  you  have  the  patience  and  si 
use  it.  Spam  Weasel  presents  you  with  a  long  | 
of  rules  for  determir 
what  is  spam,  then 
have  to  pick  and  chc 


from  among  them.  The 
no  explanation 
rules,  and  the  me 
ing  of  many — sj 
as    "Check    Frl 
against  valid  'R| 
domains'" — is  anytl 
but    self-evident, 
program  reports  ob^ 
sively  on  whatl 
has  done,  gene^ 
ing  a  sort  of 
ternal     spam 
log  messages.  !f 
SpamWeasel  gives 
grained  control. 

Cloudmark        (t| 
version    downloadal 
free  from  www.clo 
mark.com)  is  an  a  I 
on  to  Microsoft  0| 
look    and    works 
corporate  Microsoft  Exchange 
counts.  It  is  based  on  a  cooperative 
proach  in  which  users'  designations  of  messal 
as  spam  are  used  to  improve  the  filtering.  Bui 
seems  to  be  a  slow  learner:  It  failed  to  mcl 
many  of  the  most  obvious  junk  messages,  sij 
as  pitches  from  notorious  spammers,  to 
spam  folder  it  set  up,  yet  it  tagged  some  led 
imate  messages  as  junk.  It  also  may  requl 
modification  of  a  corporate  firewall  to  comr| 
nicate  with  the  Cloudmark  servers. 

I  still  think  that  trapping  spam  on  receipt  il 
poor  approach  because  moving  all  that  ju 
wastes  storage  space  and  network  bandwicj 
But  in  the  absence  of  a  concerted  war  on  spl 
by  the  info-tech  industry  and  a  little  help  frl 
government — neither  of  which  is  forthcoming 
fighting  spam  remains  a  do-it-yourself  projfl 
While  these  products  are  far  from  perfect,  til 


can  help  and  are  well  worth  trying. 
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Open  up  your  world. 


When  we  promise  you  the  moon  and  stars,  it's  a  promise  kept.  The  new 
Audi  A4  Cabriolet  gives  you  more  than  stunning  performance  on  the  road,  it 
gives  you  more  of  your  world.  There  are  only  so  many  shooting  stars  in  your 
lifetime.  See  as  many  as  you  can.  The  new  A4  Cabriolet.  Available  October,  2002. . 
Never  quit  Never  do  the  expected.  Never  rest  on  your  laurels.  Never  think  great  is  good  enough.  NEVER  FOLLOV\& 


Economic  Viewpoint 


BY  JEFFREY  E.  GARTEN 


HOMELAND  SECURITY  COULD 
REALLY  SHAKE  UP  BUSINESS 


I 


TANDEM: 

The  war  on 
terror  will 
mean  new 
government- 
business 
partnerships 
— plus  new 
standards  in 
privacy, 
financial 
regulations, 
and  much 
more 


Jeffrey  E.  Garten  is  dean 
of  the  Yale  School  of 
Management.  He  is  the 
author  of  the  forthcoming 
The  Politics  of  Fortune. 
A  New  Agenda  for  Business 
Leaders. 
(jeffrey.garten@yale.edu). 


As  the  first  anniversary  of  the  September 
11  attacks  approaches,  it's  worth  consid- 
ering how  the  war  on  terrorism  has 
changed  the  relationship  between  business  and 
government.  After  all,  at  least  85%  of  the  na- 
tion's infrastructure — ports,  bridges,  office  build- 
ings, hospitals,  telecommunications  systems,  and 
energy  grids — is  in  private  hands.  Now  as  never 
before,  the  U.S.  will  be  forced  to  protect  those 
assets  against  a  foreign  enemy.  This  challenge 
will  require  a  level  of  public-private  cooperation 
not  seen  for  decades — and  it  could  reverse  the 
momentum  of  the  1980s  and  '90s  toward  freer 
markets  and  smaller,  more  hands-off  govern- 
ment. Should  we  worry  about  this  shift? 

Recall  the  growth  of  a  military-industrial  com- 
plex during  the  Cold  War.  Yes,  there  were  some 
benefits:  The  National  Science  Foundation  and 
NASA  were  created,  for  example,  and  national 
security  was  used  to  promote  big  gains  in  trans- 
portation systems  and  education.  There  were 
downsides,  too:  Many  companies  profited  not  be- 
cause they  were  highly  efficient  but  thanks  to 
cozy  corporate  ties  to  the  Pentagon.  The  sprawl- 
ing defense  industry  fed  a  corporate  culture  of 
command-and-control  management  systems  and 
large  bureaucracies.  Export  controls  mush- 
roomed, even  on  readily  available  technology. 

In  today's  war  on  terror,  hundreds  of  compa- 
nies will  once  again  be  enmeshed  in  the  business 
of  winning  and  servicing  new  government  con- 
tracts for  security-related  technology.  In  addition, 
Washington  and  Corporate  America  will  need 
to  work  together  on  many  new  fronts.  The  Bush 
Administration  wants  companies  to  share  with 
Uncle  Sam  sensitive  information  relating  to  their 
security  vulnerabilities.  But  business  needs  guar- 
antees that  this  data  will  be  protected  from  pub- 
lic dissemination  and  shareholder  lawsuits.  Wash- 
ington wants  business  to  develop  new  technology 
to  identify  potential  terror  threats,  but  companies 
will  require  legal  immunity  in  case  new  innova- 
tions are  installed  but  fail  to  do  the  job  com- 
pletely. The  government  is  encouraging  corpora- 
tions within  the  same  industry  to  coordinate 
contingency  planning,  but  the  private  sector  will 
need  antitrust  exemptions  for  this  to  happen. 

The  U.S.  Treasury's  intense  focus  on  seizing 
terrorists'  funds  requires  unprecedented  docu- 
mentation from  every  kind  of  financial  institution, 
on  every  conceivable  kind  of  transaction.  A  more 
sensible  middle  ground  for  monitoring  and  re- 
porting has  to  be  reached  between  Washington 
and  banks,  brokerage  firms,  and  credit-card  com- 
panies. The  government  wants  to  tighten  immi- 


gration controls,  but  it  needs  to  find  a  wa| 
work  with  business  so  as  not  to  cut  off  the 
of  crucially  important  talent.  The  Adminif| 
tion  is  conducting  comprehensive  inspectior 
imported  cargo,  but  cooperation  between  I 
U.S.  Customs  Service  and  transportation  c| 
panies  will  be  critical  to  prevent  disruption] 
just-in-time  global  supply  management. 

No  one  knows  to  what  extent  a  broad  pu| 
private  partnership  will  emerge.  Davie 
Rothkopf,  ceo  of  Intellibridge  Corp.,  a 
ington  (D.  C.)  information  provider  to  the  I 
fense  industry,  says  companies  will  have  to| 
come  more  involved  in  coordinated  planr 
threat  assessment,  and  cooperative  reseaj 
Joseph  J.  Grano,  ceo  of  ubs  Paine  Webber 
and  chair  of  President  Bush's  new  Home} 
Security  Advisory  Council,  suggests  the 
for  new  and  explicit  protocol  agreements] 
business-government  collaboration  in  indivicl 
industrial  sectors.  C.  Michael  Armstrong,  at  I 
CEO  and  chair  of  the  Business  Roundtable's  t| 
force  on  domestic  security,  believes  there 
need  for  a  far  more  effective  institutional^ 
system  of  communications  between  top  busirlJ 
and  government  leaders  on  homeland  secuS 
matters. 

In  separate  interviews,  Grano  and  Armstrll 
said  that  new  ties  between  business  and  dF-l 
ernment  can  work  without  stifling  producti\|r,| 
innovation,  or  crucial  market  forces.  Neitfc| 
voiced  concern  about  overregulation,  incestufcl 
ties  between  ceos  and  the  Pentagon,  or  regil- 
sion  to  a  more  rigid  style  of  corporate  manaB 
ment.  I,  too,  am  cautiously  optimistic  that  a  m- 
anced  and  effective  public-private  partnersB 
can  emerge  without  setbacks  to  private  enlt 
prise.  In  part,  that's  because  of  global  pressuB 
for  U.S.  companies  to  remain  highly  compB 
tive.  I  also  take  comfort  in  the  checks  and  IB 
ances  at  play  in  the  clash  of  contending  AmeriB 
political  interests.  But  it  is  a  close  call. 

Regulation  already  is  expanding  in  accountiB 
corporate  governance,  telecommunications, B 
nance,  and  energy — largely  due  to  the  corB 
rate  corruption  scandals.  As  homeland  secuiB 
budgets  soar,  a  new  government  gravy  trB 
could  subsidize  corporate  inefficiencies.  If  ther«B 
a  second  attack,  Washington's  sway  over  biB 
ness — under  pressure  to  proceed  to  wartiij 
footing — would  likely  increase  beyond  anythT 
now  imaginable.  When  Congress  returns  afl 
Labor  Day  and  establishes  the  new  Homehl 
Security  Dept.,  these  issues  should  be  front  ;| 
center. 
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Samsung  Flat  Panel  TVs. 

It's  hard  to  say  where  one  will  turn  up  next. 

Office?  Kitchen?  Bedroom?  There's  almost  no  space  that  won't 
welcome  an  ultra  slim  and  light  Flat  Panel  TV.  These  very 
versatile,  highly  connectable  TVs  also  feature  the  industry's 
first  PC  Picture-in-Picture.  Meaning  you  can  simultaneously 
view  e-mails  and  TV,  work  while  watching  the  game  or  get 
financial  news  while  trading  stocks  online. 

■  High  definition-ready  for  superior  image  quality. 

■  Virtual  surround  sound.  Built-in  speakers. 

■  Standard  and  wide  screen  aspect  ratios. 

■  1  5"  and  1  7"  models. 
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There's  just  one  question  left.  Where  to  put  it?  See  the 
possibilities  at  www.samsungusa.com/lcdtv 

Not  just  digital...  Samsung  DigitAII! 


SAMSUNG  DIGIT*// 


everyone's   invited™ 


DigitAII 


QUDIOKinG       PCWCHAHO-       SOUNDWORKS 
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BASEBALL:  A  NEW 
NEW  YORK  TEAM? 

It  would  ease  the  rich-poor  gap 

Baseball  owners  and  players  have 
been  negotiating  how  to  make  it 
easier  for  poorer  teams  to  compete  with 
richer  teams,  especially  the  New  York 
Yankees.  Proposals  include  revenue 
sharing  between  the  clubs  and  a  luxury 
tax  that  would  penalize  teams  who 
spend  above  a  certain  limit. 

THE  NEW  YORK  ADVANTAGE 


BASEBALL  TEAM 
NEW  YORK  YANKEES 

ECONG 

MICBJ 

iSE* 

NEW  YORK  METS 
BALTIMORE  ORIOLES 
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Data:  Bureau  of  Economic  Analysis,  ft/s/nessHfee* 

But  there's  a  far  simpler  solution  to 
the  problem  of  competitive  balance:  put 
a  third  Major  League  Baseball  team 
into  the  New  York  area.  New  York 
teams  possess  an  enormous  advantage 
because  of  the  outsized  economic  clout 
of  the  region,  which  accounts  for  fully 
10%  of  the  country's  personal  income 
all  by  itself.  A  richer  and  broader  fan 
base  means  more  TV  money  and  more 
cash  to  spend  on  players,  leading  to 
competitive  advantage. 

Adding  a  third  team — either  by  ex- 
pansion or  by  moving  a  team  from  a 
smaller  region — would  provide  more 
competition  for  TV  and  fan  dollars  for 
the  Yankees  as  well  as  for  the  Mets. 
This  would  substantially  reduce  the 
Yankees'  economic  edge  without  creat- 
ing complicated  tax  or  revenue-trans- 
fer mechanisms. 

One  way  to  see  this  is  to  look  at  the 
economic  base  for  each  team  in  baseball, 
which  BusinessWeek  defines  as  the  total 
personal  income  for  its  region  divided 
by  the  number  of  teams.  The  New  York 
metropolitan  region — including  Long  Is- 
land, Westchester,  and  parts  of  New 
Jersey — generated  $836  billion  in  per- 
sonal income  in  2000,  according  to  the 
most  recent  data  from  the  Commerce 
Dept  So  the  two  New  York  teams  have 
an  economic  base  of  $418  billion  each. 


That's  far  ahead  of  any  other  team  in 
baseball.  Next  on  the  list  are  the  Balti- 
more Orioles,  which  has  an  economic 
base  of  $284  billion,  including  the  Wash- 
ington (D.C.)  area.  Close  behind  are  the 
two  Los  Angeles  teams  and  the  Boston 
Red  Sox  (chart). 

Another  team  in  the  New  York 
area — perhaps  located  at  the  Meadow- 
lands  in  New  Jersey — would  reduce  the 
economic  base  of  the  existing  New  York 
teams  down  to  $279  billion.  While  still 
high,  it  would  no  longer  be  out  of  line 
with  the  rest  of  the  league. 

Moreover,  such  a  move  would  go  a 
long  way  toward  restoring  competitive 
balance  across  the  entire  league,  because 
it  turns  out  that  the  two  New  York 
teams  account  for  the  entire  advantage 
of  rich  teams  in  recent  years.  The  Yan- 
kees and  Mets  have  turned  in  a  winning 
percentage  of  .561  from  1995  to  2001. 
The  next  10  teams  with  the  biggest  eco- 
nomic bases  have  a  winning  percentage 
of  only  .497  over  the  same  stretch. 

This  solution  isn't  on  the  table  now. 
But  the  Yankees  and  Mets  might  well 
prefer  having  another  team  enter  the 
market  than  face  an  onerous  luxury  tax 
on  their  payrolls — especially  if  they  got 
a  big  expansion  fee  up  front. 


HIGH  PREMIUMS, 
FEWER  INSURED 

More  workers  forgo  health  coverage 

The  share  of  the  working-age  popu- 
lation without  any  kind  of  health 
insurance,  private  or  public,  rose  from 
13%  in  1987  to  16%  in  2000  despite  good 
economic  growth  over  the  period. 

Why?  Big  increases  in  the  cost  to 
workers  for  company-offered  health  in- 
surance, according  to  Harvard  Univer- 
sity economist  David  M.  Cutler.  From 
1988  to  1999,  inflation-adjusted  employ- 
ee payments  for  family  health  insurance 
doubled,  to  about  $1,600  in  1999  dollars. 
As  a  result,  there  was  a  fall  in  the 
"take-up  rate" — the  share  of  eligible  em- 
ployees who  sign  up. 

Since  health-care  costs  are  zooming 
up  these  days  at  a  5.5%  annual  rate, 
"continued  declines  in  health  insurance 
are  quite  possible,"  Cutler  writes.  But 
he  resists  concluding  that  the  answer 
is  to  control  medical  spending  more 
tightly.  Cutler  says  that  to  stop  workers 
from  dropping  employer-based  insur- 
ance because  premiums  are  too  high, 
"the  government  could  well  decide  to 
subsidize  private  insurance  coverage." 

By  Peter  Coy 


INDICATORS'  E/ 
PROPHECIES 

All  the  usual  suspects  are  fa 

The  stock  market  has  long  been 
as  a  leading  indicator  of  econc 
growth.  That's  why  this  summer's 
drop  in  the  market  was  taken  by 
as  a  sign  of  an  impending  double  d 

But  while  the  stock  market  may 
been  a  good  predictor  in  the  past 
has  missed  the  mark  over  the 
years,  say  economists  James  H. 
Harvard  University  and  Mark  W. 
son  at  Princeton  University.  They  1 
that  adding  the  stock  price  to  a 
forecasting  model  lowered  the 
of  the  forecasts  from  1985  to  1999. 

Other  financial  market-based  va 
have  done  no  better  in  recent  yei 
From  1971  to  1984,  the  spread  betwj 
short-term  and  long-term  interest 
was  a  good  indicator  of  future  econoJ 
growth.  When  short  rates  were  loi 
than  long  rates,  that  was  associated 
faster  growth  over  the  next  year.  Bi 
the  period  from  1985  to  1999,  the 
spread  has  lost  its  predictive  po\ 
Similarly,  in  the  earlier  period,  the 
ference  between  the  yields  of  safe 
eminent  bonds  and  corporate  bonde| 
the  same  maturities  contained  infoi 
tion  about  the  prospect  of  corporate 
defaults.  If  these  yields  were  closei 
meant  that  investors  didn't  fear  fut 
defaults,  indicating  better  growth 
future.  But  that  forecasting  advant 
seems  to  have  eroded,  too. 

Stock  and  Watson  also  combined  | 
financial-market  indicators  for  a  comi 
ite  forecast.  That  gave  a  better  pr 
tion  than  the  individual  indicators, 
it's  not  more  accurate  than  a 
method  using  current  and  past  val^ 
of  the  growth  of  gross  domestic  pr 
uct  to  predict  its  future  path. 

The  economists  conclude  that 
not  wise  to  put  • 
too  much  faith  in 
any  one  indicator. 
As  the  economy 
evolves,  what  was 
a  great  predictor 
yesterday  might 
be  terrible  tomor- 
row. "The  atten- 
tion-grabbing indi- 
cator of  the  day 
often  tells  us  little 
about  the  future 
of  the  economy," 
Watson  warns. 

By  Robert 
Bemer 
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Business  Outlook 


y  JAMES  C.  COOPER  &  KATHLEEN  MADIGAN 


i  MILD  RECESSION, 
i  WIMPY  RECOVERY 

Slodest  and  uneven  growth  leaves  the  economy  vulnerable  to  shocks 


US.  ECONOMY 


I  NEW  CONCERN:  A  JUMP 
IN  CRUDE-OIL  PRICES 


Disappointed  with  the  recov- 
ery? Don't  gripe  about  inef- 
^  :tual  policymakers  in  Washington  or  the  liars  in  Cor- 
Nrate  America  or  the  stock  market  bust.  Blame  the 
ild  recession. 
3  That  may  sound  perverse,  given  that  a  mild  recession 
preferable  to  a  severe  one.  But  the  recovery  of  2002 
proving  that  the  economy's  new  resilience  comes  at  a 
e*st.  True,   structural  change,  better  productivity 
*wth,  and  preemptive  policy  have  worked  to  smooth 
Ti\t  the  business  cycle.  However,  because  last  year's  re- 
mission was  one  of  the  shallowest  on  record,  it  created 
^tle  in  the  way  of  pent-up  demand  to  propel  the  re- 
ufvery,  as  had  been  true  in  past  upturns. 

For  example,  housing  and 
vehicle  sales  did  extremely 
well  in  2001,  and  overall  con- 
sumer spending  never  de- 
clined— the  first  time  that  has 
happened  in  a  recession.  But 
now  consumer  demand  is  not 
showing  the  typical  recovery 
burst,  which  fuels  output 
growth  and  new  jobs. 

As  a  result,  this  recovery 
isn't  as  strong  as  many  execu- 
tes, job  seekers,  and  investors  had  hoped  for,  even 
'  ough  growth  in  real  gross  domestic  product  has  av- 
•aged  nearly  3%  during  the  past  three  quarters.  And 
Without  the  usual  recovery  surge  to  lift  spirits  and 
irjfTibolden  companies  to  spend  and  hire,  a  moderate 
icovery  raises  risks  for  the  next  few  quarters,  since  it 
takes  the  economy  more  vulnerable  to  shocks,  such  as 
lie  stock  market's  drag,  geopolitical  events,  or  rising  oil 
pices  (chart).  Little  wonder,  then,  that  the  economy 
■ems  to  be  hesitating  instead  of  roaring  ahead. 

ONSIDER  THE  LATEST  MIXED  DATA:  Consumers 
■e  still  spending  in  the  third  quarter,  especially  for  au- 
>s.  Housing  is  holding  up,  thanks  to  low  mortgage 
ttes,  although  potential  for  further  gains  is  limited. 

1  [ost  recently,  manufacturing  has  hit  a  dry  patch,  and 
le  trade  deficit  continues  to  subtract  from  economic 

9  rowth.  On  the  financial  side,  fewer  commercial  banks 
*e  tightening  their  lending  standards,  but  the  terms  of 
an  agreements  are  somewhat  stricter. 
These  diverse  trends  in  the  economy  are  why  in- 

lestors  are  contemplating  another  interest-rate  cut  by 
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the  Federal  Reserve.  Those  expectations  rose  after 
late-July  news  that  real  GDP  grew  at  only  a  1.1%  annual 
rate  in  the  second  quarter,  raising  questions  about  the 
recovery's  sustainability.  So  far,  subsequent  data  haven't 
justified  worries  about  a  faltering  economy. 

The  Fed,  however,  is  taking  no  chances.  On  Aug.  13, 
policymakers  officially  shifted  their  view,  saying  that  the 
balance  of  risks  in  the  outlook  has  swung  toward  pos- 
sible economic  weakness.  That  means  the  upcoming 
data — including  the  August  employment  report  and 
purchasing  managers'  index — will  sway  the  decision 
on  whether  to  keep  rates  on  hold  or  to  lower  them  at 
the  Fed's  Sept.  24  meeting. 

HOWEVER,  ONE  REASON  not  to  fear  a  second  half 
economic  swoon  comes  from  the  Fed  itself.  Its  Au- 
gust survey  of  banks'  senior  loan  officers  says  business 
loans  are  increasingly  available.  The  report  shows,  on 
net,  only  21%  of  the  56  banks  surveyed  tightened  their 
lending  standards  for  commercial  and  industrial  (c&i) 
loans  to  large  and  midsize  companies,  down  from  25%  in 
April  and  45%  in  January.  For  loans  to  small  companies, 
only  5%  tightened  up  on  standards,  down  from  15%  in 
April  and  42%  in  January  (chart).  For  the  first  time  in 
a  long  while,  a  bank  or  two  actually  eased  standards. 

While  this  pattern  argues 
against  a  credit  crunch,  banks 
are  more  stringent  on  the 
terms  of  their  loans.  In 
August,  more  banks  increased 
the  spread  between  loan  rates 
and  their  cost  of  funds,  mainly 
citing  economic  uncertainty. 
Still,  that  survey  percentage 
is  below  what  it  was  at 
the  end  of  2001.  Lending  prac- 
tices to  households  were 
little  changed  and  remain  generally  accommodative. 

The  Fed  survey  also  shows  business  loan  demand  re- 
mained weak.  However,  that  reflects  the  modest 
recovery,  not  a  credit  crunch.  C&I  loans  are  typically 
used  to  finance  inventories  and  other  short-term  busi- 
ness operations.  And  now  that  companies  have  slowly 
begun  to  restock  their  shelves,  loan  demand  may  also 
pick  up  gradually.  Business  inventories  rose  0.2%  in 
both  May  and  June,  the  first  increases  in  more  than  a 
year.  Inventory  rebuilding  is  concentrated  at  retailers 
and  wholesale  distributors,  while  the  rate  of  liquidation 
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in  manufacturing  has  eased  considerably  since  2001. 

The  inventory  readjustment  helped  boost  factory 
output  in  the  first  half.  But  recent  data  raise  ques- 
tions about  manufacturing's  strength  in  coming  months. 
Industrial  output  in  July  rose  just  0.2%,  and  excluding 
autos,  production  was  down  0.1%.  Factory  output  is  no 
greater  than  it  was  a  year  ago. 

In  addition,  the  Fed  revised  the  second-quarter  out- 
put data.  The  new  numbers  show  output  of  computers 
and  office  equipment  grew  at  an  annual  rate  of  4.9% 
last  quarter,  a  far  cry  from  the  20.4%  clip  originally  re- 
ported. That  means  the  tech  rebound  is  weaker  than 
first  thought  (chart),  and  the  sector  may  not  add  much 
to  real  GDP  growth  going  forward. 

The  disappointing  output  numbers  followed  reports  of 
a  drop  in  the  July  purchasing  managers'  index  and  a 
plunge  in  capital-goods  orders  in  June.  Plus,  a  Philadel- 
phia Fed  survey  indicated  that  region's  factory  activity 
contracted  in  early  August.  Why  the  slowdown?  Exec- 
utives might  be  hesitant  to  go  forward  with  spending 
plans  until  the  issues  of  corporate  governance  are  set- 
tled. The  good  news  is  that,  given  the  stock  market's 
better  performance  in  recent  weeks,  corporate  scandals 
may  be  less  of  a  drag  on  the  economy. 

CONSUMERS,  MEANWHILE,  are  spending,  but  the 
cumulative  burden  from  the  stock  market,  job  jitters, 
and  higher  oil  prices  may  finally  be  taking  a  toll. 


JAPAN 


AFTER  PROMISING  GAII 
A  SLOWDOWN 


Thanks  to  a  1.2%  jump  in  July  retail  sales,  real 
sumer  spending  is  on  track  to  grow  at  a  solid  3.5% 
nual  rate  in  the  third  quarter.  And  surveys  indicate 
hide  sales  for  August  are  holding  up.  But  other  n 
buying  is  sluggish  at  a  time  when  families  are  pre 
ing  for  the  new  school  year.  Back-to-school  buying 
become  a  good  leading  indicator  for  the  impo 
yearend  holiday  shopping  season,  so  the  final  Au 
sales  data  may  say  a  lot  about  fourth-quarter  dem; 

Higher  fuel  prices  may  be 
one  reason  for  the  cautious 
spending.  Mideast  instability 
and  a  possible  U .  S.  attack  on 
Iraq  have  pushed  crude- 
oil  prices  up  50%  so  far 
this  year,  to  nearly  $30  per 
barrel.  On  the  positive  side, 
though,  jobless  claims  contin- 
ue to  fall.  That's  an  indicator 
that  the  labor  markets  are 
stabilizing  and  better  job 
growth  will  support  consumer  spending  going  forw 

Nonetheless,  the  trends  in  oil  prices  and  job 
claims  point  up  the  clashing  forces  now  hitting  the 
covery.  The  economy  is  like  a  boat  navigating  cho 
waters:  It  still  appears  the  ship  has  enough  ballas 
stay  afloat,  but  unlike  many  past  recoveries,  the  co; 
voyage  may  not  be  a  smooth  one. 
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THE  UPTURN  IS  LOSING  MOMENTUM 


This  spring,  despite  its  burden- 
some structural  problems, 
Japan's  economy  appeared  on  the 
verge  of  a  moderate  cyclical  up- 
turn, led  by  exports  and  factory 
output,  as  the  global  recovery 
gathered  steam.  Now, 
as  prospects  abroad 
begin  to  look  dimmer, 
so  do  Japan's. 

So  far,  nothing  sug- 
gests a  renewed  round 
of  outright  recession, 
but  forward  momen- 
tum appears  to  be 
slowing.  First,  exports 
in  July  are  falling,  for 
the  second  month  in  a 
row.  Second,  while  a  rise  in  sec- 
ond-quarter machinery  orders 
suggests  that  business  outlays  for 
equipment  have  bottomed  out, 
third-quarter  projections  look 
weak.  And  third,  deflation  contin- 


WHY  DOMESTIC  DEMAND 
IS  GOING  NOWHERE 
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ues  to  ravage  household  spending, 
as  it  has  led  to  record  declines  in 
both  wages  and  employment. 

Forecasters  are  already  shaving 
their  growth  projections.  Despite 
a  solid  first-quarter  advance, 

growth  in  2002  is  ex- 
pected to  be  so  weak 
that  the  yearly  level 
of  gross  domestic 
product  will  remain 
below  its  2001  level, 
with  barely  any  head- 
way expected  in  2003. 
The  poorer  outlook 
appears  to  be  influ- 
encing the  govern- 
ment's 2003  budget  in 
favor  of  less  stringency.  Recently 
adopted  budget  guidelines  have 
sliced  the  planned  cutback  in  pub- 
lic investment  next  year  from 
10%  to  only  3%,  and  they  lift  the 
cap  on  government  bond  issuance. 


Plus,  policymakers  are  rethinking 
their  plan  to  eliminate  deposit 
surance  in  April,  2003,  out  of  conl 
cern  over  possible  systemic  risks  | 
to  the  financial  system. 

Nevertheless,  even  as  deflatior 
ary  pressures  grip  the  economy, 
the  Bank  of  Japan  is  still  making 
only  moderate  efforts  to  counter 
the  trend.  Since  the  spring,  the 
growth  of  the  monetary  base  hasl 
slowed.  Wages  in  June,  down  1.7'| 
from  a  year  ago,  fell  faster  than 
prices,  and  June  employment  fell 
a  record  0.6%  from  a  year  ago. 
Despite  pockets  of  rising  labor  de| 
mand,  many  companies  want 
part-time  workers  or  certain  si 
that  the  unemployed  do  not  have| 

With  a  cloudier  global  outlook, 
a  shaky  financial  system,  and  littl| 
progress  on  long-term  reform, 
Japan  appears  to  be  stuck  in  the 
mire  for  at  least  another  year. 
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tven  for  a  rapidly  growing  telecom,  the  plan  was  bold:  to  become  Asia  Pacific's  #1  telecommunications  company. 
Naturally,  they  came  to  Morgan  Stanley.  We  set  to  work  to  overcome  regulatory  and  regional  obstacles,  making  a  once 
jnthinkable  acquisition  possible.  The  result?  The  company  grew  significantly.  And  new  lines  of  communication  were 
opened.  Such  complex  challenges  are  our  passion.  Such  client  successes  are  our  mission.  What  can  we  do  for  you? 


ivestments  and  services  are  offered  through  Morgan  Stanley  &  Co.  Incorporated,  member  SIPC.  Employee  names  have  been  changed 
)  protect  their  privacy.  Morgan  Stanley  and  One  Client  At  A  Time  are  service  marks  of  Morgan  Stanley  ©  2002  Morgan  Stanley. 


News:  Analysis  &  Commentary 


THE  RECOVERY  THAT 
WOHT  STOP  STALLI H 


The  President  seems  ready 
to  take  action.  But  are  the 
proposals  he  is  mulling 
really  enough? 


As  summers  go,  this  one  has 
been  no  picnic  for  Presi- 
dent George  W.  Bush 
and      his      economic 
advisers.  The  econo- 
my,   which    sagged 
through  much  of  2001,  was 
supposed  to  be  sizzling  by 
now.    The    stock    market, 
which  last   spring  looked 
ready  to  bounce  back,  took 
a  gut-wrenching  tumble  in 
June  and  July.  Business  in- 
vestment has  stalled.  And 
consumers — long  the  main- 
stay of  the  economy — may  be 
nagging  as  slowing  wage  growth 
and  the  destruction  of  trillions  in 
stock  market  wealth  take  a  toll. 

As  the  recovery  wilts  in  the  summer 
heat,  worried  investors  and  voters  are 
looking  to  Washington  for  help.  But 
politicians  in  both  parties  appear  reluc- 
tant to  tackle  head  on  what  now  ap- 
pears to  be  a  more  shaky  recovery  than 
anyone  was  expecting  just  a  few  months 
ago.  The  Administration  seems  bent  on 
doing  little  more  than  tinkering.  The 
centerpiece:  offering  bite-size  tax  cuts 
aimed  at  propping  up  the  stock  market 
and  boosting  long-term  investment. 
Meantime,  deficit-shy  Democrats  have 
offered  few  ideas  of  their  own.  The  re- 
sult is  political  inertia  at  an  increasing- 
ly fragile  phase  of  the  recovery. 

While  Washington  seems  hesitant  to 
take  bold  stimulative  steps,  there  are 
rising  calls  from  Wall  Street  for  more 


WASHINGTON 
TO  THE  RESCUE? 


To  boost  stock  prices, 
Bush  is  considering  an 
old  plan  to  end  double  taxation  of  corpo- 
rate dividends.  It  could  lift  the  markets, 
but  the  $40  billion-a-year  price  tag  is  a 
budget-buster.  Democrats  will  oppose  it 
as  a  sop  to  Big  Business.  And  some  com- 
panies may  balk  since  ending  dividend 
tax  could  pressure  them  to  pay  dividends. 


Bush  may  embr| 
plan  to  let  inves 
write  off  more  stock  market  losses! 
idea:  Raise  the  current  $3,000  ce\ 
deductible  losses  to  $20,000.  ThJ 
could  be  $45  billion  over  10  year;[ 
plan  would  help  stockholders  but 
defray  retirement-account  losses, 
also  encourage  more  share  selling  I 
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rressive  action.  Among  the  demands: 
other  round  of  interest  rate  cuts, 
nbined  with  stepped-up  tax  cuts  and 
aiding  increases  to  prevent  the  econ- 
;y  from  slipping  into  a  double-dip  re- 
>sion  (page  32).  Says  James  W. 
ulsen,  chief  investment  officer  at 
•lis  Capital  Management:  "The  prob- 
n  with  the  economy  is  a  lack  of  suf- 
ent  demand.  Any  fiscal  stimulus  is 
lcome." 

So  far,  Americans  have  heard  most- 
pep  talks  from  Cheerleader-in-Chief 
ish  and  Alan  Greenspan.  But  the 
deral  Reserve  chairman  did  concede 
Aug.  13  that  economic  risks  have 
en.  Outside  the  Beltway,  moreover, 
ssimism  is  growing.  Excluding  gaso- 
e  and  cars,  retail  sales  were  flat  in 
July.  And  the  situation 
has  grown  worse, 
with  chain  stores 
reporting  an  out- 
right drop  in 
sales  during  the 
first  two  weeks  of 
August,  according  to 


IERS 


the  Bank  of  Tokyo-Mitsubishi  Ltd. 
Business  purchases  of  computers  and 
other  equipment  are  also  tailing  off. 
Faced  with  a  barrage  of  criticism  from 
shareholders  and  lawmakers,  corporate 
chieftains  are  focusing  on  cleaning  up 
balance  sheets  rather  than  building  busi- 
ness. Consulting  firm  G7  Group  Inc.  said 
on  Aug.  20  that  its  business  spending 
index — which  predicts  capital  outlays — 
has  fallen  sharply  so  far  this  quarter. 

Even  the  red-hot  housing  market  is 
cooling  off.  The  National  Association  of 
Home  Builders  reported  on  Aug.  15  that 
its  housing-market  index  fell  in  August 
to  its  lowest  level  this  year.  In  response 
to  all  this  gloom,  consultant  Macroeco- 
nomic  Advisers  LLC  has  lowered  its 
growth  forecast  for  the  rest  of  this  year 
to  2.5%,  from  3.4%.  And  pessimistic 
prognosticated  fear  the  economy  will 
double  dip  back  into  recession,  though 
they  remain  a  distinct  minority. 

The  prevailing  view  in  Washington? 
The  White  House,  the  Fed,  and  many  in 
Congress  still  believe  that  the  econo- 
my will  right  itself.  That's  in  sharp  con- 
trast to  a  year  ago,  when  a  fiscal  and  a 
monetary  jolt  enjoyed  broad  support. 

There  is  another  reason  for  the  re- 
luctance to  act.  Policymakers  have  less 
room  to  maneuver  now.  With  interest 
rates  at  40-year  lows  and  budget  deficits 
roaring  back,  they  feel  they  have  al- 
ready done  a  lot  to  boost  growth,  and 
they  worry  about  the  long-term  conse- 
quences of  doing  more.  Says 
Representative  Rob  Portman 
(R-Ohio):  "The  issue  is  the 
deficit  and  how  much  [a  tax 
cut]  will  cost." 

Short-term  rates  are  at 
1.75%,  and  the  Fed  wants 
to  conserve  what  little 
ammunition  it  has 
left    in    case    the 
economy  dramati- 
cally downshifts  lat- 
er. Says  Chicago  Fed 
President  Michael  H. 
Moskow:  "The  road  to 
recovery  is  turning  out  to 
be  bumpy.  [But]  the  Fed 
cannot — and  should  not — try 
to  smooth  out  every  bump." 


But  those  bumps  are  exactly  what 
have  voters  nervous.  With  one  eye 
peeled  for  pink  slips  and  the  other  look- 
ing for  more  dismal  401(k)  statements, 
Americans  are  increasingly  uneasy  and 
may  well  take  it  out  on  politicians  in 
November.  And  Bush  is  starting  to  feel 
some  heat.  A  July  29  ABC/Washington 
Post  poll  reported  that  the  number  of 
those  surveyed  who  back  the  President's 
handling  of  the  economy  had  dropped  to 
57%,  down  from  72%  last  November. 

No  doubt  those  numbers  had  some- 
thing to  do  with  Bush's  hint  on  Aug. 
16,  just  a  few  days  after  his  Waco  eco- 
nomic summit,  that  he'll  soon  unveil  a 
new  economic  strategy. 

Unlike  his  2001  tax  cut,  which  sought 
to  boost  consumption,  and  the  early 
2002  tax  reduction,  which  tried  to  jump- 
start  investment,  this  go-round  prom- 
ises to  be  much  less  stimulative  in  the 
short  run.  Rather,  it  would  shift  tax 
policy  to  encourage  long-term  savings. 
Says  White  House  Council  of  Economic 
Advisers  Chairman  R.  Glenn  Hubbard: 
"The  point  is  to  pick  policies  that  are 
pro-growth  and  promote  the  fundamen- 
tals of  long-term  investing." 

Among  the  ideas  Bush  is  mulling:  al- 
lowing investors  to  write  off  more  stock 
market  losses  against  their  taxes,  mak- 
ing it  easier  to  contribute  to  and  with- 
draw from  tax-advantaged  savings  ac- 
counts such  as  401(k)s  and  Individual 
Retirement  Accounts,  and  reducing  tax- 
es on  corporate  dividends. 

Critics  argue  that  such  proposals 
would  be  little  more  than  a  giveaway 
to  investors.  Says  Brookings  Institu- 
tion economist  William  G.  Gale:  "If  we 
agree  that  the  stock  market  was  over- 
valued and  has  now  adjusted,  what  is 
the  purpose  of  trying  to  manipulate 
the  market  through  fiscal  policy?"  Even 
conservatives  who  like  the  Bush  plan 
as  long-term  tax  policy  worry  about 
its  timing.  Says  Cato  Institute  Chair- 
man William  A.  Niskanen:  "If  they  try 
to  hurry  up  [the  plan],  they're  likely  to 
do  something  silly." 

One  possible  idea — to  let  investors 
use  up  to  $20,000  of  stock  market  losses 
to  reduce  taxes  on  other  income — would 
be  aimed  largely  at  those  clobbered  by 


Bush  and  Dems  agree 
that  workers  should  be 
sell  company  shares  in  401(k) 
ts  after  three  years.  Bush  may 
k  move  up  hikes  of  tax-deferred 
'Utions  to  pension  accounts,  which 
ise  from  $3,000  to  $5,000  in 
ar  IRAs  and  from  $11,000  to 
10  in  2006  for  401(k)s. 


TAXPAYERS 


The  White  House 
wants  to  make  perma- 
nent tax  cuts  that  are  set  to  phase  in  as 
of  2004  and  expire  in  2011.  Hill  Repub- 
licans want  the  next  round  of  cuts  to 
kick  in  now.  Some  Dems  agree,  but  they 
would  cancel  other  cuts  to  keep  the 
deficit  down.  Moving  up  2004  rate  cuts 
would  add  $10  billion  to  2003's  deficit. 


IflW  IIIPMIE  Democrats  would 

LUTf'inuUmL  stimulate  the  flagging 
economy  with  new  federal  spending 
targeted  at  the  less  well-off,  including 
moves  such  as  increasing  the  minimum 
wage  from  $5.15  to  $6.65  an  hour, 
extending  the  current  13-week  limit  on 
unemployment  benefits,  and  subsidizing 
health  care  for  the  uninsured. 
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the  bear  market.  Some  critics  complain 
that  any  such  bailout  would  aggravate 
the  market's  decline  by  encouraging  in- 
vestors to  dump  even  more  losers.  And 
the  plan  does  nothing  to  help  the  vast 
bulk  of  investors  whose  iras  or  401(k)s 
took  a  hit  because  no  taxes  are  paid  on 
trading  inside  those  accounts. 

Another  possible  Bush  initiative,  low- 
ering the  existing  20%  tax  on  capital 
gains,  has  broad  GOP  and  business  sup- 
port, but  Democrats  deride  it  as  welfare 
for  the  rich.  Without  Dem  backing,  a 
cap-gains  cut  is  unlikely  to  pass. 

The  most  far-reaching  of  Bush's  like- 


ly proposals  would  trim  taxes  on  corpo- 
rate dividends.  Today,  investors  must 
pay  tax  on  dividends,  but  businesses 
are  not  allowed  to  dedUct  the  cost  of 
paying  them.  As  a  result,  about  $350 
billion  in  dividends  is  taxed  twice. 

Bush  is  likely  to  propose  letting  indi- 
vidual investors  exclude  from  taxable 
income  perhaps  up  to  $1,000  a  year  in 
dividend  checks.  For  decades,  econo- 
mists have  argued  that  ending  double 
taxation  is  an  important  step  toward 
reforming  the  U.S.  tax  system.  It  is 
unlikely  that  Bush  will  want  to  go  that 
far.  which  could  cost  in  excess  of  $40  bil- 


lion a  year.  But  adopting  the  partia 
emption,  for  about  $4  billion  a 
would  be  a  step  in  that  direction, 
ting  taxes  on  dividends  could  also 
stock  prices,  since  today's  market  va 
reflect  the  extra  cost  of  the  tax. 

Democrats,  eager  to  capitalize 
what  they  see  as  Bush's  unfocused 
nomic  management,  are  already  blas§| 
his  tax  plan.  Representative  Robei 
Matsui  (D-Calif.)  says  Bush's  ideas 
probably  the  least  productive  wa;k 
go."  Instead,  Democrats  would  raiT 
spend  the  money  on  their  own  ageij 


COMMENTARY 


By  Margaret  Popper 


THE  SMART  FISCAL  POLICY 
THAT'S  NEEDED  NOW 


For  the  past  25  years,  Americans 
have  relied  on  the  Federal  Re- 
serve to  set  the  economy  right. 
The  Fed  would  raise  interest 
rates  when  inflation  threatened  or  low- 
er rates  when  growth  stalled.  And  be- 
cause a  rate  cut  could  be  implemented 
quickly  and  without  political  debate,  it 
seemed  like  the  ideal  policy  tool. 

But  more  rate  cuts  may  not  be  the 
right  way  to  deal  with  the  economic 
malaise  of  2002.  Low  rates — already  at 
the  rock-bottom  level  of  1.75  percentage 
points — have  done  little  to  stimulate 
business  investment.  And  while  further 
rate  cuts  may  do  more  to  prod  auto 
sales  and  housing  demand,  further  in- 
flating the  already  overheated  housing 
market  carries  its  own  risks. 

That's  why  it's  time  for  Congress  and 
the  President  to  use  smart  fiscal  poli- 
cy— a  combination  of  targeted  tax  cuts 
and  spending — to  pull  the  economy  out 
of  the  doldrums.  Tax  cuts  should  be 
shifted  from  the  future  to  the  present 
and  structured  so  that  corporations  and 
consumers  are  more  likely  to  spend 
their  windfalls  now.  Federal  spending 
should  be  bolstered,  especially  in  de- 
fense and  infrastructure,  which  have 
the  biggest  impact  on  short-term 
growth,  and  shifted  away  from  items 
such  as  farm  subsidies  (table). 

Moreover,  the  stimulus  needs  to  be 
$100  billion  or  more — large  enough  to 
make  a  difference.  A  new  study  by  the 
Federal  Reserve  suggests  that  fiscal 
stimulus  failed  to  work  in  Japan  in  part 


& 


because  the  Japanese  government  doled 
it  out  in  dribs  and  drabs  rather  than 
making  a  decisive  move.  That's  a  mis- 
take the  U.  S.  needs  to  avoid. 

There  are  some  things  a  smart  fiscal 
agenda  would  not  include.  Politicians 
in  both  parties  are  calling  for  cutting 
spending  to  bring  down  the  budget 
deficit,  but  that's  the  wrong  thing  to 
do  in  a  slumping  economy.  Moreover, 
some  policy  measures  that  might  be 
growth-enhancing  in  the  long  run, 
such  as  President  George  W.  Bush's 
call  for  increasing  the  level  of  401(k) 
deductions,  could  drag  down  near-term 
growth  by  increasing  saving  in  the 
short  run. 

In  the  past  year,  the  U.  S.  economy 
has  been  buoyed  by  a  combination  of 
tax  cuts  and  increased  defense  spending 
after  the  terrorist  attacks.  That  fiscal 
stimulus,  however,  will  peter  out  in  fis- 
cal 2003  since  increased  spending  on  the 
federal  level  will  be  partly  negated  by 
tighter  budgets  on  the  state  and  local 
level.  The  federal  budget  is  set  to  in- 


It's  not  the  time  tol 
worry  about  the  d< 
Now  is  the  time  foi 
decisive  stimulus- 
Si  00  billion  or  moi 

crease  by  about  $79  billion  for  ll 
2003— less  than  the  $137  billion! 
for  2002,  according  to  the  Congl 
Budget  Office  (cbo).  Under  curl 
income  tax  rates  will  not  be  cutl 
until  2004.  And  most  economist! 
states  and  cities  to  start  raising! 
and  cutting  spending  next  year  [ 
balanced-budget  requirements. 

To  boost  growth,  the  first  stel 
be  implementing  a  sharp  but  tel 
tax  cut  constructed  to  encouragl 
ing,  not  saving.  Princeton  Univ<| 
economist  Alan  S.  Blinder  suggf 
paying  the  money  to  the  states,! 
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ijut  their  proposals  are  also  modest, 
would  allow  jobless  workers  to 

an  additional  13  weeks  of  unem- 

sTnent  benefits,  increase  the  $5.15- 

ir  minimum  wrage  by  up  to  $1.50, 

tinker  with  the  pension  system. 
\.  few  Senate  Democrats,  including 
jority  Leader  Tom  Daschle  (D-S.  D.), 
e  toyed  with  the  idea  of  accelerat- 

personal  tax-rate  cuts  scheduled  to 
e  effect  in  2004  to  give  the  strug- 
lg  economy  an  immediate  booster 
t.  To  avoid  even  bigger  deficits, 
yd  freeze  other  parts  of  the  2001 

cut  rather  than  let  them  take  effect 
2006  and  beyond.  But  because  the 
eduled  '04  tax  cut  trims  only  a  mod- 
one  percentage  point  off  individual 


rates,  speeding  it  up  would  add  just 
$7  billion  in  new  stimulus  to  the  $10 
trillion  economy. 

Deficit  fears  are  keeping  Democrats 
from  embracing  major  new  spending. 
This  year,  the  deficit  is  expected  to  top 
$160  billion,  and  most  analysts  expect  it 
will  hit  $200  billion  in  2003.  Bush  is  al- 
ready blasting  Congress  for  spending 
too  much. 

As  a  result,  Democrats,  who  once 
could  be  expected  to  propose  big  new 
spending  initiatives  on  such  infrastruc- 
ture projects  as  roads  and  bridges  in 
response  to  the  slowdown,  have  re- 
mained relatively  quiet.  The  federal 
government  is  already  spending  rough- 
ly $27  billion  a  year  on  highways.  And 


while  Congress  and  the  White  House 
are  battling  over  the  fate  of  an  extra 
few  billion,  there  is  little  chance  that 
lawmakers  will  try  to  add  much  more. 

Congress  will  almost  certainly  boost 
spending  for  defense  and  homeland  se- 
curity. It  will  soon  approve  about  $355 
billion  in  military  spending  for  the  fis- 
cal year  beginning  in  October — some 
$30  billion  more  than  the  Pentagon 
will  spend  this  year.  That  will  help, 
but  if  the  economy  continues  to  sput- 
ter, Washington  may  wind  up  wishing 
it  had  taken  out  a  much  bigger  insur- 
ance policy  against  the  slump  that 
won't  go  away. 

By  Howard  Gleckman  and  Rich 
Miller,  with  Amy  Borrus,  in  Washington 


turn  declare  a  month-long 
c  holiday.  "If  you  cut  income 
r  only  one  year,  people  ignore 
Blinder.  But  a  sales  tax  that 
»ack  up  in  a  short  time  gives 
n  incentive  to  shop  during  the 
k  window,  he  says. 
ier  option  may  be  to  cut  contri- 
to  Social  Security  and  Medicare. 
11-tax  holiday  has  the  biggest 
1  bang  for  the  buck  of  any  other 

:tax  cut,  according 
uary  study  by  the 

digress  should  also 
■he  post-2004  tax 
t  are  built  into  the 

'  law  to  keep  down 
'udget  deficits, 
uts  alone,  though, 
sufficient  fiscal 
i.  That's  because 
>ften  save  part  of 

I  it,  particularly  if 
;w  it  as  tempo- 
are  wealthy 
that  they  don't 


need  to  spend  it  immediately.  When 
the  Bush  tax-rebate  checks  were  sent 
out  last  summer,  there  was  no  blip  up 
in  consumer  spending  for  July  and  Au- 
gust, notes  Alan  D.  Viard,  senior 

economist  and  policy  adviser  at 
the  Federal  Reserve  Bank 
of  Dallas. 
So  any  tax  cuts  must  be 
accompanied  by  direct 
spending  on  projects  that 
build  up  defense  and  infra- 
structure. For  every  dollar  the 
feds  inject  into  the  economy  in 
this  way,  $1.80  worth  of  addi- 
tional output  occurs  over  the 
next  year  (table),  estimates 
David  A.  Wyss,  chief  econo- 
mist at  Standard  &  Poor's. 
Also  useful  would  be  a  hike 
in  unemployment  benefits, 
which  generate  $1  in 
output  for  each  dollar  the  government 
spends,  according  to  Wyss.  This  is  an 
area  where  state  spending  could  bump 
up  against  constraints  without  some 
federal  help. 

There  certainly  is  room  to  spend 
more.  Government  outlays  are  around 
19.5%  of  gross  domestic  product — below 
the  long-term  average  of  20.2%.  And 
while  the  budget  deficit  of  $157  billion 
forecast  for  fiscal  2002  seems  scary,  it's 


THE  MOST  BANG  FOR  THE  BUCK 


GOVERNMENT  SPENDING  ON 
DEFENSE  OR  INFRASTRUCTURE 


of  GDP 

that  result 

from  one 

dollar 

of  additional 

stimulus 

Data;  Standard  &  Poor's 


INCREASED  UNEMPLOYMENT 
OR  WELFARE  BENEFITS 

PAYROLL-TAX  CUT  ON  SOCIAL 
SECURITY  AND  MEDICARE  PAYMENTS 

TEMPORARY  PERSONAL  INCOME-TAX  CUT 


only  about  1.6%  of  current  GDP. 

The  key  is  to  avoid  the  trap  the 
Japanese  fell  into  when  they  tried  to 
stimulate  their  economy  in  the  1990s. 
According  to  the  Fed  study,  "greater 
and  more  appropriately  targeted  fiscal 
stimulus  would  have  been  desirable." 
Additional  fiscal  stimulus  of  about 
0.5%  to  1%  of  GDP,  the  study  con- 
cludes, would  have  substantially  im- 
proved Japan's  economic  position.  In- 
stead, the  Japanese  government  was 
relatively  cautious  in  its  fiscal  stimulus 
because  it  didn't  want  to  run  up  a 
huge  deficit  and  because  economic 
forecasters  did  not  foresee  the  deep 
nature  of  Japan's  problems.  "They 
were  simply  too  optimistic  about 
prospects  for  future  growth,"  says 
William  C.  Dudley,  chief  U.S.  econo- 
mist at  Goldman,  Sachs  &  Co. 

But  fiscal  policy  has  pitfalls,  too. 
Even  if  Congress  manages  to  move 
fairly  quickly  to  enact  new  policy — 
which  is  difficult  because  of  the  lengthy 
appropriations  process — it  can't  easily 
reverse  direction  once  the  stimulus  is 
no  longer  needed.  The  resulting  deficits 
have  to  be  financed  by  government  bor- 
rowing, which  hurts  long-term  private 
investment. 

Even  so,  because  it  ran  surpluses  in 
the  1990s,  the  federal  government  has 
room  to  create  the  fiscal 
stimulus  that  is  needed  to 
ensure  economic  recovery. 
So  now's  the  time  to  take 
advantage  of  this  opportuni- 
ty to  boost  growth.  The 
current  criticism  of  deficit 
spending  and  tax  breaks 
will  pale  next  to  the 
charges  of  fiscal  irresponsi- 
bility that  will  follow  if 
Washington  fails  to  act. 
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Popper  covers  the  econo- 
my from  New  York. 
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THE  ECONOMY 


HOUSING  IS  NOT 
A  HOUSE  OF  CARDS 

At  least  that's  what  Alan  Greenspan  says.  Here's  why 


Don't  tell  Federal  Reserve  Chairman 
Alan  Greenspan  that  the  red-hot 
housing  market  is  a  bubble  about 
to  burst.  He  scoffs  at  the  rising  chorus 
of  worrywart  economists  who  fear  that 
buyers  will  flee  housing  as  prices  con- 
tinue to  soar,  knocking  out  the  last  prop 
holding  up  consumer  spending.  As 
Greenspan  recently  told  a  hearing  on 
Capitol  Hill,  "We  have  looked  at  the 
bubble  question,  and  we  have  concluded 
it  is  most  unlikely." 

How  can  he  be  so  sure? 
For  starters,  Greenspan 
and  many  economists  say 
housing      differs      from 
stocks  and  bonds,  which 
can  be  sold  in  seconds  with 
a  few  computer  strokes.  Stock 
ownership  turns  over  more  than 
100%  a  year,  they  say.  In  contrast, 
buying  and  selling  homes  involves  high 
transaction  costs,  preventing  peo- 
ple from  flipping  them  quickly. 
That  makes  housing  inherently 
less     speculative     than 
stocks. 


during  the  1990s.  Increasingly,  these 
immigrant  families  are  financially  se- 
cure enough  to  afford  first  homes,  ac- 
cording to  the  U.  S.  Census,  which  cal- 
culates that  46%  of  immigrants  who 
have  lived  here  for  more  than  a  decade 
can  now  afford  homes.  Greenspan  has 


WHAT 
BUBBLE? 

Why  Greenspan 

Isn  't  Worried  About 

Sky-High  Housing  Prices: 

►  Demand  for  housing  is  solid, 
fueled  by  a  surge  in  immigrant 
households 

►  A  shortage  of  suitable  land 
for  development  is  driving  up 
housing  prices 

►  The  housing  market  is  regional, 
so  weakness  in  one  area  won't  pull 
down  others 

Escalating  housing  prices,  moreover, 
make  perfect  sense  to  the  Fed  chair- 
man, reflecting  solid  demand.  A  sharp 
drop  in  mortgage  rates  during  the  past 
several  years  has  turned  lower-income 
families  into  home  buyers.  That's  es- 
pecially true  of  immigrants,  who  have 
been  surging  into  this  country  at 
record  levels — some  9.3  million  arriving 


told  colleagues 
he  believes  a  good 
third  of  the  increase  in 
U.  S.  household  formation  is 
a  direct  result  of  immigration. 

A  shortage  of  land  around  urban 
hubs  is  also  helping  to  drive  up  prices. 
Anecdotal  evidence  bears  that  out: 
Homebuilders  say  that  a  lack  of  building 
sites  was  a  major  challenge  in  the  first 
half  of  this  year,  according  to  a  Nation- 
al Association  of  Home  Builders  survey 
that  was  released  in  mid-August.  That 
means  the  price  of  land  for  suburban 


tract  housing  is  heading  ever  upv 
Even  if  prices  do  crack  in  some 
kets,  they  won't  pull  down  otl1 
Greenspan  argues.  Regional  dive: 
makes  the  housing  market  resilient 
though  housing  prices  fell  7.9%  in  1 
ka,  Kan.,  during  the  second  qua 
they  rose  by  the  same  percentag 
Phoenix,  according  to  the  National 
sociation  of  Realtors.  That's  bee 
every  regional  market  is  driven  b; 
own  supply-and-demand  dynar 
"There's  not  a  bubble  nationwide," 
Sung  Won  Sohn,  chief  economis 
Wells  Fargo  &  Co.  in  Minneap 
When  it  comes  to  housing,  Sohn 
"having  a  fever  doesn't  mean  you're 
ing  to  die." 

Greenspan's  arguments  haven't 
eted  skeptics.  Dean  Baker,  co-dire 
of  the  Center  for  Economic  &  P< 
Research,  a  Washington  think  t 
sees  parallels  between  the  U.S. 
and  Japan  in  the  late  1980s.  I 
then,  Japan  suffered  from  a  rea 
tate  and  stock  bubble  at  the 
time.  Once  both  popped, 
economy  stagnated  for 
a     decade.     Baker, 
warned   of  a  U.  S.  s 
blowout  in  1997,  says 
ilar  risks  now  exisj 
housing:    In   the 
seven     years,     p 
have  risen  nearly 
faster  than  infla 
Such   a   steep   c 
could  trigger  a 
lapse     in     dem 
causing   "serious] 
nancial  disruptio 
says  Baker.  For  B 
and    others,    to 
housing  market  fe 
lot  like  the  stock 
ket's  "irrational  exu 
ance"     that     Green 
so  famously  warned  a 
in  1996. 

Nonsense,  say  those  in 
Greenspan  camp.  During  the 
1980s  in  Japan,  it  was  the  comr 
rial  real  estate  market  that  collapst 
not  housing.  What's  more,  unlike  Ja 
U.S.  housing  prices  tend  to  historic 
rise  faster  than  inflation,  many  ec 
mists  agree. 

So  who's  right,  a  Feelgood 
or  the  housing  Jeremiahs?  Greens 
certainly  isn't  infallible.  But  with  h 
ing  starts  still  strong  and  mortg 
rates  at  30-year  lows  and  falling 
makes  a  compelling  argument  I 
the  market  isn't  about  to  collapse  ; 
time  soon. 

By  Laura  Cohn  in  Washim 
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TRANSPORTATION 


IT'S  SHOWTIME 
FOR  THE  AIRLINES 

Execs  say  they  get  it:  Change  now  or  head  for  the  hangar 


The  bad  news  just  keeps  buffeting 
the  airlines.  Continental  is  ground- 
ing 11  more  jets.  American  is  slash- 
ing 7,000  jobs,  us  Airways  is  in  bank- 
ruptcy. And  United  is  threatening  to 
follow  suit  unless  it  gets  big  labor  con- 
cessions. The  industry  hasn't  looked  this 


move  far  and  fast  enough,  at  least  some 
have  heard  the  wake-up  call:  Give  cus- 
tomers what  they  want  at  the  price 
they're  willing  to  pay — which  is  a  lot 
less  than  it  used  to  be — or  prepare  to 
go  the  way  of  Eastern  and  Pan  Am. 
"Stepping  up  to  the  new  reality  is  a 


sengers  paying  different  prices,  us 
ways'  workers  have  offered  signifi 
changes  in  wages  and  work  rule: 
keep  the  carrier  afloat.  Even  in 
painful  downturn  of  the  early  '90s,  s 
sweeping  change  wasn't  on  the  ta 
Now,  says  Darryl  Jenkins,  directo 
the  Aviation  Institute  at  George  W 
ington  University,  industry  execs 
"willing  to  fundamentally  change 
way  they  run  their  airlines." 

Does  that  mean  following  the  no-i 
business  model  of  such  discount  can 
as  Southwest?  Not  exactly.  The 
network  carriers  know  that  they 
never  match  Southwest  on  costs 
they  aim  to  narrow  the  cost  gap  w 
keeping  what  differentiates  them  f 
the  discounters:  broad  route  netw( 
and  services  that  business  passen^ 
are  willing  to  pay  more  for,  incluc 


THE  PLANE 
TRUTH 


bleak  since  September  11.  Penny-pinch- 
ing business  travelers  and  rapidly  grow- 
ing low-fare  carriers  like  Southwest  Air- 
lines Co.  and  JetBlue  Airways  Corp. 
are  squeezing  the  biggest  carriers  like 
never  before.  Not  in  his  20  years  in  the 
business  has  UAL  Corp.'s  chief  financial 
officer,  Frederic  F.  Brace,  experienced  "a 
more  extreme  downturn." 

Increasingly,  though,  industry  insiders 
see  the  current  mess  as  an  opportunity 
for  real  change.  While  it's  still  ques- 
tionable whether  the  big  carriers  will 


healthy  thing,"  says  Continental  Air- 
lines ceo  Gordon  M.  Bethune.  "Only 
those  companies  that  change  with  it  will 
survive." 

So  the  goliaths  are  grappling  with 
their  costs,  capacity,  pricing,  and  product 
features  in  ways  they  haven't  seriously 
contemplated  since  the  start  of  deregu- 
lation in  1978.  American  is  changing  the 
way  it  operates  its  hubs  to  gain  new 
efficiencies.  Continental  is  slashing  ca- 
pacity and  experimenting  with  ways  to 
offer  different  levels  of  service  to  pas- 


assigned  seats  and  business  class  cab 
Those  advantages  help  a  carrier 
United  produce  revenues  that  are 
higher  than  Southwest's  for  every  s< 
mile  it  flies.  Besides,  there  are  th 
sands  of  routes  with  few  passeng 
that  Southwest  and  its  ilk  will  ne 
serve.  Only  the  majors,  with  their  hi 
can  economically  fly  these  routes. 

As  the  big  players  seek  to  stream 
their  operations  and  boost  product 
ty,  labor  remains  the  wild  card.  Year 
distrust  stemming  from  managem 
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Ussteps  and  past  union  concessions  will 
■4ke  it  tough  for  the  major  carriers  to 
e+ng  down  the  labor  costs  that  account 
a  third  of  their  expenses.  Nowhere 
;his  more  true  than  at  United,  which 
'threatening  to  enter  Chapter  11  if  it 
:oi  i't    get    pay    cuts    and    work-rule 
Ganges  by  mid-September. 
But  staring  into  the  abyss  of  bank- 
Dtcy  could  make  labor  more  flexible, 
ced  with  a  Chapter  11  filing,  us  Air- 
ys'  pilots  and  flight  attendants  agreed 
rr|$550  million  a  year  in  wage  and  ben- 
t  cuts.  And  some  500  pilots  could  be 
loughed  by  early  2003.  Analysts  are 
tting  that  United  employees  ulti- 
.tely  won't  let  their  carrier  fail,  ei- 
Ser.  With  their  schedules  and  working 
renditions  tied  to  their  seniority,  pilots, 
particular,  would  be  loath  to  find 
jfonselves  starting  over  at  another  air- 
line. And  concessions  at  United 
could  have  a  "domino  effect" 
on  labor  costs  at  other  airlines, 
which  will  have  to  match  to 
stay  competitive,  predicts  Yale 
University  law  professor  and 
former  airline  exec  Michael  E. 
Levine. 

Wisely,  though,  carriers  such 
as  American  Airlines  Inc.  and 
Continental  Airlines  Inc.  aren't 
waiting  for  labor  to  bail  them 
out.  They're  chasing  the  cost- 
cutting  and  revenue-building 
moves  that  they  can  control. 
"If  you  are  going  to  ask  for 
any  help  from  labor,  you  have 
to  try  to  do  everything  else 
you  can  to  make  the  operations 
efficient,"  says  Philip  A.  Bag- 
galey,  an  airline  analyst  at 
Standard  &  Poor's.  So  Ameri- 
can is  spreading  out  flights 
throughout  the  day  at  its  hubs 
to  more  efficiently  use  planes, 
gates,  and  people.  It's  also  sim- 
plifying its  fleet  to  cut  training 
and  maintenance  costs.  Conti- 
nental is  trying  to  match  its 
products  to  what  passengers 
will  pay.  Those  who  buy  the 
cheapest  tickets,  say,  might  not 
bit  assigned  seats  or  frequent-flier  miles. 
!  The  cost-cutting  and  capacity  reduc- 
2  >ns  are  already  leading  some  analysts 
it  predict  a  new  period  of  profitability 
h '  the  industry  starting  in  2004.  Will  it 
jit?  Don't  count  on  it.  In  this  cyclical 
e  siness,  costs  and  complexity  have  a 
in  iy  of  creeping  back  in.  But  if  the  big 
ys  can  survive  to  fight  for  another 
o!  y,  they'll  consider  that  victory  enough. 
::  By  Wendy  Zellner  in  Dallas,  with 
f.  whael  Arndt  in  Chicago  and  Lorraine 
n  lellert  in  Washington 


SOMEBODY  STILL 
LIKES  US  AIRWAYS 


m  US  AI RWAYS 


Long  plagued  by  high  costs,  an  ir- 
rational route  structure,  and 
overlapping  hubs  inherited  from 
other  carriers,  us  Airways  Group 
Inc.  has  always  been  an  ugly  duck- 
ling. Cobbled  together  in  the  1970s 
and  '80s  from  a  handful  of  regional 
airlines,  it  never 
won  respect  as  a 
major  carrier.  Even  aviation  vision- 
ary Stephen  M.  Wolf,  who  took  the 
helm  in  1996  and  remains  chairman, 
couldn't  whip  US  Airways  into  shape. 
Now,  investing  whiz  David  Bonder- 
man  is  wagering  big  money  that  the 
carrier  has  a  bright  future.  When  us 
Airways  filed  for  bankruptcy  on  Aug. 
11,  Bonderman's  Texas  Pacific  Group 
swept  in  with  a  $200  million  cash  in- 
fusion. In  return,  Bonderman  wants  a 
controlling  38%  stake.  The  court  and 
creditors  will  decide  in  late  Septem- 
ber whether  to  accept  the  offer. 

Bonderman,  59,  a  money  manager 
for  Fort  Worth  billionaire  Robert  M. 
Bass  before  founding  Texas  Pacific  in 
1993,  clearly  sees  something  others 
don't,  us  Airways  has  the  industry's 
highest  labor  costs.  Its  passenger 
revenue  is  shrinking,  and  expensive 
leases  on  its  fleet  were  signed  in  the 
anything-goes  dot-com  era.  Worse,  us 
Airways'  market  is  overrun  by  low- 
cost  carriers.  Last  year,  budget  air- 
lines claimed  a  19.4%  share  of  the 
Northeast,  while  once-dominant  us 
Airways'  share  eroded  from  22%  to 
18%.  Almost  half  the  carrier's  rev- 
enue is  under  pressure  from  low-cost 
competitors. 

Doesn't  sound  like  much  of  a  bar- 
gain. But  Bonderman  isn't  known  for 
making  bad 
picks.  In 
1993,  he  was 
credited 


BONDERMAN 

Rescuer? 


with  steering  Continental  Airlines 
Inc.  out  of  Chapter  11.  When  Texas 
Pacific  sold  its  14%  stake  in  the  air- 
line in  1998,  it  collected  an  elevenfold 
return.  Will  Bonderman  strike  gold 
again?  "Anytime  you  can  get  38%  of 
a  major  airline  for  $200  million,  that's 
something," 
says  David  G. 
Neeleman,  CEO  of  upstart  JetBlue 
Airways  Corp. 

us  Airways  has  its  pluses.  The 
carrier  controls  hubs  in  Washington, 
Philadelphia,  and  Charlotte,  N.  C.  It 
has  a  strong  presence  at  New  York's 
LaGuardia  Airport,  Boston's  Logan 
Airport,  and  elsewhere  in  the  East. 
And  it  may  soon  have  a  $900  million 
government  loan  guarantee  to  com- 
pensate for  losses  stemming  from 
September  11. 

Best  of  all,  the  heavy  cost-cutting 
will  be  done  before  Bonderman  seals 
a  deal.  To  win  that  loan  guarantee, 
us  Airways  ceo  David  N.  Siegel  must 
slash  spending  by  $1.2  billion  a  year 
through  2008.  And  he's  well  on  his 
way,  thanks  in  no  small  part  to  labor 
unions.  In  July,  pilots  and  flight  at- 
tendants, shell-shocked  by  talk  of 
bankruptcy,  signed  contracts  that  will 
save  the  company  $550  million.  On 
Aug.  28,  mechanics  are  expected  to 
approve  a  7%  pay  cut. 

In  all,  Siegel  expects  to  chalk  up 
$950  million  in  wage  cuts  and  produc- 
tivity gains  long  before  any  deal  is 
signed.  And  on  Aug.  21,  he  an- 
nounced plans  to  cut  200  unprofitable 
routes  and  ground  31  planes.  "We're 
two-thirds  of  the  way  there,"  says  us 
Airways  Senior  Vice-President 
Christopher  L.  Chiames. 

The  goal  is  to  return  the  carrier  to 
profitability  by  2004.  Siegel  still  must 
weed  out  underperforming  routes, 
standardize  a  patchwork  of  employee 
benefits,  and  rejigger  hubs.  In  the  in- 
terim, a  new  marketing  deal  with 

United  Airlines  Inc. 
should  boost  rev- 
enue. It's  an  ambi- 
tious plan.  But  Bon- 
derman is  betting 
this  is  one  ugly 
duckling  that  will 
soon  be  taking  off. 

By  Lorraine 
Woellert  in  Wash- 
ington, with 
Michael  Arndt  in 
Chicago 


WHY  THIS  AIRLINE 
HAS  WINGS 

=  Market  strength  in  the 
Northeast 

=H  Valuable  hubs  such  as 
Washington,  Philadelphia, 
and  Charlotte 


=  A  $900  million  tederal 
loan  guarantee  that  buys 
time  for  a  turnaround 
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DEREGULATION 


WHAT'S  ALARMING 
THE  BELLS 

Rivals  are  finally  cutting  into  their  local-phone  monopolies 


By  any  conventional  measure,  the 
Telecommunications  Act  of  1996 
was  a  failure.  The  landmark  law 
was  supposed  to  dismantle  the  nation's 
last  great  monopoly  by  opening  the  res- 
idential local-phone  market  to  competi- 
tion. But  after  brief  forays  that  pro- 
duced hundreds  of  millions  of  dollars  in 
losses,  contenders  such  as  AT&T  fled  the 
$50  billion  local  market.  Today,  the  Bells 
still  dominate,  with  a  95%-plus  share. 

Their  iron  grip,  however,  is  finally 
loosening.  Since  the  beginning  of  this 
year,  under  the  much-derided  aegis  of 
the  Telecom  Act,  regulators  in  a  dozen 
states  including  California,  New  Jersey, 
and  New  York  are  finally  forcing  the 
Bells  to  lower  wholesale  rates  for  local 
service.  That  includes  the  phone  lines 
that  rivals  lease  from  the  Bells  and  re- 
sell under  their  own  names.  As  a  re- 
sult, competitors  like  AT&T  have  charged 
back  into  the  market,  accompanied  by 
upstarts  such  as  Talk 
America,  Z-Tel  Com- 
munications, and  Supra 
Telecom.  And  togeth- 
er, they  will  more  than 
double  their  total  share 
of  local  phone  lines 
captured  from  the 
Bells  under  the  new 
pricing  system,  to  7.2% 
this  year,  according  to 
UBS  Warburg  telecom 
analyst  John  Hodulik. 
Competition,    if   it 


CATCHING  UP 


can  be  sustained,  will  be  a  boon  to  con- 
sumers and  a  catalyst  for  growth  and 
innovation  in  this  troubled  sector.  And  it 
will  also  crimp  the  Bells  financially. 
Forced  to  rely  more  on  low-margin 
long-distance  revenues,  they'll  have  to 
aggressively  roll  out  new  services  like 
high-speed  Internet  access.  Says  C. 
Michael  Armstrong,  the  out-going  AT&T 
ceo  and  chairman:  "The  Telecom  Act  is 
beginning  to  work." 

Riveted  by  the  bankruptcies  and  scan- 
dals shaking  WorldCom  Inc.,  Global 
Crossing  Ltd.,  and  others,  many  on  Wall 
Street  missed  the  dawn  of  competition  in 
local  services.  The  wake-up  call  came 
with  the  Bells'  second-quarter  earnings' 
reports,  which  revealed  a  big  increase  in 
the  number  of  residential  phone  lines 
lost  to  rivals — most  notably  to  AT&T.  In 
total,  the  Bells  surrendered  1.1  million 
lines,  up  from  a  loss  of  700,000  in  the 
first  quarter.  And  they  are  expected  to 
lose  1.6  million  lines  in 
the  third  quarter  and 
2.1  million  in  the 
fourth  quarter  as  AT&T 
expands  its  local  oper- 
ations into  more  states. 
The  winners  in  this 
early  round  are  a  di- 
verse crew.  The 
biggest  is  AT&T,  which 
has  reentered  the  local 
market  this  year  in 
eight  states,  gaining 
more  than  1.5  million 


AT&T 
LINEMA 

Chargi, 
back  in 
the  ma'i 


customers  at  the  Bells'  ex- 
pense. Then  there's  trou- 
bled WorldCom,  which  is 
operating  in  bankruptcy 
but  continues  to  offer  res- 
idential local  service  in  33 
states.  And  should  WorldCom  disa 
newcomers  will  quickly  take  its 
Tiny  Supra  Telecom  captured  12 
lines  in  Florida  during  the  second 
ter  alone.  And  Talk  America  Inc.  bo 
the  number  of  subscribers  by  50,0 
244,000  in  the  second  quarter. 

The  new  competition  is  a  bitte 
for  the  Bells  to  swrallow.  "In  its  cu 
form,  [competition]  will  end  up  dee 
lizing  the  network  providers,"  warn 
Communications  President  Williai 
Daley.  Bell  companies,  he  notes, 
sponsible  for  nearly  all  the  capital 
associated  with  phone  lines.  Futje 
more,  says  Warburg's  Hodulik,  the 
must  win  five  long-distance  custo 
for  every  local  customer  they  lo 
they're  to  retain  their  current  309;  I 
erating  margins.  Warburg  expects 
earnings  to  fall  1.8%  next  year  inste 
rising  2.6%  as  initially  forecast. 

Indeed,  the  Bells  are  fighting  1 
sbc  has  asked  regulators  in  Ohio  to  . 
it  to  raise  the  wholesale  price  it  clu 
competitors  wrho  lease  its  lines.  It 
that  the  $13.22  monthly  rate  set  by 
regulators  is  67%  below  the  retail 
that  competitors  can  charge  custome 
they  lose  their  appeals  at  the  regul 
level,  they  can  file  suit  in  state  or  fi 
al  court,  or  seek  relief  from  the  F< 
Communications  Commission.  "Th 
not  real  competition.  It's  a  freebi* 
[our  rivals].  It's  a  tremendous,  grea 
bitrage  game  for  them,"  Daley  says, 
courts,  however,  are  usually  relucta 
step  on  regulators'  toes.  This 
around,  it  is  unlikely  that  the  Bells 
turn  back  the  tide  of  competition. 

By  Steve  Rosenbush  in  New  1 
with  Roger  O.  Crockett  in  Chicago 
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Why  WOlf?  EarthLink's  new  Pop-Up  Blocker  stops 
virtually   all   unwanted   pop-ups  on  the  net,   so  they 
can't  stop  you.  Get  1000  HOURS  FREE  when  you 

call  i-800-EARTHUNKand  $Move  to  EarthLink. 
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News:  Analysis  & 


COMMENTARY 

By  Arlene  Weintraub 
and  John  Carey 

DIET  PILLS 

AND  POLS: 

A  DANGEROUS  MIX 

In  2000,  California  Governor  Gray 
Davis  accepted  $150,000  in  political 
contributions  from  Metabolife  In- 
ternational Inc.,  the  privately 
held  San  Diego  maker  of 
herbal  supplements.  That 
same  year,  Davis  vetoed  a 
bill  aimed  at  restricting  the 
sale  of  the  very  herb-based 
products  that  Metabolife 
makes.  Gray  is  just  one  of 
several  leading  politicians  to 
accept  donations  from 
Metabolife  and  its  execs; 
his  Republican  challenger,  William  Si- 
mon Jr.,  also  accepted  $10,000. 

They  may  be  wishing  they  hadn't. 
That's  because  Metabolife's  diet  pills 
contain  the  natural  stimulant  ephedra, 
blamed  for  a  rash  of  heart  attacks, 
strokes,  and  seizures.  Says  California 
State  Senator  Jackie  Speier,  sponsor 
of  a  new  bill  to  regulate  herbal  prod- 
ucts: "This  billion-dollar  industry  is 
muzzling  legislators'  ability  to  come 
out  with  important  regulations." 

Indeed,  Metabolife  contributions 
shed  light  on  how  herbal-supplement 
makers  keep  their  products  in  stores. 
Even  though  ephedra  is  a  key  ingre- 
dient in  products  ranging  from 
health  drinks  to  weight-lifting  tonics, 
the  U.  S.  Food  &  Drug  Administra- 
tion lacks  the  power  to  substantially 
regulate  them  be- 
cause herbs  are  not 
classified  as  drugs. 
Efforts  to  change  that 
have  been  beaten 
down  by  deep-pocket- 
ed industry  lobbying. 
Metabolife,  with  esti- 
mated annual  sales  of 
$500  million,  has  con- 
tributed $1.6  million 
to  national  politicians 
since  1999,  including 
Senator  Orrin  G. 
Hatch  (R-Utah)  and 
Representative 
Patrick  J.  Kennedy 
(D-R.  I.),  according  to 


EPHEDRA  IN 
THE  DOCK 


DAVIS:  Did  Metabolife's 
$150,000  buy  influence? 


the  Center  for  Responsive  Politics. 

Mounting  evidence  of  ephedra's 
dangers  may  stifle  Metabolife's  ability 
to  buy  favors.  More  than  85  consumer 
lawsuits  are  now  pending  against  the 
company.  On  Aug.  15,  in  response  to 
criticism  from  the  consumer-advocacy 
group  Public  Citizen,  Metabolife  re- 
leased records  of  13,000  calls  it  has  re- 
ceived since  1997.  More  than  80  re- 
ported heart  attacks,  strokes,  and 
seizures  in  customers  claiming  to  have 
taken  Metabolife  weight-loss  pills. 
Three  of  them  died.  The  FDA  and  the 
U.  S.  Justice  Dept.,  which  has 
launched  a  criminal  probe,  had  been 
requesting  the  records  for  years. 
Metabolife  attorney  Lanny  J.  Davis 
(no  relation  to  California's  governor) 
says  the  company  was 
preparing  to  release  them. 

These  days  Metabolife 
is  trying  hard  to  show 
that  it's  on  the  side  of 
safety — but  it  may  be  a 
losing  battle.  While  lawyer 
Davis  says  Metabolife 
would  support  legislation 
limiting  dosages  and  ban- 
ning the  sale  of  ephedra  to 
minors,  many  experts  say 
it  should  be  outlawed  alto- 
gether. Like  synthetic  am- 
phetamines, ephedra  ele- 
vates heart  rate  and  blood 
pressure,  especially  when 
combined  with  caffeine — as 


it  is  in  some 
Metabolife 
products.  A 
chemical  de- 
rivative of 
ephedra, 
phenylpropano- 
lamine (ppa),  was 
banned  by  the  FDA  in 
2000  after  it  was  linked  to 
several  cases  of  stroke.  "Ephe- 
dra is  converted  in  the  body  to  ppa,' 
says  Dr.  Raymond  L.  Woosley,  dean 
of  the  University  of  Arizona  College 
of  Medicine.  "It  is  a  chemical  cousin 
of  speed.  There  is  no  safe  dose." 

Problem  is,  there's  no  formal  sys 
tern  to  prove  ephedra  isn't  safe. 
Manufacturers  like  Metabolife 
don't  have  to  conduct  safety  stud- 
ies. Nor  are  they  required  to  report 
complaints.  And  whenever  the  FDA 
has  requested  additional  funding  to 
beef  up  its  own  system  for  tracking 
complaints,  Congress  has  said  no.  The 
FDA  has  been  trying  for  years  to  ob- 
tain safety  information  on  Metabolife, 
only  to  be  told  by  members  of  Con- 
gress to  back  off.  "This  is  a  company 
that  has  a  lot  of  friends,"  reports  a 
FDA  official. 

Ephedra  opponents  are  hopeful  the 
newly  released  customer  complaints 
will  spur  some  of  those  friends  to  fi- 
nally take  action  against  Metabolife 
and  other  companies  pushing  ephedra. 
Governor  Davis  says  he  plans  to  sign 
Speier's  herbal-supplement  bill,  which 
will  ban  the  sale  of  ephedra  to  minors 
in  California  and  require  more  cau- 
tionary warning  on  labels. 

Those  who  have  witnessed  the 
dangers  of  ephedra  firsthand  hope 
federal  legislators  will  consider  even 
more  drastic  measures.  "It  should  be 
banned  immediately,"  says  Kimberly 
Case,  a  commercial  assistant  at  a 
bank  in  Denver.  Her  husband,  Doug, 
is  still  recovering  from  a  brain  hem- 
orrhage and  stroke  he  suffered  in 
2000.  Experts  blame  Metabolife. 
"Lawmakers  have  a  great  responsi- 
bility to  protect  the  public,"  says 
Case.  That's  no  less  true  when 
they're  accepting  handouts  from  the 
very  companies  that  are  putting  the 
public  at  risk. 

Weintraub  covers  the  drug  industry! 
in  Los  Angeles,  and  Carey  writes  abou>\ 
Die  FDA  in  Washington. 
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HOW  DOES 


E*TRADE  FINANCIAL 


Winning  with  Linux8  and  Intel!  Online  diversified  financial  services  company  E*TRADE 

Group,  Inc.,  has  just  installed  90  IBM  (©server  xSeries™  servers  running  Linux  to  support  their 

E*TRADE  Financial  Web  site.  Why?  Ease  of  use  and  Linux  driven  affordability  and  scalability. 

Select  xSeries  models  feature  the  Intel  Xeon™  processor  to  give  you  superior  performance 

and  cost-effectiveness. To  receive  a  complimentary  IDC  white  paper  on  how  to  reduce  TCO 

with  Linux,  head  over  to  ibm.com/eserver/etrade  /^w  .   n  r>     .        - 

{§)wshte&  is  we.  <**#£  n<*y  7b  t&i. 


lumbers  and  results  reported  are  from  customer  sources.  This  customer  example  is  intended  as  an  illustration  only.  Costs  and  results  obtained  in  other  customer  environments  will  vary  depending, 
xig  other  things,  on  individual  customer  configurations  and  conditions.  IBM,  the  e-business  logo,  e-business  is  the  game.  Play  to  win  and  xSeries  are  trademarks  or  registered  trademarks  of 
'national  Business  Machines  Corporation.  Linux  is  a  registered  trademark  of  Linus  Torvalds.  Intel,  the  Intel  Inside  logo  and  Xeon  are  trademarks  or  registered  trademarks  of  Intel  Corporation  or  its 
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AOL  TIME  WARNER 
CORRALS  CABLE 

AFTER    YEARS    OF    NEGOTIA- 

tions,  AOL  Time  Warner  has 
struck  a  deal  to  regain  full 
control  of  its  cable  systems, 
Warner  Bros,  studio,  and 
Home  Box  Office  cable-TV 
network  from  AT&T  in  ex- 
change for  $3.6  billion  in 
cash  and  AOL  stock,  and  a 
21%  stake  in  Time  Warner's 
cable  operation.  The  busi- 
nesses swapped  made  up 
Time  Warner  Entertainment, 
a  complex  partnership  with 
AT&T  that  goes  back  10 
years.  The  deal  is  a  precur- 
sor to  the  eventual  public 
offering  of  Time  Warner  Ca- 
ble, the  nation's  second- 
largest  operator  with  10.8 
million  subscribers.  The  un- 
raveling of  twe  was  also  ne- 
gotiated by  executives  of 
cable  operator  Comcast,  ex- 
pected to  complete  its  pur- 
chase of  AT&T's  cable  systems 
by  the  end  of  the  year.  The 
21%  stake  in  Time  Warner 
Cable  that  Comcast  will  con- 


CLOSING    BELL 


SLACK  SHACK 

Shares  of  RadioShack  fell 

nearly  16.37%  on  Aug.  21,  to 
$24.21,  after  the  Fort  Worth 
company  lowered  its  third- 
quarter  earnings  outlook.  De- 
spite a  2%  sales  increase  in 
July,  the  electronics  retailer 
said  August  sales  have  "de- 
teriorated dramatically,"  an 
ominous  sign  for  back-to- 
school  tech  shopping. 

30  - 
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RadioShack 
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trol  is  estimated  to  be  worth 
more  than  $5  billion. 

WILL  DIRECTORS 
DECAMP  FROM  TYCO? 

TYCO  international's  DIREC- 
tors  are  split  over  a  proposal 
to  resign  en  masse.  A  group 
of  directors  led  by  British 
businessman  Michael  Ashcroft 
has  proposed  that  all  nine  di- 
rectors who  oversaw  former 
chairman  Dennis  Kozlowski 
quit  to  clear  the  desks  for 
Tyco's  new  chairman,  Edward 
Breen,  sources  say.  Some  di- 
rectors are  balking,  citing  the 
need  for  continuity.  Breen 
isn't  talking,  but  he's  under 
shareholder  pressure  to  sup- 
port Ashcroft.  If  directors  do 
not  decamp  before  the  com- 
pany's March  annual  meeting, 
some  shareholders  are  threat- 
ening to  try  to  force  them 
out  through  a  proxy  vote. 

FRESH  SCRUTINY 
FOR  WAKSAL 

CONGRESS  IS  TURNING  UP  THE 

heat  on  ImClone  Systems' 
former  ceo,  Samuel  Waksal. 
On  Aug.  19,  the  House  Energy 
&  Commerce  Committee, 
which  has  been  probing  Wak- 
sal's  sales  of  ImClone  shares, 
asked  the  company  for  docu- 
ments concerning  his  expenses, 
offshore  bank  accounts,  and 
phone  calls.  A  committee 
spokesman  said  there  was 
"strong  evidence"  that  Waksal 
lied  to  committee  investigators 
on  Apr.  19.  The  panel  is  likely 
to  ask  the  Justice  Dept.  to  con- 
sider charging  Waksal  with  ob- 
structing a  congressional  in- 
quiry. He  has  already  been 
indicted  on  insider-trading, 
bank  fraud,  and  other  charges. 

VIVENDI  MAY  DO 
A  DILLER  OF  A  DEAL 

in  a  move  that's  been  An- 
ticipated for  weeks,  Barry 
Diller  is  negotiating  to  win 
control  of  the  Universal  Stu- 


HEADLINER:   ANDREW   FASTOW 


MINING  THE  K0PPER  LODE 


It  may  have  been 
Michael  Kopper  who 
pleaded  guilty  to  wire 
fraud  and  money 
laundering  charges 
on  Aug.  21,  but 
it's  his  erstwhile 
boss,  former  En- 
ron Chief  Finan- 
cial Officer  An- 
drew Fastow, 
who's  in  the 
crosshairs  now.  As 
part  of  Kopper's 
agreement,  the  Justice 
Dept.  hopes  to  seize  more 
than  $23  million  from  peo- 
ple who  profited  from 
Kopper's  deals.  The  major 
ity  of  these  assets  belong 
to  Fastow  and  his  family. 
They  include  multiple 
bank  accounts  and  an 
11,493-square-foot  spread 
under  construction  in 


Houston's  swank  River 
Oaks  neighborhood.  Oth- 
ers whose  assets  are  tar- 
geted include  forme 
Enron  treasurer 
Ben  Glisan,  for- 
mer counsel 
Kristina  Mor- 
daunt,  and  for 
mer  finance  em. 
ployee  Anne 
Yeager. 
Could  criminal 
charges  against  Fas 
tow  and  others  be  next? 
The  Justice  Dept.  is  mum 
But  one  senior  official  ma 
have  let  something  slip  in 
an  Aug.  21  briefing.  "Whe 
we  are  ready  to  bring 
charges  against  others,"  h 
began  before  quickly  cor- 
recting himself:  "If  and 
when  we  are  ready..." 

Dan  Cam 


dios  film  and  music  company 
from  French  parent  Vivendi 
Universal.  Sources  say  that 
Diller  has  been  talking  with 
John  Malone's  Liberty  Media, 
which  owns  4%  of  Vivendi 
Universal.  One  deal  envi- 
sioned calls  for  Liberty  to 
swap  its  4%  interest  along 
with  its  stake  in  the  Discov- 
ery Channel  and  its  Starz 
Encore  pay-TV  service  for  up 
to  a  40%  stake  in  the  new 
unit.  Diller  would  remain  as 
non-executive  chairman  of 
Universal  while  continuing  to 
run  USA  Interactive.  Vivendi 
will  retain  a  large  stake  in 
the  company  and  could  sell 
shares  to  pay  down  debt. 

A  YELLOW  PAGES  FIX 
FOR  QWESFS  RED  INK 

investment  firms  carlyle 
Group  and  Welsh,  Carson, 
Anderson  &  Stowe  agreed  to 
buy  Qwest  Communications 
International's  Yellow  Pages 
for  $7  billion  in  the  largest 


leveraged  buyout  since 
Nabisco  in  1989.  Bankrup 
rumors  had  been  swirl 
since  Qwest's  new  mana 
ment  lowered  its  2002  ea 
ings  forecast  on  Aug.  8.  N 
Lehman  Brothers  anal 
Blake  Bath  has  declai 
Qwest's  liquidity  crisis  o 
even  though  proceeds  fr 
the  deal  will  be  stagger 
The  buyers  agreed  to  cl 
the  deals  in  two  stages 
satisfy  states  requiring  re 
latory  approval.  The  arran 
ment  prevents  Qwest  fr 
collecting  more  than  half 
the  money  until  2003. 


ET  CETERA . . . 


■  CalPERS  named  Robert 
Walton  interim  ceo  of  i 
largest  U.  S.  pension  fund 

■  Cendant  agreed  to  buy  c 
rental  agency  Budget  Grc 
out  of  bankruptcy. 

■  A  federal  judge  ruled  Gla 
SmithKline  could  not  adverl 
Paxil  as  "non-habit  forming 
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NEED  IT  THERE  BY 

TOMORROW? 

GIVE  IT  TO  US  TOMORROW. 


INTRODUCING       THE       KINKO'S       NETWORK 


Tomorrow  is  an  outdated  term.  In  business,  you 
need  it  today.  And  thanks  to  our  connected  network  of 
over  1,100  locations,  we're  happy  to  oblige.  So  whether 
you  want  to  create  and  send  a  200-page  presentation 
to  hundreds  of  locations  around  the  world  or  distribute 
a  million  copies  of  a  single  document,  every  Kinko's 
is  connected  seamlessly  to  act  as  your  network. 
Which  means  you  can  simply  print  to  any  Kinko's, 
anywhere.  Or  we  can  print  and  deliver  all  from  one 
location.  We  can  even  set  up  a  Kinko's  right  in  your 
office  and  handle  it  all  from  there.  We  have  a  separate 
team  of  experts  who  caters  specifically  to  the  needs  of 
big  businesses.  And  thanks  to  the  scalability  of  our 


network,  we  can  grow  with  your  company  and 
adapt  instantly  as  your  needs  change  from  day  to 
day  and  year  to  year.  Find  out  why  FORTUNE  500® 
companies  have  chosen  Kinko's  as  their  complete 
outsourcing  partner  to  help  lower  costs,  minimize 
capital  investment  and  increase  productivity.  Kinko's: 
on-site,  off-site  and  everywhere  in-between.  Call 
1-888-KINKOS-1  and  we'll  help  you  take  advantage 
of  our  network  to  get  things  done  around  the 
world  today.  That  is  if  today  is  quick  enough  for  you. 

kinko's 

TAP  INTO  THE  NETWORK:" 


kinkos.com    America  Online1  Keyword:  Kinko's    1-888-KINK0S-1 


Products,  services  and  hours  vary  by  location  See  store  for  details  America  Online  is  a  registered  service  mark  of  America  Online.  Inc.  Kinko  s  and  tap  into  the  network  are  proprietary  marks  of 
'  Kinko's  Ventures.  Inc.  and  are  used  by  permission.  Kinko's  requires  written  permission  from  the  copyright  holder  in  order  to  reproduce  any  copyrighted  work.  ©2002  Kinko's.  Inc.  All  rights  reserved. 


access 


Introducing  the  wireless  Pocket  PC  Phone  Edition  from 
T-Mobile.  It's  a  PDA,  a  phone  and  much  more.  So  you  can 
surf  the  web  or  make  calls  or  use  pocket  versions  of 
Microsoft'  Word,  Excel  or  Outlook  wherever  you  go.  All 
because  we  have  the  only  nationwide  GSM/GPRS  network. 
See  for  yourself  at  t-mobile.com  or  call  1-800-TMOBILE. 

T- -Mobile- 

Get  more  from  life 


Yeah,  instant 
gratification 
is  cool, 
isn't  it? 


T-Motaie  is  a  registered  trademark  of  Deutsche  Telekom  AG.  Microsoft-  Excel,  Outlook.  Windows,  and  Word  are  either  registered  trademarks  or  trademarks  of  Microsoft  Corpora  | 
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ESTATE  PLANI 


ur  me  s  wor 


or  candlestick  maker,  we  all  want  to  pass  the  fruits  of  our  labor 


your  estate  goes  where  you  want.  To  your  fftm 


have  you  met  life  today? 


fl 


metlife.com 


etLife 

Financial  Servi 
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Washington  Outlook 


HTED  BY  PAULA  DWYER 


VILL  Pin  PICK  AN  ACCOUNTING 
VATCHDOG  WHO  CAN  BITE? 


rhe  accounting  profession  and  its  Republican  allies  stood 
by  helplessly  in  July  as  a  wave  of  reform  swept  the 
Sarbanes-Oxley  Act  through  Congress.  But  in  Washing- 
1,  yesterday's  defeat  is  just  a  prelude  to  tomorrow's  battle, 
pitol  Hill's  real  response  to  Enron,  WorldCom,  and  other 
.porate  accounting  scandals  may  well  be  decided  in  the  fight 
w  shaping  up  over  who  will  chair  the  new  Public  Company 
counting  Oversight  Board  (pcaob). 

In  one  corner  is  the  reform  coalition  that  pushed  the 
eeping  bill  drafted  by  Senate  Banking 
;  mmittee  Chairman  Paul  S.  Sarbanes  (D- 
i)  to  victory  over  industry  and  White 
suse  opposition.  They're  pressing  the  Se- 
rities  &  Exchange  Commission,  which  will 
point  the  new  board,  to  select  an  activist 
ad  who  will  be  a  scourge  of  wayward  au- 
ors.  Their  top  pick:  former  Fed  Chair- 
in  Paul  A.  Volcker. 

Fighting  back  are  the  Final  Four  ac- 
mting  firms  and  some  reform  skeptics, 
eir  early  favorite  is  Donald  J.  Kirk,  a 
■mer  member  of  the  Public  Oversight 
ard  (pob),  the  group  previously  charged 
th  reviewing  auditors'  quality  controls, 
rk  also  appears  to  have  an  edge  with 
ne  sec  officials.  Chief  Accountant  Robert 
Herdman  has  repeatedly  mentioned  Kirk 

a  potential  chairman,  according  to  several  people  who 
ve  talked  to  Herdman.  However,  Herdman  says  he's  not 
eking  anyone  yet. 
[The  choice  to  head  the  new  pcaob — dubbed  "Peek-a-Boo" 

Washington  wags — will  be  a  key  political  test  for  sec 
airman  Harvey  L.  Pitt.  He  found  himself  sidelined,  with  his 
accounting  reforms  dismissed  as  too  weak,  after  the 
rldCom  bankruptcy  gave  Dems  the  momentum  to  push 
ough  corporate  reform.  Now  Pitt  can't  afford  to  ignore 
Hill  as  he  puts  together  a  slate  for  the  oversight 


CAPITAL  WRAPUP 


VOLCKER:  The  reformers'  choice 


board.  Says  a  top  sec  official:  "There's  an  immense  premium 
on  making  a  unanimous  choice  [for  the  pcaob]." 

Pitt  has  only  until  Oct.  28  to  recruit  five  board  mem- 
bers— two  of  whom  must  be  cpas.  It's  still  uncertain  where 
the  pcaob  will  be  headquartered  or  what  the  jobs  will  pay 
(most  likely  $535,000  for  chairman  and  $435,000  for  members). 
If  Sarbanes'  backers  can  recruit  Volcker,  the  job  is  likely  to 
be  his.  Volcker  became  a  reform  hero  for  attempting  to  over- 
haul Arthur  Andersen,  and  his  stature  would  lend  the  pcaob 
instant  clout.  Some  wonder,  though,  whether 
Volcker,  at  age  74,  wants  the  job  of  starting 
a  new  $50  million  agency  from  scratch.  Vol- 
cker did  not  return  calls.  If  he  bows  out,  the 
reform  coalition  might  rally  behind  former 
pob  chairman  Charles  A.  Bowsher.  But 
Bowsher  led  the  pob's  mass  resignation  in 
protest  of  Pitt's  early  plans  for  accounting 
reform — and  Pitt  has  not  forgiven  him. 

The  pro-Sarbanes  coalition  opposes  Kirk, 
a  former  Price  Waterhouse  partner  who 
also  chaired  the  Financial  Accounting  Stan- 
dards Board.  They  maintain  that  he  went 
too  easy  on  accounting  firms  during  his  pob 
tenure.  Kirk  dismisses  that  charge.  But  even 
if  Herdman  is  high  on  Kirk,  another  sec 
official  says  Kirk  is  not  Pitt's  choice. 

That  leaves  the  sec  searching  for  a  con- 
sensus candidate.  Possibilities  include  Mary  L.  Schapiro,  head 
of  regulation  at  the  National  Association  of  Securities  Dealers, 
former  Fed  Vice-Chairman  Manuel  H.  Johnson,  and  John  H. 
Biggs,  retiring  chairman  of  giant  pension  fund  tiaa-cref. 

Whomever  he  picks,  Pitt  must  touch  all  the  political  bases 
this  time.  "This  is  the  first  critical  signal  of  how  seriously  the 
sec  takes  this  new  law,"  says  a  Sarbanes  aide.  If  Pitt  doesn't 
please  Capitol  Hill,  Dems  could  make  him  go  bye-bye  over 
the  Peek-a-Boo. 

By  Mike  McNamee 


IISPANIC  GAINS  FOR  THE  GOP        POPCORN  POLITICS 


Are  Latino  ties  to  the  Democratic 
'arty  weakening?  An  August  survey 
r  the  nonpartisan  Latino  Coalition 
bund  that  68%  of  1,000  registered 
\  lispanic  voters  approved  of  the  Presi- 
lent's  performance  and  42%  approved 
»f  the  job  congressional  Republicans 
ire  doing.  But  it  may  be  too  soon  to 
aiow  if  the  GOP  can  pick  up  Latino 
rotes  in  November.  In  2000,  Bush  first 
ed  Gore  among  Hispanics,  only  to  fall 
>ehind  nearly  2:1  by  the  election,  end- 
ng  up  with  just  35%  of  Latino  votes. 

t 


►  No  special  interests  got  left  behind 
when  Congress  passed  the  $182  billion, 
10-year  farm  bill.  Besides  restoring 
subsidies  for  mohair  and  adding  chick- 
pea producers,  the  law  piles  an  addi- 
tional $10  million  on  to  the  $90  million 
already  spent  this  year  to  aid  U.  S. 
farmers  marketing  abroad.  Among  the 
recipients  of  taxpayer  funds  are  the 
Popcorn  Board  and  the  National  Wa- 
termelon Promotion  Board.  Payouts  to 
65  trade  groups  will  double,  to  $200 
million,  by  2006. 


THE  MIDEAST  IN  GEORGIA 

►  The  huge  upset  in  Georgia's  fourth 
congressional  district  Democratic  pri- 
mary mirrors  national  concerns.  De- 
feated Representative  Cynthia  A. 
McKinney,  who  suggested  that  Presi- 
dent Bush  knew  in  advance  of  terror- 
ist attacks,  received  "lots"  of  contribu- 
tions from  out-of-state  donors  with 
Arab  names,  says  the  Center  for  Re- 
sponsive Politics.  Pro- Israel  PACs  con- 
tributed to  McKinney's  opponent,  state 
Judge  Denise  L.  Majette.  The  final  fig- 
ures are  due  on  Oct.  15. 
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International  Business 


GERMANY 


I 


DOWN,  DOWN, 
DOWN 

German  businesses-including 
many  old  ones-are  failing  fast 


The  Frankfurt  trading  house  found- 
ed by  Jacob  Friedrich  Gontard  in 
1726  survived  occupation  by 
Napoleon,  hyperinflation  in  the 
1920s,  and  Allied  bombing  in  World  War 
II.  But  the  21st  century  stock  melt- 
down brought  Gontard  to  its  knees.  In 
May,  bad  bets  on  tech  startups  forced 
the  company,  now  known  as  Gontard  & 
MetallBank,  to  declare  insolvency.  The 
bank,  which  helped  invent  the  govern- 
ment-bond business  in  the  18th  century, 
has  ceased  to  exist  in  all  but  name. 

Unfortunately,  Gontard  isn't  the  only 
German  company  of  long  standing  to 
fail  recently.  Businesses  are  filing  for 
insolvency  in  record  numbers — an  esti- 
mated 18,800  in  the  first  half  of  2002. 
That's  a  25.2%  jump  over  the  year-ear- 
lier period.  More  disturbing,  a  growing 
proportion  of  those  going  down  are  the 
hundred-year-old  oaks  of  the  German 
economy.  "Three  or  four  years  ago,  it 
was  mostly  the  younger  companies  that 
went  insolvent.  Now,  it's  the  old  ones," 
says  Klaus  Pannen,  a  Frankfurt  lawyer 
who  is  the  court-appointed  bankruptcy 
administrator  for  Gontard. 

Why  now?  Germany  has  certainly  en- 
dured far  worse  economic  eras.  But  this 


'■J?&> 


time,  cyclical  problems  such 
as  slow  growth,  tight  credit, 
and  slumping  private  con- 
sumption are  pushing  compa- 
nies over  the  edge.  German 
banks,  many  in  financial  diffi- 
culty themselves,  are  no 
longer  as  willing  to  lend  to 
troubled  companies.  New  Eu- 
ropean Union  rules  on  com- 
petitiveness— coupled  with 
the  introduction  of  the  euro 
two  years  ago — have  exposed 
German  companies  to  more 
competition.  And  a  new  law 
that  took  effect  in  1999  push- 
es companies  to  file  for  insol- 
vency before  their  assets  are 
completely  burned  up. 

No  question,  these  changes 
are  putting  pressure  on 
weaker  German  businesses. 
Indeed,  most  of  the  big  com- 
panies now  in  trouble  made 
key  strategic  blunders.  But  if  Germany 
can  manage  a  few  key  reforms,  the  re- 
sult may  be  a  healthier  economy  down 
the  road. 

The  immediate  trigger  for  the  insol- 
vency crisis  is  Germany's  stagnant  econ- 
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LOST  THEIR  SHIRTS 

Consumer  pessimism  sank 
this  men's  shop  in  Dortmund 


Out  of  Cash 

Germany's  biggest  insolvencies  in  2002 


COMPANY 


YEAR  FOUNDED*    WHAT  WENT  WRONG 


BABCOCK  BORSIG  1891   Miniconglomerate  was  in  more  businesses  than  it  could  handle 

FAIRCHILD  DORNIER        1914   Plane  maker  was  victim  of  airline  industry  crisis 

GONTARD  &  METALLBANK  1726 Bank  bet  everything  on' tech  IPOs 

HERLITZ  1904   Management  strayed  from  core  office-supply  business 

PHILIPP  HOLZMANN        1849   Builder  battered  by  long-term  industry  downturn 
KIRCHMEOIA  1956   Media  group  frittered  away  billions  on  unprofitable  pay-TV  venture 

SACHSENRING  1899  Auto-parts  maker  wasted  money  on  projects  such  as  hybrid  car 

"Includes  predecessor  companies.  All  named  companies  continue  to  operate.  Data:  BusinessWeek 


omy.  The  co  rout 
try  is  not  offic  law 
ly  in  recessi  tve," 
yet  growth  av  ie  t> 
aged  just  1.59?  rep 
the  1990s  and  managed  only  0.2%  in  cm 
second  quarter  of  2002.  And  gross  bo 
mestic  product  could  decline  in  the  th  ;et 
quarter  under  the  burden  of  flood  ds  ;- 
age.  Moreover,  some  sectors  of  the  ec  not 
omy  are  shrinking,  such  as  the  build:  w 
industry,  which  fell  7%  in  2001.  Tl  a; 
helps  explain  the  meltdown  this  year  gj 
Philipp  Holzmann  Group,  once  Germar  ■;> 
biggest  construction  company.  ffr 

Retailers  also  have  suffered  for  mi 
of  the  decade  amid  10%  unemploym*  : 
and  persistent  consumer  pessimis  :> 
Sales  of  clothing  and  shoes,  stagnant    ?- 
negative  since  the  mid-1990s,  plung  tr 
nearly  10%  in  May  from  a  year  earli  • 
That  helped  shut  down  local  outfits  si 
as  family-owned  Herrenhaus  Fischer 
Dortmund.  The  men's  fashion  special 
closed  its  doors  on  Aug.  16  after 
years  in  business,  unable  to  compete 
cost  with  big  chains.  Of  course,  bu 
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I  ness  failures  only  add  to 
^M  the   ranks   of  the   unem- 
I  ployed  and  further  cut  con- 
i  sumer  spending.   By  one 
I  measure,    275,000    people 
I  lost  their  jobs  in  2001  when 
|  their  employers  became  in- 
solvent. "It  was  as  if  some- 
one hit  you  in  the  stom- 
ach," says  Thomas  Schmidt, 
51,   who   lost   his  job   at 
Buchhandlung  Kiepert,  one 
of  Berlin's  largest  book- 
stores, after  it  went  bank- 
rupt in  mid-July.  He  had 
worked    there    31    years. 

1'Tm  too  young  for  retire- 
ment and  too  old  for  a  new 
job,"  Schmidt  says. 

Not  so  long  ago,  Ger- 
many's banks  could  be 
counted  on  to  rescue  sick 
companies.  But  now  the 
banks  have  problems  of 
their  own.  Even  the  public 
Landesbanks  are  getting 
stingy.  Westdeutsche  Lan- 
desbank  balked  at  a  bailout 
of  Oberhausen-based  pow- 
er-plant supplier  Babcock 
Borsig,  which  employs 
12,000  in  Germany. 

If  there's  any  good  news, 
it  may  be  that  a  new  insol- 
vency law  encourages  com- 
panies to  seek  protection 
from  creditors  while  there's 
still  a  chance  to  restructure 
and  survive.  That  may  al- 
low Berlin-based  Herlitz,  a 
maker  of  office  supplies,  to 
crawl  out  from  debt  built 
oijf  through  unprofitable  acquisitions.  "The 
k  .v  law  gives  Herlitz  a  better  chance  to 
sii  |rvive,"  says  Frank  Werneke,  a  member 
iv  I  the  board  of  ver.di,  the  labor  union 

it  represents  Herlitz  workers. 
:t  Of  course,  bankruptcy  can  be  a  part 
ithe  creative  destruction  that  keeps  a 
iftrket  economy  vital.  In  Germany, 
b  Dugh,  there's  too  much  destruction 
sap  not  enough  creation.  Registration 
i  new  companies  slipped  5.6%  in  the 
It st  half,  says  Creditreform,  a  German 
sr  ting  agency.  Everyone  agrees  that  re- 
m  to  is  long  overdue.  Companies  need 
.ief  from  labor  laws  that  hinder  job 
ou  Its  even  after  a  company  declares  in- 
ndvency.  But  the  political  process  is  all 
is  t  paralyzed  by  interest-group  politics, 
it  'here's  just  too  little  movement  in 
lgirmany,"  says  Hans-Josef  Dollgen, 
li  ite  director  of  the  Association  of  Medi- 
>■.  i-Sized  Businesses  in  the  state  of 
i  )rth  Rhine- Westphalia.  Optimists  hope 
ai  b  Sept.  22  elections  will  bring  change. 
r  it  even  if  they  do,  for  thousands  of 
i  mpanies,  the  change  will  be  too  late. 
By  Jack  Ewing  in  Frankfurt 


SCOTLAND 


CLOUDS  OVER 
SILICON  GLEN 

Foreigners  who  spawned  a 
tech  boom  are  pulling  out 

A  pall  has  descended  over  Scotland's 
once-vibrant  Silicon  Glen.  On  Aug. 
1,  Alabama-based  Sanmina-sci  Corp. 
announced  it  would  lay  off  750  work- 
ers at  its  operation  in  Irvine,  Scotland. 
Sources  at  IBM's  Greenock  plant,  which 
employs  5,500  workers,  say  plans  are 
under  way  to  shift  manufacturing 
out  of  Scotland  as  part  of  a  corpo- 
rate restructuring.  "Five  years  ago, 
our  staff  spent  all  their  time  negoti- 
ating pay  rises  and  better  benefits 
for  electronics  workers,"  says  Danny 
Carrigan,  the  Scottish  head  of  man- 
ufacturing trade  union  Amicus. 
"Now  they  seem  to  spend  all  of 
their  time  dealing  NEC  CUT  BACK 
with  layoffs."  HEAVILY  IN 

Scottish  officials  LIVINGSTON 
began  wooing  foreign  tech  compa- 
nies in  the  1960s  with  regional  gov- 
ernment grants.  A  host  of  mostly 
American  and  Japanese  multina- 
tionals took  the  bait,  giving  rise  to  a 
50-mile  high-tech  corridor  from  Ed- 
inburgh to  Glasgow.  By  the  early 
'90s,  electronics  had  displaced 
whiskey  as  Scotland's  top  export. 

Now,  the  distress  of  the  global 
technology  industry  is  exposing  the 
weakness  of  an  economic  policy  built 
on  winning  foreign  investment  at 
the  expense  of  developing  home- 
grown   industries.     International 
heavyweights  such  as  Motorola  Inc. 
and  NEC  Corp.  are  shutting  their 
Scottish  plants  and  shifting  produc- 
tion to  Asia  and  Eastern  Europe. 
Silicon  Glen's  assembly-line  workers 
earn  an  average  of  $1,300  a  month, 
approximately  ten  times  more  than 
their  counterparts  in  China.  Job  losses 
at  Silicon  Glen  over  the  past  two  years 
add  up  to  some  15,000 — more  than  20% 
of  the  area's  workforce.  "We  have  be- 
come overly  dependent  upon  a  narrow 
base  of  foreign  companies,"  says  Iain 
McTaggart,  general  manager  of  the 
Scottish  Council  for  Development  &  In- 
dustry, a  lobbying  group  in  Glasgow. 

Silicon  Glen's  woes  are  taking  a  toll 
on  Scotland's  $107  billion  economy, 
which,  unlike  the  rest  of  Britain,  is  now 
in  recession.  Gross  domestic  product 
will  grow  a  paltry  0.9%  this  year,  and 
will  only  edge  up  to  1.4%  by  2004,  ac- 
cording to  the  Fraser  of  Allander  Insti- 
tute, an  economic  think  tank  in  Glas- 


gow. The  main  problem  is  that  Scot- 
land, home  to  5  million  people,  depends 
more  heavily  on  exports  than  does  the 
rest  of  Britain.  Electronics  make  up 
51%  of  Scotland's  overall  exports.  The 
plants  in  Silicon  Glen  shipped  out  $3 
billion  worth  of  goods  in  the  first  quar- 
ter of  2002— down  16.3%  from  the  same 
period  last  year. 

Officials  in  Scotland  are  searching  for 
ways  to  reverse  the  job  exodus.  The 
Scottish  Enterprise,  the  government 
agency  charged  with  promoting  the  elec- 
tronics industry,  has  earmarked  $46  mil- 
lion over  the  next  two  years  to  help 
companies  expand  into  more  specialized 
niche  markets  such  as  defense  electron- 
ics and  optoelectronics. 


MOTOROLA 


Shut  plant  in  Bathgate  in  July,  2001,  elimi- 
nating 3,400  jobs.  Semiconductor  plant  in 
Queensferry  may  be  next. 


Japanese  chipmaker  slashed  1,860  jobs  at 
its  Livingston  plant  in  2001. 


HEWLETT-PACKARD 


Laid  off  650  workers  at  its  Erskine  factory  in 
July.  Following  its  merger  with  Compaq. 
Compaq  had  cut  800  jobs  at  the  plant  a  year 
earlier. 


SANMINA-SCI 


Plans  to  eliminate  750  jobs  in  Irvine  by 
October. 

Data:  Company  reports,  BusinessWeek 

Not  all  multinationals  are  beating  a 
retreat  out  of  Silicon  Glen.  Sun  Mi- 
crosystems Inc.  is  spending  $39  million 
to  ready  its  facility  at  Linlithgow  for 
production  of  one  of  its  most  important 
product  lines,  StarCat,  a  large  main- 
frame server  used  by  airports  and  hos- 
pitals. The  company  is  even  sending 
some  of  its  Scottish  employees  to 
Beaverton,  Ore.,  for  retraining.  "The  fu- 
ture isn't  in  unskilled  manufacturing  and 
assembly,"  says  Hugh  Aitken,  who 
heads  European  operations  for  Sun. 
That's  a  lesson  many  of  the  workers  of 
Silicon  Glen  are  learning  the  hard  way. 

By  Kerry  Capell  in  Linlithgow, 
Scotland 
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JAPAN 


SUMO  IS  LOSING 
THIS  SHOVING  MATCH 

Young  fans  prefer  soccer  and  baseball  to  ritual-filled  wrestling 

Time  was,  the  Nagoya 
Grand  Sumo  Tourna- 
ment was  a  sure 
draw:  Thousands  of  fans 
would  pack  the  sold-out 
Aichi  Prefectural  Gymna- 
sium to  watch  400-lb.  gi- 
ants clad  in  bellybands 
shove  each  other  out  of 
an  elevated  ring.  The  tra- 
dition and  ceremony  of 
sumo — with  its  judges  in 
colorful  robes  of  14th  cen- 
tury noblemen  and 
wrestlers  tossing  salt  in 
the  air  to  ward  off  evil 
spirits — touched  some- 
thing deep  in  the  Japa- 
nese soul.  These  days, 
though,  sumo  seems  to  be 
losing  its  grip  on  Japan, 
and  thousands  of  seats 
remained  empty  during 
the  two-week  Nagoya 
tournament  in  July.  "Peo- 
ple don't  trust  old,  tradi- 

no<!  la^tfuraX  GRAND  SLAM 
Takasago,  director  of  the  Will  cheaper  tickets  sold 

Japan  Sumo  Assn.,  the  at  the  Corner  store  help? 

sport's  governing  body. 

That  mistrust  has  pushed  fabled  sumo 
into  a  serious  funk.  Ticket  sales  to  tour- 
naments have  dropped  by  more  than 
10%  in  the  past  two  years,  and  televi- 
sion ratings  are  off  by  35%  since  1998. 
Younger  fans,  especially,  prefer  Japan's 
trim  soccer  and  baseball  stars  to  sumo's 
hulking  heroes.  "Soccer  players  are 
really  cool,  but  I  absolutely  never  watch 
sumo,"  says  Taeko  Sugimoto,  20,  who 
works  in  a  health-food  store  in  Tokyo's 
Ginza  district.  One  :esult  of  the  sport's 
lack  of  youth  appeal:  Corporate  sponsors 
of  sumo  have  fallen  Lo  about  50  from 
150  a  decade  ago  as  companies  such  as 
Nissan  Motor  Co.  and  Mitsubishi  Motors 
Corp.  focus  their  sports-marketing  ef- 
forts elsewhere. 

In  part,  sumo's  problems  can  be 
chalked  up  to  bad  timing — and  bad  luck. 
Popular  mid-1990s  grand  champions 
such  as  Wakanohana  and  Hawaiian-born 
Akebono  have  retired.  And  current 
grand  champion  Takanohana  has  missed 
the  past  seven  tourneys  because  of  a 


knee  injury.  "There  are 
no  superstars  in  sumo" 
at    the    moment,    says 
Takayuki    Yokota,    in- 
vestor-relations chief  at 
Mizuho  Holdings  Inc.,  a  subsidiary  of 
which  sponsored  sumo  in  the  mid-1990s 
but  has  no  plans  to  do  so  again. 

With  the  sport's  popularity  waning, 
cultivating  new  wrestlers  isn't  easy — 
especially  given  the  grueling  training 
rituals  of  professional  sumo.  One  im- 
portant part  of  the  regimen  is  for 
wrestlers  to  slam  their  open  palms  re- 
peatedly against  a  wood  pole  to  devel- 
op strength  and  coordi- 
nation. Then  there  are 
the  500-plus  leg-lifts 
they  must  do  daily.  And 
the  traditional  diet  can 
be  a  turn-off,  too:  It  con- 
sists primarily  of 
chankonabe — a  stew  of 
three  meats,  tofu,  cab- 
bage, carrots,  and  onions 
in  fish  broth — washed 
down  with  several 
quarts  of  beer  every 
day.  The  payoff:  Top  per- 
formers    can     pull     in 


PUSHED  OUT 

Japan's  interest  in 
sumo  is  fading 

14 
12 
10 
8 
0 
A 

TOKYO-AREA  TV 
^       HOUSEHOLDS  WATCHING 
tejl   SUMO  TOURNAMENTS 
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PERCENT                   "THROUGH  JULY  31 
Data:  Video  Research  Inc. 

$300,000  or  more  yearly.  That's  a  p  I 
tance,  however,  compared  with  the  mi 
timillion  dollar  contracts  that  basebl 
and  soccer  stars  command. 

The  Japan  Sumo  Assn.  doesn't  del 
that  the  sport  has  an  image  problel 
Yet  critics  say  the  group  doesn't  ha  I 
any  good  ideas  for  getting  sumo  bal 
in  the  ring.  Run  by  former  wrestleif 
the  association  has  little  grasp 
sports  marketing,  sal 
Clyde  Newton,  edit| 
of  Sumo  World  mas 
zine,  and  is  locked 
the  same  medie^ 
mindset  that  is  cent)! 
to  the  sport's  appej 
The  group  has 
strategy,  and  there  -■ 
a  very  entrench*] 
bureaucratic  cultural 
he  adds. 

Association  official 
counter  that  they  a| 
developing  a  plan 
help  sumo  recover  il 
popularity.  They  haj 
cut  some  seat  priccl 
and  tickets  are  nol 
being  sold  at  convel 
ience  stores  to  hel 
pull  in  more  fans.  Fil 
thermore,  the  group  [ 
trying  to  attract  mo  J 
foreign  wrestlers 
the  sport  to  spice  i| 
the  competition,  and  it  has  relax| 
rules  on  allowing  product  endorsl 
ments  by  wrestlers  in  a  bid  to  rail 
their  profile. 

But  cheaper  tickets  and  wrestle! 
hawking  rice  crackers  won't  be  enough 
rescue  sumo.  Association  director  Takasl 
go,  a  highly  regarded  wrestler  who  us«j 
the  name  of  Asashio  before  retiring 
1989,  recognizes  that.  He  says  the  key 
the  future  success  of  sumo  is  convinciH 
fans  that  it  isn't  just  a  sport.  Sumo, 
says,  represents  the  best  values  of  Japal 
ese  society:  hard  work,  discipline,  ai| 
humility.  "There  is  a  spiritual  side 
sumo  that  is  part  of  oil 
national   culture,"   sa:f 
the  300-lb.  Takasago. 
the  sport  can  capital!  I 
on  its  timelessness  ail 
kabuki-like  pageantry  ail 
boost  its  appeal  to  til 
young,  sumo  may  st| 
have  a  future.  If  not, 
may  well  be  shoved  o| 
of  the  ring  of  media  si 
tention  as  Japan  seeks  il 
entertainment  elsewheil 
By  Brian  Bremnl 
in  Tok'\ 
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SPOOKED:  A  Brazilian  default  could  set  off  a  stampede  in  other  emerging  markets 


BRAZIL 


i 


WHEN  AN  IMF  BAILOUT 
IS  NOT  ENOUGH 

The  loan  guarantees  help  Brazil  but  won't  rescue  its  economy 


The  news  brought  a  surge  of  eupho- 
ria. On  Aug.  7,  the  International 
Monetary  Fund  announced  it  was 
prepared  to  lend  Brazil  $30  billion — a 
record  sum  that  was  expected  to  calm 
the  country's  roiled  markets.  But  the 
IMF  package  wasn't  enough.  After  an 
initial  boost,  Brazil's  stocks,  boiids,  and 
currency  went  right  on  falling.  The  real 
has  lost  a  third  of  its  value  this  year. 
The  country's  betuzhmark  sovereign  bond 
is  trading  at  a  40%  discount 

Analysts  say  that  there  are  two  main 
explanations  for  Brazil's  continuing 
malaise:  debt  and  politics.  Following 
are  some  questions  and  answers  for  in- 
vestors wondering  whether  Brazil,  post- 
IMF  agreement,  is  a  buy  or  a  sell. 

Why  hasn't  the  IMF  loan  helped? 

It  has — things  would  be  much  worse 
without  it.  But  the  loan  is  no  cure-all. 
Only  $6  billion  will  be  available  this  year. 
The  rest  depends  on  commitments  from 
Brazil's  next  President  to  stick  to  tight 
fiscal  policies.  But  the  irony  of  IMF  cred- 
it lines  is  that  while  investors  are  glad 
the  money  is  there  if  needed,  they  don't 
want  to  see  governments  actually  dip 
into  it.  It's  a  seen  as  sign  of  desperation. 


Is  the  IMF  money  enough  to  solve 
Brazil's  debt  crisis? 

Unfortunately  not.  Brazil's  net  public 
debt,  now  at  $255  billion,  has  risen  from 
less  than  30%  of  gross  domestic  product 
in  1994 — when  the  present  government 
took  office — to  60%  today.  That's  not 
high  by  international  standards,  but 
what  really  spooks  the  markets  is  the 
profile  of  the  debt:  Nearly  one  third  of 
it  is  linked  to  the  dollar,  while  another 
half  is  indexed  to  government  interest 
rates.  That  means  the  amount  of  debt 
increases  as  the  currency  devalues, 
which  is  happening  right  now,  or  as  in- 
terest rates  rise,  which  will  happen  if 
the  crisis  worsens.  What's  more,  the 
government  is  being  forced  to  offer 
shorter  and  shorter  term  paper  because 
investors  won't  accept  long-term  risk. 

Altogether,  more  than  $75  billion 
worth  of  domestic  debt  comes  due  in 
the  next  12  months.  Repayments  for 
September  total  a  relatively  manage- 
able $3.7  billion — but  jump  to  $10.5  bil- 
lion in  November.  "Brazil  has  almost  no 
chance  of  making  it,"  says  Walter 
Molano,  head  of  research  at  BCP  Securi- 
ties Inc.  in  Greenwich,  Conn.  "It  is  time 
[for  investors]  to  get  out."  Others  are 


more  sanguine.  "The  Treasi 
has  cash  on  hand  to  pay 
several  months  of  debt 
has  to,"  says  Marcelo  Carv 
chief  economist  at  Bank 
America  in  Sao  Paulo, 
aster  isn't  inevitable  yet." 

What  role  does  politics  play 
the  crisis? 

President  Fernando  H< 
rique  Cardoso  has  been  wi< 
ly  praised  for  keeping  Bra2 
economy  on  an  even  keel 
almost  eight  years.  E 
Brazilians  vote  for  a  n» 
President  in  October,  and 
leading  candidates — lal 
leader  Luiz  Inacio  Lula  da 
va,  and  populist  Ciro  Gome; 
make  investors  nervous.  Th 
support  for  the  IMF  deal 
been  lukewrarm  at  best.  O: 
Cardoso's  hand-picked  can 
date,  former  Health  Minist 
Jose  Serra,  has  come  out  strongly 
favor  of  the  IMF  plan.  And  he  is  traili 
badly  in  the  polls. 

If  Brazil  does  default,  what  will  be  the 
impact  on  foreign  investors? 

A  default  would  probably  be  trigger! 
by  a  halt  in  payments  on  the  domes 
debt.  Then  all  government  bonds,  i 
eluding  more  than  $55  billion  in  de 
held  by  foreigners,  would  have  to 
renegotiated.  Foreign  banks  are  sitt: 
on  piles  of  domestic  debt.  Citiba 
Brazilian  operation  has  16%  of  its  as; 
in  government  paper,  while  the  local 
of  FleetBoston  Financial  Corp.  has  17 
European  investors,  particularly  Spai 
ish  banks,  also  stand  to  lose  big.  And 
Brazilian  default  could  set  off  a  stai 
pede  out  of  other  emerging  markets. 

What  will  calm  the  markets  down? 

What  markets  want  more  than  an 
thing  is  a  sign  that  Serra's  campaign 
taking  off.  Free  election  televisi< 
broadcasts  started  on  Aug.  20,  and  tl 
size  of  Serra's  coalition  in  Congress  a 
sures  him  more  airtime  than  his  opp 
nents.  But  even  if  Serra  pulls  off  a  mi 
acle  in  October,  investors  will  want 
see  clear  signs  that  he  is  dealing  mo 
effectively  than  previous  governmen 
with  Brazil's  core  problems:  out-of-co 
trol  pension  and  social  securii 
payments  and  a  tax  system  that  e; 
courages  evasion  and  hampers  compel 
tiveness.  Only  if  these  problems  ai 
tackled  will  the  Brazilian  economy  g- 
the  growth  needed  to  ease  its  del 
woes. 

By  Jonathan  WJieatley  in  Sao  Pau 
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PLAYING  TO  WIN. 


Winning  on  the  Web:  People  like  to  see  what  they're 
buying.  So  at  mikasa.com,  you  can  view  all  20,000 
products  from  the  store  online.  An  IBM  WebSphere® 
software  platform  allows  Mikasa  to  track  everything 
automatically  and  realize  a  100%  ROI  within  projected 
time.  Get  in  the  game  at  ibm.com/e-business 
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HY  PUTIN  IS  SENDING 
IIXED  SIGNALS  ON  IRAQ 


hat  is  Vladimir  V.  Putin  up  to?  Recently,  an  unofficial 

emissary  of  the  Russian  President  has  been  signaling 

the  White  House  that  Putin  is  unlikely  to  resist  U.  S. 

rts  to  remove  Iraq's  Saddam  Hussein  from  power  so 

as  Russia's  interests  in  the  oil-rich  country  are  protect- 

a  post-Saddam  regime.  Yet  on  Aug.  17,  Washington  was 
tated  to  learn  Moscow  is  considering  a  multibillion  10- 

pact  to  widen  economic  cooperation  with  Saddam. 

looks  like  duplicity  on  Putin's  part.  But  the  mixed  signals 
Moscow  more  likely  reflect  an  intricate 

cal  game  that  Putin  is  playing  with  vested 
rests  at  home  even  as  he  tries  to  link  Rus- 
more  closely  to  the  West.  Insiders  say  Putin 
lains  firmly  committed  to  the  bold,  Western- 
;nted  foreign  policy  he  embraced  last  year — 
:  hallmark  of  which  is  a  new  strategic  part- 
•ship  with  the  U.S.  That,  in  his  cold 
rulation,  is  the  best  way  to  improve  Russia's 
nomy  and  global  standing.  His  challenge  is 
implement  that  policy  despite  resistance 
m  the  Foreign  and  Defense  ministries — both 
idels  of  old-line  thinking.  Parts  of  the  busi- 
is  community  that  still  hope  to  cut  big  deals 
.h  ex-Soviet  client  states  such  as  Iraq  and 
n  are  resisting  as  well.  Putin  "doesn't  want 
alienate  all  of  his  constituencies  at  once," 
rs  a  Western  diplomat  in  Moscow, 
[ndeed,  as  a  careful  guardian  of  his  own  po-  ~ 
ml  capital,  Putin  is  trying  to  finesse  domestic  opponents  of 
foreign  policy  rather  than  confront  them  head-on.  To 
run  obstructionist  Foreign  Ministry  diplomats,  he  relies  on 
)rmal  emissaries  such  as  Mikhail  V.  Margelov,  38,  chairman 
the  foreign  relations  committee  in  the  Russian  Parlia- 
nt's  upper  chamber,  to  help  communicate  with  Western  of- 
als.  Fluent  in  English  and,  like  Putin,  an  ex-KGB  man, 
rgelov  has  been  trading  e-mails  on  Iraq  policy  with  such 
rials  as  Thomas  E.  Graham  Jr.,  a  Russia  expert  at  the  Na- 


TIPTOEING  in  a  minefield 


tional  Security  Council.  "We  are  not  enemies  of  the  U.S. 
anymore,"  says  Margelov.  "We  have  an  opportunity  to  develop 
oil  fields  together  in  Central  Asia,  the  Caspian  Sea  basin,  and 
maybe  later  in  Iraq,"  he  adds. 

The  newly  disclosed  negotiations  with  Iraq  may  also  reflect 
wily  maneuvering  by  Putin  rather  than  a  policy  shift.  Talks  to 
involve  Russian  companies  in  long-term  infrastructure  projects 
in  Iraq  began  more  than  three  years  ago,  before  Putin  be- 
came President.  Putin,  it  seems,  simply  allowed  them  to 
grind  on.  Most  analysts  say  that  even  if  Russia 
signs  an  agreement  to  appease  the  pro-Iraq 
factions,  big  business  deals  are  unlikely  soon — 
especially  if  Saddam  is  under  threat  of  attack. 
Putin  could  also  brandish  an  Iraq  deal  as  a 
reminder  to  Washington  that  Russia  has  an 
economic  stake  in  Iraq  that  it  expects  to  keep 
even  if  Saddam  is  removed.  Moscow  wants  its 
$7  billion  in  Soviet-era  debt  to  Iraq  to  be  hon- 
ored by  a  post-Saddam  regime,  and  it  wants 
the  interests  of  Russian  oil  companies  in  Iraq 
to  be  protected. 

Neither  Moscow  nor  Washington  is  likely  to 

reveal  details  about  such  prewar  bargaining. 

The  danger  for  Putin  is  that  his  dealings  with 

entrenched  interests  at  home  could  lead  to 

more  mixed  messages  to  the  outside  world — 

and  the  misinterpretation  of  his  policies.  "This 

'  is  not  a  good  way  to  run  a  foreign  policy  over 

the  long  haul,"  says  Celeste  A.  Wallander,  a  Russia  expert  at 

Washington's  Center  for  Strategic  &  International  Studies. 

Still,  Russia's  relations  with  the  U.  S.  have  improved  great- 
ly in  the  past  year.  And  ordinary  Russians  seem  willing  to 
give  Putin's  Western-tilted  policy  a  chance.  So  the  inscrutable 
President  faces  little  choice  but  to  keep  his  game  going — 
whether  his  bureaucracy  and  Washington's  like  it  or  not. 

By  Paul  Starobin 
in  Moscow 


GLOBAL  WRAPUP 


IQRE  POWER  FOR  MUSHARRAF 

As  Pakistan  gears  up  to  elect  its  first 
arliament  since  President  General 
ervez  Musharraf  took  over  in  a  coup 
l  1999,  he  is  taking  steps  to  ensure 
lat  the  new  National  Assembly  and 
overnment  won't  challenge  his  power, 
•n  Aug.  21,  Musharraf  announced  he 
as  amending  Pakistan's  constitution  to 
ive  the  President  the  right  to  dismiss 
ie  parliament  and  to  create  a  National 
ecurity  Council.  The  council,  which 
ill  be  headed  by  the  President,  will 
iclude  chiefs  of  the  armed  forces,  the 


Prime  Minister,  the  opposition  leader, 
and  the  National  Assembly  speaker. 
But  cntics  fear  the  body  will  institu- 
tionalize the  military's  role  in  governing 
Pakistan.  After  last  April's  referendum 
on  his  presidency,  Musharraf  plans  to 
stay  in  office  for  five  more  years. 

NEW  VOTING  LAWS  IN  FRANCE? 

►  France's  new  center-right  govern- 
ment wants  to  revamp  the  country's 
voting  laws.  The  planned  changes, 
which  would  affect  regional  and  local 
elections  in  2004  as  well  as  parliamen- 
tary elections  in  2007,  would  raise  the 


vote  threshold  for  runoff  elections. 
Now,  candidates  advance  to  a  second 
round  if  they  win  as  little  as  5%. 

Although  candidates  from  smaller 
parties  seldom  win  outright,  the  sys- 
tem gives  them  an  opening  to  demand 
concessions  in  exchange  for  supporting 
mainstream  candidates  in  the  runoff. 
The  changes  are  aimed  at  weakening 
the  far-right  National  Front,  whose 
standard-bearer,  Jean-Marie  Le  Pen, 
made  a  strong  showing  in  recent  presi- 
dential elections.  But  smaller  parties 
such  as  the  Communists  and  Greens 
would  also  be  hurt. 
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ACCOUNTING 


A  DIFFERENT  YARDSTICK 
FOR  CABLE 

In  scandal's  wake,  many  say  EBITDA  is  too  lenient-and  fuzzy 


Cable  companies  have  almost  never 
made  money  the  old-fashioned  way. 
Outfits  such  as  $4.1  billion  Char- 
ter Communications  Inc.  have  lost  mil- 
lions each  year  on  a  net-income  basis. 
But  the  industry  convinced  investors 
long  ago  that  it  should  be  measured  by 
a  different  yardstick.  They  substituted 
earnings  before  interest,  taxes,  depreci- 
ation, and  amortization  (EBITDA),  which 
magically  portrayed  cable  companies, 
overburdened  with  capital  investment, 
as  moneymakers. 

When  it  first  came  into  widespread 
use  back  in  the  1970s,  EBITDA  was 
meant  to  be  a  temporary  measure, 
something  to  look  at  while  a  young  in- 
dustry built  the  infrastructure  it  would 
need  to  thrive  long-term.  By  exclud- 
ing the  interest  due  on  the  money  bor- 
rowed to  build  and  the  depreciation  of 
the  assets,  investors  could  get  to  a 
number  from  which  to  better  gauge 
future  performance.  That  was  the 
thinking  anyway.  Three  decades  later, 
EBITDA  is  still  in  place,  sheltering  com- 
panies from  the  harsh  judgment  a  net- 
income  calculation  brings.  And  in  an 


In  a  Harsher  Light 


Cable-TV  outfits  have  long 

measured  earnings  by  excluding 

interest,  taxes,  depreciation,  and 

amortization  costs.  Now,  some 

investors  are  adding  the  cost  of 

infrastructure  back  in.  Here's  how 

that  changes  the  earnings  picture: 

BEFORE*  AFTER" 


MILLIONS 

COX 
COMMUNICATIONS 

$1,569 

$-636 

CHARTER 
COMMUNICATIONS 

1,811 

-1,239 

CABLEVISION 
SYSTEMS 

708 

-663 

MEDIACOM 
COMMUNICATIONS 

328 

43 

*2001  Earnings  before  interest,  taxes,  depreciation,  and 
amortization  (EBITDA) 
**2001  EBITDA  plus  cost  of  capital  expenditures 
Data-  Credit  Suisse 
First  Boston 


industry  that  sometimes  traded  assets 
like  baseball  cards,  resulting  in  a  lot  of 
one-time  gains,  EBITDA  had  a  smoothing 
effect.  As  time  passed,  investors  be- 
came so  comfortable  with  EBITDA  that 
it  was  sometimes  talked  of 
as  a  proxy  for  cash 
flow,  even  though  it 
expressly  excludes 
many  cash  costs.  In- 
vestors came  to  be- 
lieve that,  like  cash 
flow,  EBITDA  was 
somehow  safe  from 
manipulation. 

But  then  came 
WorldCom  Inc.  The 
company  has  owned 
up  to  a  staggering 
$7  billion  in  operat- 
ing expenses  that 
had  been  incorrect- 
ly categorized  as 
capital  invest- 

ments,— thus  inflat- 
ing       EBITDA — and 
there  could  be  more 
to  come.  The  question 
now  is  "whether  Worldcom  is 
just  an  aberration  or  whether  everyone 
is  playing  with  capitalizing  expenses," 
says  Lehman  Brothers  Inc.  accounting 
and  tax  analyst  Robert  Willens. 

That  has  sent  investors  searching  for 
a  more  reliable  measure  for  cable  outfits. 
Some  are  adding  capital  expenditures 
to  EBITDA  to  take  into  account  the  high 
cost  of  infrastructure.  Others  are  start- 
ing with  cash  flow  from  operations  and 
making  the  calculation,  which  adds  in 
the  effect  of  real  cash  outlays  that  EBIT- 
DA excludes,  such  as  taxes  and  inter- 
est payments. 

Analysts  and  money  managers  say 
that  in  a  more  cautious  period,  compa- 
nies that  want  access  to  the  capital 
markets  will  have  to  use  these  more 
conservative  measures  and  abandon 
EBITDA.  "Any  company  that  chooses  to 
still  use  this  as  eyewash,  as  a  sleight  of 
hand,  is  going  to  meet  with  investors 
who  are  just  not  going  to  accept  it," 
predicts  Harold  Vogel,  a  longtime  media 
analyst  and  critic  of  EBITDA  who  now 


heads  Vogel  Capital  Management,  a 
dia  investing  firm. 

And  make  no  mistake,  the  new  me 
ures  are  tough.  Take  St.  Louis-bj 
cable  operator  Charter,  which  made  $1 
billion  by  ebitda  measures  in  2001.  A| 
in  capital  expenditures,  and  the  m. 
ber  falls  to  a  $1.2  billion,  loss. 

So  why  haven't  the  new  measv 
become  standard?  Inertia  is  partly 
blame.  EBITDA  has  become  the  defa^ 
measure  in  a  variety  of  companies, 
airlines  to  media.  Companies  rarely 
out  full  cash-flow  statements  at  the  ti 
of  their  earnings  announcements,  so 
vestors  have  to  wait  weeks  until  qua 
terly  results  are  filed  with  the  Securit 


\\ 


&  Exchange  Commission  to  get  the  d| 
tail  they  need  to  calculate  the  more 
vealing  numbers. 

And  some  believe  EBITDA  is  being 
fairly  lambasted.  The  backlash  again! 
EBITDA  "is  a  fad,"  says  Lawrence  H 
Haverty  Jr.,  senior  vice-president  ;| 
State  Street  Research  and  one  of  til 
biggest  media  investors  on  Wall  Streel 
Haverty  still  uses  EBITDA,  although  II 
looks  at  other  measures  of  value  as  wel 
including  free  cash  flow,  which  can  t| 
used  to  make  acquisitions  or  buy  bac| 
stock. 

Still,  the  concern  about  ebite^ 
is  building.  Viacom  Inc.'s  Chief  Fina 
cial  Officer  Richard  J.  Bressler  sajl 
that  his  company,  which  currently  higll 
lights  EBITDA  in  press  releases,  mal 
place  more  emphasis  on  earnings  ptl 
share  instead.  A  move  like  that  coull 
force  the  rest  of  the  EBITDA  pack  t| 
follow. 

By  Nanette  Byrnes  and  Tom  Loict\ 
in  New  York 
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The  flat  out  clear  choic 


wisevjew  at  any  angle. 


ise 
view 


Now  you  can  get  distortion  free  viewing  1 .8"  to  40" 
displays  with  outstanding  clear  resolution.  The  choice 
is  clear.  The  choice  is  wisevjew  digital  displays  by 
Samsung. 

wisevjew  technology  that's  ahead  of  its  time.  Every 
TFT-LCD  visual  display  on  a  cell  phone,  notebook, 
monitor,  PDA,  LCD  TV  or  game  with  the  wiseview   logo 


has  the  reliability,  clarity  and  quality  that  you  can 
expect  from  Samsung. 

wiseview  from  Samsung.  When  you're  looking  for  the 
perfect  view,  look  for  the  wiseview  logo.  It's  flat  out  the 
clear  choice. 

For  more  information,  visit  us  at 
www.samsungTFTLCD.com 


ISUNG 


owned 
.Samsung  Electronics  Co.  Ltd. 


Notebook  TFT  Monitor         PDA  phone  LCD  TV 


SAMSUNG  DIGITS 

everyone's  invited.. 


NOKIA 


Communicator 


se  business  hip.  The  overohhi  han=  Clothes?  Check.  leilelries?  Check,  Laplep?  PDA?  Phone? 


The  ability  to  do  everything.  Without  having  to  carry  everything.  The  Nokia  9290  Communicator.  Its  a  laptop.  Its >  a  I 

a  phone  And  it's  all  in  one  compact,  integrated  design.  With  the  Communicator,  you  can  send  and  receive  e-ma.l  with  attaci 

You  can  edit  Microsoft  Word  and  Excel  files  and  view  PowerPoint  presentations  on  the  fly.  You  can  drag  and  drop  files  from  , 


Check.  Check.  Check. 


;  our  corporate  network  with  you  wirelessly  and  browse  the  full-color  Internet.  You  can  even  take 

s  notes  with  the  full  QWERTY  keyboard  while  holding  a  conference  call  on  your  built-in,  hands-free 

me.  The  Nokia  9290  Communicator.  Take  the  world  off  your  shoulders  and  put  it  in  your  hands. 
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STRATEGIES 


CAN  NESTLE  RESIST 
THIS  MORSEL? 

It's  thinking  hard  before  placing  Hershey  in  its  U.S.  shopping  bag 


-'.*2**.*j     Nestle   is   indisputably   a 
I  if  Jp  I     global   powerhouse,   with 
rS?rjW       such  well-known  brands  as 
'Jm  *  Nestle  Crunch  in  candy, 

Nescafe  in  coffee,  and 
Friskies  in  pet  food.  But 
for  most  of  its  136  years, 
the  Swiss  giant  has  been  humbled  in 
the  U.  S.,  struggling  to  catch  up  with  ri- 
vals such  as  Kraft  Foods  Inc.  and  Gen- 
eral Mills  Inc.  "We  were  not  a  success 
in  the  U.S.  in  either  growth  or  prof- 
itability," concedes  Joe  M.  Weller,  who 
for  the  past  seven  years  has  been  ceo 
of  Glendale  (Calif.)-based  Nestle  USA. 

Now,  Weller,  57,  and  his  bosses  in 
Nestle's  headquarters  in  Vevey, 
Switzerland,  hope  to  buy  the 
growth  that  has  eluded  them  so 
far.  They've  fattened  up  with 
three  major  deals  in  the  past  18 
months.  First,  they  paid  $10.3  bil 
lion  in  cash  for  pet-food  power- 
house Ralston  Purina  Co.  Nestle 
next  forked  over  $2.6  billion  in 
stock  for  a  controlling  stake  in 
Dreyer's  Grand  Ice  Cream  Inc., 
which  owns  or  licenses  the 
Dreyer's,  Edy's,  Starbucks, 
and  Godiva  brands.  Then, 
on  Aug.  6,  Nestle  usa  an- 
nounced a  $2.6  billion  cash 
deal  for  Englewood  (Col.)- 
based  Chef  America  Inc., 
which  makes  Hot  Pockets, 
a  top-selling  frozen  cheese- 
and-meat-filled  pastry  snack. 

All  this  should  help 
Weller  meet  his  goal  of  be- 
ing No.  1  or  No.  2  in  each 
food  category.  But  looming 
ahead  is  a  far  more  impor- 
tant decision  for  Nestle: 
whether  to  step  up  and 
make  a  bid  for  Hershey 
Foods  Corp.,  the  candy- 
store  king  of  the  American 
chocolate  industry  that  may 
soon  go  on  the  market 
(page  62). 

Adding  Hershey's  44% 
share  of  the  U.  S.  chocolate 
candy  market  to  Nestle's 
own  11%  share  would  make 

60  BusinessWeek 


the  combo  the  American  market  leader 
by  a  wide  margin.  Nestle  could  easily 
meet  Hershey's  expected  price  tag  of 
$11  billion  or  more  and  also  has  the 
muscle  to  outlast  bidders  such  as  Kraft 


WELLER: 

Antitrust 
issues  may 
complicate 
any  deal 


Hungry  for  More 

Three  recent  deals  should  sweeten  Nestle's  U.S.  position: 


NAME/PRICE 

PLUSES 

MINUSES 

CHEF 

The  maker  of  Hot  Pockets 

Must  go  global  to 

AMERICA 

and  other  frozen  snacks  is  a 

justify  high  price,  but 

$2.6 

natural  fit  with  Nestle's  Lean 

foreigners  need  to  be 

billion 

Cuisine  and  Stouffer's  brands. 

sold  on  frozen  meals. 

DREYER'S 

Nestle  gets  Edy's,  Starbucks, 

The  sector  is  under 

GRAND  ICE 

and  Godiva  ice  cream  brands, 

pricing  pressure,  so 

CREAM 

and  already  owns  Haagen- 

Nestle  has  to  devise 

$2.6  billion 

Dazs.  It  could  edge  out 

product  innovations 

for  67% 

Unilever  for  No. 1  in  U.S. 

and  extensions. 

RALSTON 

Adding  Purina  to  its  Friskies 

Procter  &  Gamble's 

PURINA 

and  Alpo  brands  makes  Nestle 

lams  is  rapidly  gain- 

$10.3 

the  leading  U.S.  pet-food 

ing  against  Nestle's 

billion 

maker.  It  could  save  $260 

premium  brands  like 

million  a  year  on  efficiencies. 

Fancy  Feast  cat  food. 

Foods,  which  many  analysts  belie1 
could  also  make  a  run  at  Hershey.  B 
Nestle  may  decide  the  cost  isn't  wor 
it.  Because  its  plate  is  full  with  the  r 
cent  acquisitions,  buying  Hershey  cou 
mar  Nestle's  top-notch  credit  rating  ai 
dilute  earnings.  Moreover,  Nestle  cou 
be  forced  to  clear  antitrust  hurdles  f 
gathering  so  large  a  share  of  the  ma 
ket,  says  John  M.  McMillin,  an  analy 
at  Prudential  Securities  Inc. 

Weller  admits  that  Nestle's  curre 
No. 3  ranking  in  the  U.S.  candy  ma 
ket,  behind  Mars  Inc.  and  Hershey, 
problematic.  "We  need  to  strength* 
that  business,"  he  says.  Buying  He 
shey  could  help  Nestle  meet  its  targ 
of  4%  annual  internal  sales  growth  I 
bulking  up  in  the  slow-growth  can< 
industry,  which  analysts  say  is  e 
panding  at  only  2.5%  annually.  Nest 
does  not  break  out  results  for  its  U 
chocolate  sales.  But  Hershey's  ear 
ings,  before  one-time  items,  rose  14.5 
last  year,  to  $378  million,  and  sal 
rose  8%,  to  $4.6  billion.  "Hershej 
may  be  too  good  a  morsel 
Nestle  to  pass  up,"  says  Dona 
Stuart,  a  partner  with  Canno 
dale  Associates,  a  consultir 
firm  based  in  Westport,  Conj 
Nestle's  worldwide  earninj 
grew  nearly  13%,  to  $4  billio 
due  in  part  to  extensive  r 
structuring  and  cost-cuttin 
Nestle's  global  sales  in 
categories — some  of  the 
much  faster-growing  th; 
candy — rose  1%  in  2001, 
$50.4  billion.  About  a  qua 
ter  of  those  sales  can 
from  the  U.  S.  market. 

Weller  declines  to  coi 
ment  about  a  Hershey  bi 
But  investors  so  far  ha 
supported  Nestle's  de« 
making.  They  pushed  Nes 
le's  stock  price  up  7%, 
$227,  on  the  Zurich  E 
change  in  the  week  folio1 
ing  the  Chef  America  a 
nouncement,  for  instanc 
And  with  $10  billion  in  ca 
at  the  end  of  2001  and  $£ 
billion  in  cash  flow  last  ye 
Nestle  can  easily  finance  a 
other  acquisition. 

Still,  Wall  Street  mig 
blanch  at  the  short-ter 
effects  of  a  Hershey's  a 
quisition.  Analysts  say  th 
as  the  company's  net  de 
load — its  gross  debt  min 
cash — rises  from  $2  billi 
to  an  estimated  $13  billi 
after   its   recent   acquis 


How  do  you  cut 

customer  service  costs  without 

cutting  customers? 


Are  customer  service  costs  cutting  into  your  profits?  Do  you  know  what  to  do  about  it?  If  you're  working 
with  Business  Objects,  you'll  know.  Our  business  intelligence  software  enables  you  to  view  and  analyze  every 
aspect  of  your  customer  service  operation.  Which  means  you'll  have  the  intelligence  you  need  to  reduce  your 
customer  service  costs.  Without  it  costing  you  customers.  To  learn  more,  visit  www.busmessobjects.com/profit 
and  register  for  our  free  online  seminar  "Using  Business  Intelligence  to  Increase  Profits."  Or  call 
Business  Objects,  the  world  leader  in  business  intelligence  software,  at  1-800-527-0580  ext.  36. 
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tions,  investors  will  increase  pressure 
to  turn  all  the  new  brands  into  prof- 
itable category  leaders.  Andy  Smith, 
an  analyst  at  Schroder  Salomon  Smith 
Barney,  estimates  that  if  Nestle  pays 
$12.5  billion  for  Hershey,  it  would  end 
up  diluting  earnings  by  about  4%  in 
the  first  year. 

Nestle,  of  course,  has  long  consid- 
ered its  strategic  moves  for  the  long 
term  and  might  be  willing  to  weather  a 
brief  drop  in  earnings.  But  Standard  & 
Poor's  Corp.  analyst  Christian  Wenk 
says  that  in  order  to  keep  its  AAA 
bond  rating,  Nestle  will  have  to  in- 
crease its  cash  flow  from  operations 
from  46%  of  debt  to  90%  by  2004.  That 
may  mean  selling  more  nonessential  as- 
sets. Nestle  already  raised  $2.3  billion  in 
March  by  spinning  off  24%  of  its  Alcon 
Inc.  eye-care  unit  in  an  initial  public 
offering.  And  Weller  says  he  will  wring 
out  $260  million  in  annual  savings  from 
the  Ralston  Purina  deal. 

If  the  U.  S.  economy  heads  back  into 
recession  and  consumers  get  skittish, 
the  whole  restructuring  process  will 
become  a  lot  stickier  for  Nestle.  Sev- 
eral of  the  products  it  just  picked  up  in 
its  shopping  spree,  including  Dreyer's 
and  Purina  ProPlan,  carry  higher-than- 
average  retail  prices  for  their  cate- 
gories. That  makes  them  tough  to  pitch 
in  a  weak  economy,  when  cash-strapped 
consumers  are  likely  to  be  lured  away 
by  low-price  "house"  and  generic 
brands. 

There's  plenty  of  work  to  be  done 
even  if  Nestle  doesn't  go  after  Her- 
shey. Many  food  analysts  were  amazed 
at  the  price  Nestle  paid  for  Chef  Amer- 
ica— almost  four  times  Chef  America's 
expected  $720  million  revenues  in  2002. 
The  brand  generates  10%  annual  sales 
growth  and  profit  margins  of  more  than 
20%,  and  when  added  to  Nestle's  Lean 
Cuisine  and  Stouffer's  brands,  it  gives 
Nestle  the  lead  in  every  frozen-meal 
category  except  pizza.  "It's  a  marriage 
made  in  heaven,"  Weller  says.  But  to 
get  the  most  mileage  from  the  company, 
Nestle  will  likely  have  to  take  it  be- 
yond its  niche  market  of  U.  S.  conven- 
ience-food fanatics.  And  foreign  mar- 
kets are  not  as  enamored  of  frozen 
foods  as  are  U.S.  consumers.  Says  Gary 
Stibel,  principal  of  New  England  Con- 
sulting Group,  based  in  Westport, 
Conn.:  "Nestle  will  have  to  prove  it 
didn't  just  pay  a  huge  premium  for  a 
brand  that's  landlocked." 

Nestle  won't  comment  on  any  export 
strategy  for  its  recently  acquired 
brands.  For  now,  the  company's  focus  is 
on  the  U.  S. — where  it  is  deciding  if  it 
wants  something  sweet  after  three  sol- 
id meals. 

By  Arlene  Weintraub  in  Los  Angeles, 
with  Christine  Tierney  in  Frankfurt 
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Passionate  alum  Fouad 
wants  to  block  a  sale  of  the 
chocolate  maker  that  built 
Milton  Hershev  School 


/ 
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The  sole  picture  in  F.  Frederic 
"Ric"  Fouad's  wallet  is  of  a  young 
boy  he  never  knew.  Fouad,  a 
graduate  of  the  Milton  Hershey 
School  for  disadvantaged  children,  car- 
ries a  20-year-old  newspaper  photo  of  a 
Philadelphia  lad  beaten  to  death  by  his 
father.  For  Fouad,  whose  own  father 
was  murdered  and  whose  mother  was 
too  ill  to  care  for  him,  the  now-yellowed 
clipping  is  a  re- 
minder of  all  those 
children  trapped  in 
dire  family  situa- 
tions. "But  for  Mr.  Hershey's  generosity, 
that  child  could  have  been  me,"  he  says. 
This  conviction  is  at  the  core  of  the 
former  corporate  lawyer's  very  personal 
battle  to  prevent  the  sale  of  the  company 
that  Milton  S.  Hershey  built.  The  trust 
that  oversees  the  school's  funding  also 
controls  77%  of  the  candymaker's  vot- 
ing shares  and  has  put  Hershey  Foods 


IY 

Corp.  on  the  market  to  diversify  its  $i 
billion  investment  portfolio,  just  over  h 
of  which  is  in  that  company's  stock. 

Fouad,  41,  president  of  the  Milt 
Hershey  School  Alumni  Assn.,  argu 
that  the  board  shouldn't  be  allowed 
make  such  a  decision  since  it  has  r 
yet  completed  governance  reforms 
agreed  to  in  July.  And  he  contends  tl 
it's  a  bad  decision  anyway,  one  th 


"Diversification  doesn't  tal 


would  destabilize  the  Hershey  (P 
community,  which  would  in  turn  dire 
ly  harm  the  school  and  its  students.  T 
corporation,  the  town,  and  the  sch< 
had  been  tightly  bound  for  generatio: 
which  is  just  how  Milton  Hershey 
tended  it  when  he  established  the  sch 
in  1909,  says  Fouad.  He  and  a  band 
fellow  alumni  see  the  trust's  move  a: 
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F.  FREDERIC  FOUAD 

Dec.  12,  1960,  Chicago 

)UCATION  Milton  Hershey  School 
)m  age  11  to  19.  Lived  full-time 
the  school  for  disadvantaged 
ildren;  BA  in  international  rela- 
ins  and  non-Western  history,  Uni- 
rsity  of  Pennsylvania,  1985; 
I  New  York  University,  1990. 

>SITION  President  of  Milton 
>rshey  School  Alumni  Assn. 

IREER  PATH  Essentially  shelved 
.olo  practice  specializing  in 
:urities  fraud  and  civil  rights 
lead  the  alumni  association 
2002. 

HSONAL  HISTORY 

s  father  was  killed  in  Iraq 
en  Fouad  was  just  2lA 
rs  old.  As  his  mother 
ttled  severe  medical 
)blems,  the  son  bounced 
iund  among  acquaintanc- 
until  he  was  sent  to  the 
Iton  Hershey  School. 

|HY  HE'S  FIGHTING 

SALE  OF  HERSHEY  FOODS 

uad  believes  the  decision  by  the 
Iton  Hershey  School  Trust  to  sell 
i  candymaker  will  destabilize  the 
trshey  (Pa.)  community,  ultimately 
rming  the  school  and  its  students. 

MILY  Single 

direct  assault  on  that  notion  and  the 

k  test  insult  in  a  continuing  feud  over 

W  the  school  should  be  run.  "The 

ltd orst  part  is  we  are  on  the  outside 

rubking  in,  and  we  see  them  ransack- 

g  the  house  and  threatening  the  chil- 

ren,"  Fouad  contends. 

That  criticism  is  being  amplified  by 

irions  and  community  groups,  and  the 

ressure   against   a   sale   is   building. 


ing  a  sale  was  not  certain.  Alexander, 
who  wrote  that  he  was  not  speaking 
for  the  board,  said  he  expected  the  "so- 
cial constraints"  of  any  deal,  which  could 
include  keeping  a  certain  number  of  jobs 
in  Hershey  might  reduce  the  premium  a 
buyer  would  be  willing  to  pay. 

Alexander  did  not  return  calls  seeking 
comment.  But  a  trust  spokesman  says 
the  board  continues  to  "explore  the  po- 
tential sale  of  Hershey  Foods."  Most  ob- 
servers still  think  a  sale  is  likely.  "The 
odds  are  improving  but  still  small"  that  a 
deal  can  be  blocked,  says  Richard  A. 
Zimmerman,  a  former  chairman  and  CEO 
of  Hershey  Foods  who  has  come  out 
against  the  trust's  decision. 

Robert  C.  Vowler,  president  and  ceo 
of  Hershey  Trust  Co.,  argues  that  sell- 
ing the  company  would  actually  benefit 
the  students.  "Having  half  of  your  as- 
sets in  one  stock  can  create  an  awful 
lot  of  volatility  into  the  future,"  he 
says.  In  reply,  Fouad  says: 
"Diversification  in  the  ab- 
stract is  certainly  a  good  idea. 
However,  in  this  particular 
proposed  diversification  it 
looks  like  a  terrible  idea,  be- 
cause it  doesn't  take  into  ac- 
count the  impact  on  the  chil- 
dren of  gutting  the  local 
economy."  And  the  trust's  re- 
turn over  the  past  five  years  has  been 
solid:  Its  compound  average  annual  re- 
turn was  4.3%,  compared  with  0.44% 
for  the  Standard  &  Poor's  500-stock  in- 
dex. 

This  is  a  dispute  born  of  years  of 
bitterness  between  the  alumni  group 
and  the  trust.  Well  before  Fouad  be- 
came involved,  alumni  were  arguing 
that  the  boards  of  the  trust  and  the 
school  (which  are  made  up  of  the  same 
17  people)  were  bent  on  transforming 
the  institution  into  a  sort  of  middle- 
class  prep  school  instead  of  a  program 
for  the  most  distressed  and  needy  chil- 
dren. Under  a  July  accord  with  Fisher, 
the  boards  agreed  to  make  several 
changes,  including  lowering  the  maxi- 
mum household  income  level  for  stu- 
dents   entering    the    school, 


1)  account ...  the  children" 


Plate  Attorney  General  Mike  Fisher, 
«  ho's  running  for  governor,  filed  a  peti- 
1  >n  on  Aug.  12  asking  that  any  sale  of 
b  ershey  Foods  be  subject  to  the  ap- 
t  oval  of  an  orphans'  court  that  has  ju- 
nction over  charitable  trusts.  And 
Aug.  20,  Tfie  Patriot-News  in  nearby 
imsburg  obtained  a  letter  written  by 
i-  ist  director  William  H.  Alexander  say- 


which  charges  no 
tuition.  Also,  three 
board  members  who  are  on  the  boards 
of  Hershey  Foods  or  Hershey  Enter- 
tainment &  Resort  Co.  will  resign 
those  positions  when  their  terms  expire 
to  avoid  conflicts  of  interest,  says  a 
spokesman  for  the  school. 

Fouad   contends   that,   until   those 


changes  are  made,  the  board  of  the 
trust  should  not  be  permitted  to  make 
such  a  major  decision  as  selling  Her- 
shey Foods.  He  has  been  relentless  in 
making  his  case:  appearing  on  local  TV 
to  blast  the  board's  actions,  speaking  at 
a  rally  in  Hershey,  and  working  the 
phones  from  his  New  York  apartment. 

A  onetime  associate  at  New  York  law 
firm  Jones,  Day,  Reavis  &  Pogue,  Fouad 
has  spent  the  past  decade  as  a  sole 
practitioner  specializing  in  securities 
fraud  and  civil-rights  cases.  But  in  the 
past  two  years,  he  has  taken  few  new 
cases,  devoting  almost  all  his  time  to 
fighting  the  school's  board.  "Once  it  be- 
came clear  the  board  was  going  to  ig- 
nore us  forever,"  says  John  F.  Halbleib, 
the  former  head  of  the  alumni  associa- 
tion, Fouad's  intensity  was  just  what 
the  alumni  needed.  He  took  over  as 
president  of  the  association,  an  unpaid 
position,  in  2002. 

Fouad  doesn't  remember  his  father, 
but  by  most  accounts  he  has  the  same 
temperament.  Fouad  was  born  in  Chica- 
go, where  his  father,  a  native  of  Iraq, 
was  a  student.  On  a  1963  trip  to  visit  rel- 
atives in  Baghdad  when  Fouad  was  2H, 
his  father  was  shot  and  killed.  Fouad's 
mother,  Nancy  E.  Bohn,  says  it  may 
have  had  something  to  do  with  his  open 
criticism  of  the  new  Iraqi  government. 
Fouad's  mother,  an  American,  eventually 
moved  to  New  York  with  her  two  chil- 
dren. But  she  was  plagued  by  serious 
medical  problems  and  was  frequently 
hospitalized.  Young  Ric,  who  was  often  in 
fights  and  absent  from  school,  says  he 
was  shuffled  among  acquaintances  and 
even  lived  alone  at  times. 

It  was  Fouad's  older  sister  who  heard 
about  the  Milton  Hershey  School,  and 
the  boy  ended  up  there  at  age  11. 
"There  was  no  choice,  and  there  were  no 
options,"  says  his  mother,  who  is  now  a 
hospice  nurse.  Within  months,  he  took  to 
the  school.  His  grades  picked  up,  he  be- 
came a  star  wrestler,  and  he  helped 
4    counsel  younger  students. 

Even  then,  Fouad 
wasn't  afraid  to 
speak  out.  Rod  E. 
McLaughlin,  a  re- 
tired school  ad- 
ministrator, says 
Fouad  used  to  agitate  for  more 
freedom  for  students,  including  the 
right  to  let  their  hair  grow  over  their 
ears.  "There  were  those  members  of 
our  adult  staff  who  were  intimidated 
by  his  intellect  and  his  aggressiveness," 
McLaughlin  says.  Fouad  can  only  hope 
he's  having  the  same  effect  on  the 
school's  trust  today. 

By  Amy  Barrett  in  New  York 
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Drugs.  Gambling.  Terrorism. 
Child  Pornography. 
How  the  Internet  makes 
any  illegal  activity  more 
accessible  than  ever 


It's  the  kind  of  call  everyone  dreads.  For  Kristen 
Bonnett,  the  daughter  of  NASCAR  race  driver  Neil 
Bonnett,  it  came  on  Feb.  11,  1994. — the  day  her 
father  crashed  during  a  practice  run  at  the 
Daytona  International  Speedway.  A  few  hours 
later,  he  died.  Bonnett  was  devastated,  but  she 
got  on  with  her  life.  Then,  seven  years  later, 
came  a  second  call.  This  time,  it  was  a  reporter 
asking  for  comment  on  autopsy  photos  of  her  fa- 
ther that  were  posted  on  the  Internet.  Shocked, 
she  quickly  got  online.  "Forty-eight  thumbnail 
pictures,  basically  of  my  Dad  on  the  table,  butt- 
naked,  gutted  like  a  deer,  were  staring  me  directly  in  the 
face,"  says  Bonnett.  Now,  when  she  thinks  of  her  father, 
she  pictures  him  lying  atop  an  autopsy  table. 

Warning:  You  are  about  to  enter  the  dark  side  of  the 
Internet.  It's  a  place  where  crime  is  rampant  and  every 
twisted  urge  can  be  satisfied.  Thousands  of  virtual 

streets  are  lined  with  casinos,  porn  shops,  and  drug  dealers.  Scam  artists  and  terrorists 
skulk  behind  seemingly  lawful  Web  sites.  And  cops  wander  through  once  in  a  while,  most- 
ly looking  lost.  It's  the  Strip  in  Las  Vegas,  the  Red  Light  district  in  Amsterdam,  and  New 
York's  Times  Square  at  its  worst,  all  rolled  into  one — and  all  easily  accessible  from  your 
living  room  couch. 

Indeed,  the  very  nature  of  the  Web  is  what  makes  it  such  a  playground  for  hoodlums. 
Its  instant,  affordable,  far-flung  reach  has  fostered  frictionless  commerce  and  frictionless 
crime.  Fraudsters  can  tap  into  an  international  audience  from  anyplace  in  the  world 
and — thanks  to  the  Net's  an- 
onymity— hide  their  activities 
for  months,  years,  forever.  And 
they  can  do  it  for  less  than  it 
costs  in  the  physical  world:  $200 

buys  an  e-mail  list  with  the  names  of  thousands  of  potential  dupes.  "The  Web  dramatically 
lowers  transaction  costs.  Mostly,  we  think  of  that  as  a  good  thing,"  says  Erik  Brynjolfsson, 
professor  of  management  at  Massachusetts  Institute  of  Technology's  Center  for  eBusiness. 
"But  it  makes  it  difficult  to  control  many  of  the  activities  we  want  to  control." 

That  has  spawned  a  bustling  Underground  Web  that's  growing  at  an  alarming  rate. 
Black-market  activity  conducted  online  will  reach  an  estimated  $36.5  billion  this  year — 
about  the  same  as  the  $39.3  billion  U.  S.  consumers  will  spend  on  the  legitimate  Internet 
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this  year,  according  to  researcher  comScore  Media  Metrix.  To- 
day, illegal  online  gambling  is  the  eighth-largest  business  on 
the  Internet.  Complaints  about  child  porn  in  cyberspace  have 
grown  sixfold  since  1998.  And  of  the  total  number  of  fraud 
complaints  being  received  by  the  government,  70%  occur  on 
the  Internet.  "North  of  70%  of  all  e-commerce  is  based  on 
some  socially  unacceptable  if  not  outright  illegal  activity," 
says  Jeffrey  Hunker,  dean  of  the  H.  John  Heinz  III  School  of 
Public  Policy  at  Carnegie  Mellon  University,  who  helped 
craft  cybersecurity  policy  in  the  Clinton  Administration. 

And  that  doesn't  even  factor  in  terrorism.  Law-enforcement 
officials  say  terrorists  are  using  the  Internet  for  communica- 
tion, research,  recruitment,  and  fund-raising.  The  men  in- 
volved in  the  September  11  attacks  plotted  and  coordinated 
by  trading  e-mails  from  locations  as  innocuous  as  the  public  li- 
brary. Even  now,  se- 
curity experts  say  al 
Qaeda  is  trying  to  use 
the  Web  to  plan  more 
attacks.  Computers  analyzed  by  law-enforcement  officials  in- 
dicate that  the  terrorist  group  researched  the  U.  S.  tele- 
phone, electric,  and  water  systems  online,  learning,  for  ex- 
ample, how  digital  switches  operate  those  systems.  "What 
keeps  me  awake  at  night  is  a  physical  attack  in  combination 
with  some  sort  of  cyberattack  that  would  disrupt  the  abilities 
of  our  911  systems,"  says  Ronald  L.  Dick,  head  of  the  FBI's 
National  Infrastructure  Protection  Center. 

Not  all  threats  are  so  overt.  The  Underground  Web,  if 
unchecked,  has  the  potential  to  undennine  the  values  of  socie- 
ty. It  enables — even  encourages — ordinary  citizens  to  break 
the  law.  People  who  wouldn't  even  jaywalk  find  themselves 
bombarded  with  offers  to  place  bets  at  offshore  casinos  or  order 
drugs  online.  For  many,  the  offers  are  hard  to  resist.  There's  no 
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need  for  surreptitious  rendezvous  in  back  alleys.  It's  antisej 
crime.  "The  Internet  breaks  down  inhibitions  to  violate 
law  because  the  risks  are  much  lower,"  says  Kevin  A  Delli- 
li,  who  heads  the  U.  S.  Customs  Service  CyberSmuggling 
ter  in  Fairfax,  Va.  "You  can  contact  the  seller  anonymously, 
on  the  product,  and  it's  in  your  house." 

To  understand  the  depth  of  the  problem,  a  team  of 
BusinessWeek  reporters  spent  four  months  visiting  the  se 
side  of  the  Internet.  We  sat  beside  gamblers  as  they  plaaj 
bets  on  illegal  gaming  sites,  interviewed  people  who  boud 
drugs  online,  and  talked  with  those  who  have  lost  loved  o^ 
because  of  cybercrimes.  One  of  them  was  Barbara  Per 
Long  Island  teacher  who  watched  her  22-year-old  son  die  I 
ter  he  bought  on  the  Web  a  drug  banned  for  bodybuildij 
"My  heart  is  broken  into  a  million  pieces,"  she  says. 

So  far,  the  government's  efforts  to  police  the  Undergroi 
Web  have  done  little  to  stop  its  growth.  Our  reporters  foi 
more  than  100  Web  sites  that  appear  to  be  engaged  in  a  wj 
range  of  illegal  or  restricted  activities.  Italian  switchblsf 
seller  AB  Coltellerie,  for  instance,  lists  merchandise  in  U.  S. 
lars  on  its  www.switchblades.it  site.  A  BusinessWeek  repor, 
contacted  the  site's  online  customer  support  to  ask  if  tl) 
would  ship  switchblades  to  California.  It's  illegal  to  own  ont 
these  weapons  with  a  blade  in  excess  of  two  inches  in  C| 
fornia,  which  would  make  the  majority  of  the  site's  inventor 
legal  in  the  state.  Customer  support's  prompt  response:  " 
take  orders  from  California  Seizures  are  about  10%  of  total 
mail  shipments.  To  improve  chances,  you'd  better  choose 
press  carrier  as  shipping  method." 

What's  more,  we  found  that  even  legitimate  businesses 
able  Web  outlaws.  Mainstream  sites  such  as  Yahoo!,  MSN, 
Google  help  steer  U.  S.  customers  to  gambling  sites.  They  [ 
cept  advertising  from  online  casinos  and  display  these  adsl 
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Gambling  sites  sell  their  services  in 
the  U.S.  and  other  nations  where 
Web  wagering  is  illegal.  There  are 
now  1,500  of  these  sites,  up  from 
650  in  2000.  Analysts  figure  there 
will  be  $1.5  billion  in  illegal  online 
gambling  in  the  U.S.  alone  this  year. 


I 


Attorneys  general  in  New  York  and 
other  states  have  threatened  legal 
action  against  banks,  including 
Citibank,  prompting  them  to  block 
online-gambling  transactions  that 
use  their  credit  cards.  Some  experts 
argue  that  Net  gambling  should  be 
legalized  so  it  can  be  regulated. 

Data:  Christiansen  Capital  Advisers  LLC. 
Bear.  Stearns  &  Co.,  BusinessWeek 


CHILD 
EXPLOITATION 


Tough  laws  greatly  reduced  child  porn 
20  years  ago.  But  the  ability  to  send 
photos  anonymously  via  the  Web  has 
revived  the  trade.  Filtering-software 
maker  SurfControl  says  it  found  800 
child-porn  sites  in  July,  2002,  up  from 
200  last  year. 

Cybercops  go  undercover  at  sites  and 
in  chat  rooms.  The  FBI  has  150  agents 
working  on  Internet  child-porn  cases 
today,  up  from  33  in  1996.  Last  year, 
the  FBI  arrested  514  people,  up  from 
68  in  '96.  Still,  child  porn  is  on  the 
rise.  The  National  Center  for  Missing  & 
Exploited  Children  got  21,611  com- 
plaints in  2001,  vs.  3,267  in  '98. 

Data:  SurfControl  PLC.  FBI 


FINANCIAL 
SHENANIGANS 


Financial  scams  can  be  blaste 
the  Net  in  days,  even  hours.  T 
curities  &  Exchange  Commiss 
about  500  e-mails  a  day  com 
about  financial  fraud  on  the  \A 
average  loss  per  person  jumpe 
to  $636,  in  2001  from  2000 

The  best  curb  may  be  to  stop 
Nearly  70%  of  the  complaints 
started  out  as  spam — e-mails 
promising  huge  returns.  The  f 
are  charging  mass  e-mailers  w 
deceptive  practices.  And  two 
before  Congress  propose  pena 
for  fake  headers  on  e-mail. 

Data:  Securities  &  Exchange  Commission.  Ju: 
National  Consumers  League 
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viewers  in  the  U.S. — including 
an  easy  one-click  link  to  place  a 
bet.  The  practice  is  so  wide- 
spread that  the  online-gaming 
industry  has  emerged  as  the 
fifth-biggest    buyer    of    Web 
ads — $2.5  billion  last  year,  ac- 
cording  to    comScore    Media 
Metrix.  "There  are  definitely 
some  legality  questions"  sur- 
rounding this  practice,  says  I. 
Nelson  Rose,  a  professor  at 
Whittier  Law  School.  Microsoft 
Corp.,  which  owns  MSN,  declined 
comment.  A  spokesperson  for 
Google  says  it  accepts  ads  from 
online  casinos  but  says  that  pol- 
icy could  change.  Yahoo  says  it 
will  stop  running  gambling  ads 
at  the  end  of  the  third  quarter. 
aol  Time  Warner  does  not  ac- 
cept gambling  ads  on  AOL  but 
does  on  its  Web  properties  such 
as  Netscape  and  MapQuest. 
Banks  lend  a  hand,  too,  by  processing  the  payments  of  cus- 
mers  in  the  U.S.  who  are  gambling  online  illegally.  Only 
uder  pressure  from  state  attorneys  general  have  some  banks 
arted  to  cut  off  credit  lines  to  gamblers.  "Online  gambling  pos- 
real  enforcement  difficulties  for  us,"  says  New  York  Attor- 
y  General  Eliot  Spitzer,  who  helped  get  a  June  14  agreement 
i  th  Citicorp  that  requires  the  credit-card  issuer  to  decline  pay- 
nts  for  online-gambling  transactions.  The  message  is  getting 
rough:  On  July  8,  auction  giant  eBay  Inc.,  which  agreed  to 


'•'', 


pay  $1.5  billion  to  acquire  online-payment  processor  PayPal,  said 
it  will  cancel  PayPal's  gaming  business  because  of  the  "uncer- 
tain legal  situation"  surrounding  it.  In  July,  PayPal  received  two 
federal  grand  jury  subpoenas  concerning  its  processing  of  online 
gambling  transactions. 

Not  all  Underground  Web  activity  is  outright  dishonest. 
Some  is  just  plain  vile.  Anyone  with  a  cause,  no  matter  how 
weird,  can  have  a  Web  site  or  chat  room  open  to  the  world. 
Bonnett's  autopsy  photos  were  posted  as  a  protest  against 
race-car  driving.  And  Deathndementia.com  tries  to  appeal 
to  rubberneckers  by  displaying  gory  accident  photos  and  of- 
fering links  to  2,000  sites,  including  Celebrity  Morgue. 

The  Underground  Web  is  bigger,  broader,  scarier,  and 
more  damaging  than  most  people  realize.  Here's  why: 

■  GAMBLING 

For  Debi  Baptiste,  an  addiction  to  online  gambling  proved  to 
be  more  than  she  could  handle.  After  she  lost  thousands  of 
dollars  playing  video  poker  in  bars  near  her  Portland  (Ore.) 
home,  she  and  her  husband,  John,  moved  to  San  Jose,  Calif, 
in  1999  for  a  fresh  start.  But  when  the  family  bought  a 
home  computer,  Debi,  1+0  at  the  time,  logged  on  to  the  Internet 
and  began  gambling  at  offshore  Web  sites — losing  more  than 
$50,000.  John  discovered  what  she  was  doing  and  changed  the 
computer's  password  to  lock  her  out.  So  she  started  staying  [ 
late  at  her  executive-secretary  job  to  wager  from  the  office. 

Her  gambling  drove  the  Baptistes'  relationship  past  its  ■ 
breaking  point.  On  Oct.  5,  2000,  John  left  divorce  papers  on  \ 
the  kitchen  table  before  going  to  work.  That  morning,  Debi  \ 
swallowed  1+0  Vicodin  tablets,  went  into  the  garage,  and  sat  in  \ 
the  driver's  seat  of  her  car.  Putting  the  divorce  papers  on  the  l 
dashboard,  alongside  pictures  of  her  two  stepdaughters  and  \ 


)'s  easy  access  and  far-flung  reach  has  made  it  a  productivity  tool  for  legitimate  businesses.  The  same 
teristics  also  have  made  it  easier  to  conduct  illegal  and  unethical  activities.  Here's  a  sampling: 


meddling  unlicensed  software, 
and  games.  Within  six  hours, 
material  is  on  10,000  sites, 
damage:  more  than  $9  billion 
oe^are  makers,  music  companies, 
vie  studios. 


stoms  says  there  are  10  major 


Jt  the  gangs.  In  December, 
is  busted  DrinkorDie,  an  inter- 
I  piracy  ring  that  accounted  for 
100  million  in  stolen  software 
,  is.  The  gang's  leaders  have 
)l|ail  time.  One  received  46 
,  a  stiff  penalty  for  software 

Customs,  International  Intellectual  Property  Alliance 


Sites  offering  fake  IDs,  such  as  driver's 
licenses,  are  popular  with  teens,  illegal 
immigrants,  and  thieves.  Sites  skirt  the 
law  by  calling  the  IDs  novelty  items. 
Some  sell  software  templates  so  buyers 
can  make  their  own  papers,  some  send 
finished  IDs.  Cost:  $9.99  to  $200. 

Some  states  are  adopting  more 
complex  drivers'  licenses  that  will 
include  a  hologram,  bar  code,  and 
a  digital  photo.  Law-enforcement 
officials  will  be  able  to  scan  the  new 
licenses  through  card  readers  similar 
to  those  used  in  supermarkets  to 
determine  if  a  license  is  legitimate. 

Data:  Federal  Trade  Commission,  BusinessWeek 


Rogue  pharmacies  peddle  Rx  drugs 
without  legitimate  medical  exams. 
More  than  400  sites  offer  prescriptions 
without  in-person  exams,  vs.  fewer 
than  12  in  '98.  And  recipes  for  making 
illegal  drugs,  such  as  Ecstasy,  are 
widely  circulated  in  cyberspace. 

There's  no  solution  in  sight.  Prosecu- 
tors are  getting  more  aggressive  in  an 
attempt  to  deter  future  crimes.  One 
Oklahoma  doctor  who  prescribed 
painkillers  to  5,000  people  was 
sentenced  to  four  years  in  prison. 
But  rogue  pharmacies  offshore 
continue  to  market  to  Americans. 

Data:  Justice  Dept.,  American  Medical  Assn.. 
BusinessWeek 
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her  dog,  she  turned  on  the  car. 
John  found  Debi  in  the  ex- 
haust-choked garage  hours  lat- 
er. "I  still  loved  her.  I  would 
have  stuck  with  her,"  he  says. 
"When  I  brought  a  computer 
into  my  house,  little  did  I 
know  I  also  brought  a  slot  ma- 
chine into  my  house." 


Type  "casino"  into  any  In- 
ternet search  engine,  and  hun- 
dreds of  gambling  sites  sur- 
face. If  you  spend  any  time  on 
the  Web,  you're  almost  certain 
to  run  across  advertisements 
trying  to  lure  you  to  visit  a 
gambling  site.  With  names  like 
Prestige  Casino,  River  Belle, 
and  Aces  High,  these  online 
casinos  try  to  convey  all  the 
pizzazz  of  the  Las  Vegas  Strip. 
And  people  are  betting  Ve- 
gas-size bankrolls.  The  amount 
of  money  pouring  into  Inter- 
net casinos  has  skyrocketed 
from  $2.2  billion  in  2000  to  $4.1 
billion  this  year,  according  to 
researcher  Christiansen  Capital 
Advisors  LLC.  That's  about  5% 
of  the  size  of  the  legal  U.  S. 
gambling  industry.  Bear, 
Stearns  &  Co.  estimates  that 
1,500  gambling  sites  have  sprouted  across  the  globe,  more 
than  double  the  650  casinos  on  the  Internet  two  years  ago. 
They're  covering  bets  from  approximately  4.5  million  people 
worldwide,  slightly  over  half  of  them  from  the  U.  S. 

Strict  laws  in  the  U.S.  prohibiting  online  gambling  are 
proving  about  as  powerful  a  deterrent  as  Prohibition  was  to 
drinking  in  the  1920s.  Most  forms  of  online  gambling  are 
banned  by  a  patchwork  of  federal  and  state  laws,  save  for 
state-by-state  exceptions  for  things  such  as  lotteries  or  horse- 
betting.  Yet  at  least  80%  of  the  online  gambling  done  in  the 
U.  S.  is  illegal,  estimates  Bear  Stearns  analyst  Jason  N.  Ader. 
Law-enforcement  authorities  can't  do  much  about  it  be- 
cause online  casinos  typically  set  up  their  headquarters  in 
countries  such  as  Britain,  Australia,  or  Costa  Rica,  where  In- 
ternet gaming  is  legal.  U.  S.  Justice  Dept.  officials  say  they  can 
flex  their  authority  if  a  casino  owner  travels  to  U.  S.  soil,  op- 
erates through  a  U.  S.  bank,  or  sets  up  offices  inside  the  coun- 
try. So  far,  there  have 
been  few  convictions. 
BusinessWeek  re- 
porters tagged  along 
with  gamblers  to  get  an  inside  look  at  online  wagering.  Take 
Kenny  (not  his  real  name),  a  29-year-old  financial  analyst  who 
bets  weekly  on  sports  at  SportingbetusA,  a  site  owned  by  a 
British  company  and  operated  in  Costa  Rica.  The  site  offers 
wagers  on  everything  from  professional  baseball  to  NASCAR 
races.  Kenny  chooses  baseball.  After  entering  a  password, 
Kenny  looks  over  a  betting  sheet,  enters  a  dollar  amount, 
and  clicks  the  box  next  to  the  team  he  wants  to  bet  on.  He  had 
previously  given  the  site  his  charge-card  number.  In  less  than 
two  minutes,  Kenny  has  $50  riding  on  the  underdog  New 
York  Mets  vs.  the  New  York  Yankees.  The  Mets  win,  and  he 
pockets  a  tidy  $59  profit.  "It's  all  really  very  easy,"  he  says. 

Maybe  too  easy.  Without  the  time-consuming  effort  of 
traveling  to  a  casino,  the  pressure  on  problem  gamblers  such 
as  Debi  Baptiste  is  hard  to  resist.  Indeed,  the  always-available 


Special  Report 


gambling  fix  has  led  to  more  addicted  gamblers  while  p 
senting  a  steep  challenge  to  their  recovery,  say  health-ci 
workers.  The  California  Council  on  Problem  Gambling  says 
callers  to  its  help  line  last  year  pinpointed  Internet  gambli 
as  their  downfall — up  from  virtually  none  in  past  years.  "T. 
Internet  is  making  the  problem  a  thousand  times  worse  1 
cause  of  its  accessibility  and  increased  ability  to  hide  t 
problem  behavior,"  says  Eric  Geffner,  a  clinical  psychologist 
Southern  California  who  works  with  gambling  addicts. 

■  DRUGS 


Tlie  easy  availability  of  drugs  on  the  Web  proved  deadly 
Eric  Perrin.  An  avid  bodybuilder,  Perrin  bought  some  di 
trophenol,  or  DNP,  over  the  Net  last  summer  because  it  v 
supposed  to  help  him  lose  weight  and  get  better  muscle  d 
nition.  While  DNP  is  promoted  on  some  fitness  Web  sites,  it's 
legal  to  sell  for  human  consumption.  The  chemical  is  le: 
only  for  use  in  industrial  applications  such  as  a  coating 
railroad  ties  to  kill  fungus.  In  humans,  DNP  can  shut  do 
ttie  liver,  kidneys,  and  central  nervous  system.  Last  Augi 
Perrin  took  DNP  for  several  days.  As  his  body  temperature 
gan  to  rise  and  his  heart  started  to  race,  his  mother,  Barba 
grew  concerned.  "He  told  me,  'Don't  worry,  Mom,  I'll  be 
right,'"  sluz  says.  "He  was  in  a  lot  of  pain."  Eric  died  on 
6  at  a  hospital  near  his  home  in  Baldwin,  N.Y.  He  was  2. 


- 


While  the  local  U.  S.  Attorney  is  prosecuting  the  man  who 
legedly  sold  Eric  Perrin  the  DNP,  Barbara  Perrin 
thinks  the  dealer  isn't  the  real  culprit.  She  places 
most  of  the  blame  on  the  Internet  and  Elite  Fitness, 
a  New  York  company  that  runs  the  Web  site  where 
her  son  read  about  the  supposed  benefits  of  DNP  and 
got  in  touch  with  the  dealer.  She  is  convinced  that 
without  the  Web,  her  son  wrould  be  alive  today,  "dnp 
is  not  something  you  find  easily,"  she  says.  Without 
the  Internet,  "Eric  may  have  gotten  steroids,  but 
not  DNP." 

Even  today,  Elite  Fitness  provides  what  appears  to 
be  a  forum  for  people  to  meet  wrho  are  interested  in 
drugs.  With  a  quick  search  of  the  site,  BusiiwssWeek 
found  dozens  of  postings  from  bodybuilders  promoting 
the  benefits  of  DNP,  explaining  how  to  use  the  drug, 
and  downplaying  its  health  risks.  After  one  visitor 
asked  on  an  electronic  bulletin  board  why  people  die 
from  taking  DNP,  one  of  the  site's  moderators  re- 
sponded by  WTiting:  "Get  your  fluids,  and  you'll  [b]e 
A-O.  K."  Another  moderator  posted  ground  rules  for 
members  to  communicate  in  private  so  they  could 
share  information  about  "sources."  And  members 
write  that  the  best  way  to  check  out  a  source  for  re- 
stricted drugs  is  to  e-mail  a  moderator. 
Paul  Willingham,   a 

partner  at   New  ^^^^^— 

York's  Caliber  De-  ,  | 

sign    Inc.,   which 
owns  Elite  Fitness, 
says  the  site  simply 
provides  a  vehicle  for 
bodybuilders  to  talk 
about  any  subject.  "We 
don't  provide  a  forum 
to  buy  and  sell  drugs," 
he  says.  "We're  build- 
ing a  community  for  dis- 
cussing physical  fitness." 

Willingham,  like  the 
moderator  on  Elite,  ar- 
gues that  dnp  is  safe. 
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1 1  e  says  that  dnp  is  only  dangerous  if  it  is  combined  with 

1 1  her  drugs,  such  as  Ecstasy  or  speed.  Dr.  Thomas  Manning, 

ie  chief  toxicologist  at  the  Nassau  County  Medical  Exam- 

er's  office,  says  that  Perrin  had  no  other  chemicals  in  his 

xly  at  the  time  of  death. 

Drug  trafficking  over  the  Internet  is  rampant.  Bodybuilding 
-ugs  are  plentiful.  You  can  find  recipes  for  making  metham- 
letamines,  Ecstasy,  and  the  notorious  date-rape  drug  ghb 
well  as  links  to  buy  the  chemicals  needed  to  make  them. 
Dt?  Simply  go  to  Marijuana.com,  and  there's  an  advertisement 
r  "Top-quality  Marijuana  seeds  delivered  discreetly  world- 
wide." Says  Kansas  Attorney  General  Carla  J.  Stovall:  "There 
•e  really  no  limitations  to  what  you  can  get  over  the  Internet." 
Illegal  drugs  aren't  even  the  big  problem.  The  most  explo- 
re kind  of  drug  dealing  on  the  Internet  is  selling  prescription 
aigs  without  a  prescription.  Rogue  pharmacies  have  been  set 
)  throughout  the  U.  S.  and  abroad  and  are  blanketing  the  In- 
irnet  with  offers  for  all  sorts  of  drugs.  The  most  popular  is 
e  sexual  aid  Viagra — available  from  many  sites  without  an  in- 
;rson  doctor's  exam,  even  though  Viagra  requires  a  medical 
^am  in  most  states.  The  National  Association  of  Boards  of 
fiarmacy  estimates  that  the  number  of  "instant"  online  phar- 
macies, which  send  out  prescription  drugs  with  no  doctor 
;am,  has  ballooned,  to  about  400  from  fewer  than  30  in  1999. 
And  it's  not  all  as  innocent  as  trying  to  get  Viagra  without 
|i  embarrassing  doctor's  visit.  Painkillers  are  among  the 
ost  popular  drugs  sold  by  rogue  pharmacies  because  some, 
large  doses,  can  give  users  a  high  similar  to  heroin.  In 


March,  a  federal  grand  jury  in  Texas  indicted  three  doctors 
and  several  other  people  for  running  Pillbox  Pharmacy,  an  In- 
ternet store  that  sold  the  painkiller  hydrocodone  and  other 
drugs  to  patients  who  were  never  examined.  One  of  the  doc- 
tors involved  pleaded  guilty,  and  the  others  are  awaiting 
trial.  "This  is  a  very  popular  drug — and  very  addictive," 
says  Jerry  Ellis,  the  Drug  Enforcement  Administration  man- 
ager who  headed  the  investigation.  Pillbox  sold  at  least  $7.7 
million  worth  of  drugs  and  attracted  5,000  customers  in  2000 
and  2001  before  being  shut  down. 

In  some  cases,  it's  innocent  people  who  get  hurt.  Dr.  Pietr 
Hitzig  used  the  Net  to  solicit  patients,  claiming  he  could 
treat  just  about  anything — cirrhosis,  obesity,  even  Gulf  War 
syndrome.  The  Baltimore  doctor  lured  in  more  than  1,000  pa- 
tients in  the  mid-1990s,  charging  each  $1,500  and  up  for  a 
combination  of  the  diet  drug  phentermine  and  other  con- 
trolled substances.  The  dea  found  that  Hitzig's  treatments 
were  causing  psychosis  and  other  problems  in  patients,  and 
last  November  he  was  sentenced  to  45  months  in  prison  for  il- 
legal distribution  of  controlled  substances.  "He  attracted  peo- 
ple who  weren't  seeking  drugs.  They  were  looking  for  help," 
says  Cathy  Gallagher,  a  dea  supervisor  in  Baltimore. 


CHILD  PORN 


In  May,  2000,  Russians  Sergey  Garbko  and  Vsevolod  Solntsev- 
Elbe  created  a  booming  international  business  overnight: 
selling  child  pornography  via  the  Internet.  Their  Blue  Orchid 
site  attracted  customers  who  were  willing  to  pay  up  to  $300  for 
videos  made  in  the  1980s.  Then,  to  get  something  fresh  to  of- 
fer their  clientele,  the  two  Muscovites  hired  an  acquaintance, 
Victor  Razumov,  to  make  new  videos  of  himself  having  forced 
sex  with  a  15 -year-old  boy. 

Not  long  after,  Russian  authorities  investigating  Blue  Or- 
chid discovered  that  the  English-language  site  was  running 
on  a  computer  in  the  U.S.  Moscow  police  called  in  U.S. 
Customs,  and  investigators  set  up  a  sting.  On  Mar.  2,  2001, 
Garbko  and  Solntsev-Elbe  were  busted.  Police  have  made 
16  arrests  in  the  U.  S.  and  Russia.  Razumov  is  serving  seven 
years  for  rape.  Because  Russia  has  no  child-porn  laws, 
Garbko  and  Solntsev-Elbe  received  only  six-month  sentences. 

The  Internet  has  brought  new  life  to  the  child-porn  trade. 
That's  maddening  for  officials  who  thought  they  had  nearly 
wiped  it  out  with  tougher  laws.  Anyone  caught  possessing, 
making,  or  distributing  child  porn  in  the  U.  S.  can  get  up  to  15 
years  in  jail.  But  the  anonymity  of  the  Web  and  the  difficulty  of 
finding  and  shutting  down  sites  around  the  world  helps  pornog- 
raphers  and  their  customers  escape  the  law's  clutches.  Instead 
of  having  to  scrounge  for  material  in  red-light  districts,  child- 
porn  offenders  can  meet  thousands  of  others  like  themselves  on- 
line— buying  or  sharing  porn  without  much  fear  of  arrest. 
"We're  seeing  all  new  people  becoming  involved  who  have  no 
prior  police  contact,"  says  Peter  D.  Banks,  director  of  training 
at  the  National  Center  for  Missing  &  Exploited  Children.  "The 
ability  to  be  anonymous  has  put  them  over  the  edge." 

Law-enforcement  officials  estimate  that  there  are  thousands 
of  child-porn  sites.  And  the  number  is  growing.  The  National 

Center's  CyberTipline  says  it  re- 
ceived 21,611  complaints  about  such 
sites  in  2001,  up  from  16,724  the 
year  before  and  3,267  in  1998.  Last 
year,  the  FBI  made  514  arrests  for 
online  child  porn,  up  from  68  in 
1996. 

As  the  number  of  sites  rises,  so 
do  fears  that  more  children  are  be- 
ing sexually  abused.  Some  online 
porn  rings  require  members  to  post 


GAMBLING 

John  Baptiste's 
wife,  Debi  (inset) 
committed  suicide 
after  losing  more 
than  $50,000  at 
illegal  gambling 
Web  sites 
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ILLEGAL 
DRUGS 

Eric  Perrin,  22, 
died  after  using 
DNP  bought 
from  someone  he 
met  through  a 
bodybuilding  site 


new  photos  to  join, 
since  many  of  the 
photos  circulating  on 
the  Net  are  old. 

Finding  child  porn 
online  is   shockingly 
easy.  A  Web  search 
by  BusinessWeek  re- 
porters for  "little  to- 
las" or  "little  boys" 
turned  up  five  sites 
with  hundreds  of  pic- 
tures of  naked  children.  These  sites  claim  they 
remain  within  the  law  because  the  photos  they 
post  do  not  show  sex  acts.  But  law-enforce- 
ment officials  say  that  about  80%  of  the  sites 
that  show  nude  pictures  of  children  also  feature 
kiddie  porn  or  provide  links  to  child-porn  sites. 
A  search  of  the  domain  registry  for  these  sites 
showed  owners  in  Russia,  Britain,  Grand  Cay- 
man, and  Tonga.  None  of  the  sites  returned  e- 
mail  questions  or  phone  calls. 

It  may  get  even  harder  to  stop  child  porn 
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that 


On  Apr.  16,  the  Supreme  Court  ruled 
it's  unlawful  to  ban  virtual  child  porn — com- 
puter-generated photos — because  no  child  is 
involved  or  harmed  in  making  them.  The 
case  was  brought  by  a  trade  association  for 
adult-movie  makers,  which  objected  to  the 
law  on  First  Amendment  grounds.  The  gov- 
ernment says  the  ruling  will  make  it  tougher 
to  prosecute  cases  because  it  wall  be  difficult  to  tell  virtual 
porn  from  the  real  thing.  "We're  going  to  be  forced  to  prove 
that  every  picture  is  a  real  child,"  says  U.  S.  Customs'  Delli- 
Colli. 


i  used  by  body- 
egal  drugs, 
onder  Food  and 
atutes  with  two 
'  without  proper 
*  count  was  for 
initrophenol  to 
e  second  count 
%  it  to  an  under- 
}ept.  8. 

Gaithersburg, 
id.,  shortly  after 
iictment  does  not 
^  death. 

attorney  could 

it.  If  convicted, 

3  years  in  prison. 

vas  not  charged 

because  there 
^new  the  drug 


s  lonj-banned  diet  drug. 


MONEY  SCAMS 


Cheryl  Muzingo's  travails  started  with  a  phone  call  from 
Discover  Financial  Services  two  years  ago.  Someone  had 
used  Iier  name  and  Social  Security  number  to  apply  for  16 
credit  cards  online — and  two  had  been  approved.  The  swindler 
racked  up  $11,000  in  bills  for  tickets  to  Disneyland,  cash  ad- 
vances at  casinos,  and  visits  to  a  nail  salon.  The  applications 
were  online,  so  there  was  no  paper  trail.  Arid  the  police 
wouldn't  investigate,  claiming  the  crime  was  outside  their  ju- 
risdiction. The  37-year-old  accountant  from  Henderson,  Nev., 

did  some  sleuthing 
and  found  that  Joa- 
nessa  Warner,  who 
worked  at  her  compa- 
ny's travel  agency,  had  stolen  her  data.  Last  October,  Warner 
was  sentenced  to  three  years'  probation  and  had  to  repay 
$9,550  to  one  credit-card  company.  Today,  Muzingo  fears  her 
identity  will  be  stolen  again.  "It  has  been  horrible,"  she  says. 


Special  Report 


Identity  theft,  stock  manipulation,  stolen  credit  cards — the 
Internet  makes  all  these  scams  easier  than  ever  before.  Frauds 
that  used  to  take  days  or  weeks  to  cook  up  because  they  re- 
quired office  space,  phones,  and  the  postal  service  are  done  in 
minutes.  In  that 
time,  they  reach 
millions  of  potential 
marks.  "The  Inter- 
net has  altered  the 
playing  field  for 
scam  artists,"  says 
John  Reed  Stark, 
chief   of   Internet 
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enforcement  at  the  Securities  &  Exchange  Commissi 
BusinessWeek  estimates  that  financial  fraud  on  the  I 
costs  businesses  and  consumers  $22  billion  annually,  based 
law-enforcement  and  analyst  projections.  Online  identity  th 
led  to  losses  of  $12  billion  last  year,  according  to  the  Ident 
Theft  Resource  Center,  a  San  Diego  nonprofit  group  ti 
helps  victims.  Meanwhile,  the  sec  prosecuted  cases  last  yeai 
which  investors  lost  $1.5  billion  from  Internet  stock-manipi 
tion  schemes.  Since  the  government  estimates  that  only  1  in 
Web  cases  is  reported,  actual  losses  could  easily  top  $10  billi 
The  scams  aren't  hard  to  find.  A  BusinessWeek  reporter  - 
ited  Yahoo's  discussion  boards  and  was  directed  to  priv 
discussion  groups,  known  as  Internet  Relay  Chats  (irc).  Fr 
there,  it  wras  easy  to  glide  into  DALnet,  a  hangout  for  dealers 
stolen  credit-card  numbers,  obtained  by  hacking  into  systems 
Internet  merchants.  A  visit  to  any  of  the  chat  rooms — #tht 
#thacc,  #cchome,  or  #shell_root — revealed  hackers  buying  i 
selling  credit-card  numbers  for  50c  to  $1  each.  At  the  #th 
chat  room,  there's  a  plea  from  user  xsythehell:  "Need  Disc 
er  cards,  msg  me  for  a  deal."  Within  seconds,  a  note  pops 
from  user  kamusapa  with  a  few  Discover  card  numbers. 

The  con  artists  are  careful  not  to  get  ripped  off  themseh 
and  no  transaction  takes  place  without  first  checking  the 
lidity  of  the  numbers.  On  the  message  board  is  a  progr 
that  checks  the  16-digit  number  against  the  same  database 
line  merchants  use  to  verify  credit-card  numbers.  Seve 
numbers  quickly  pop  up  as  invalid.  Then,  a  rash  of  m 
bers  that  are  also  being  shopped  go  through  as  valid.  Al 
that,  the  transaction  becomes  private — the  buyer  and  se 


Some  child-porn  rings  require  member, 
to  post  fresh  photos  to  join.  Are  more 
children  being  abused  to  fulfill  demand 


ad*van«tage//z6^/z  2:  a 
favorable  position  due  to  a 
positive  choice  of  action. 


Right  now  you  can  choose  the  Honda  you  want  at  a  savings  you '//  love. 

The  2002  Honda  Clearance.  It  won't  last  forever  (the  best  things  never  do). 

Come  now,  while  the  advantage  is  all  yours. 


great  ad«van«tage: 

The  2002 
Honda  Clearance 

Lucky  you 


See  Your  Honda  Dealer  Today 
honda.com 


I  Vmericui  Honda  Mow  Co.,  Inc. 


use  instant  messenger  software  to  contact  each  other  and  set 
up  payment  and  delivery  of  the  credit-card  numbers. 

Falling  prey  to  ripoff  artists  is  surprisingly  easy.  In  the 
course  of  researching  this  article,  the  credit-card  number  of  one 

of  the  writers  of  this 
story  was  pinched  and 
used  to  try  to  buy  30 
Intel  Pentium  4  chips 
at  solutions4sure.com,  a  subsidiary  of  Office  Depot  Inc.  Red 
flags  went  up  because  the  order  called  for  delivery  to  an  ad- 
dress in  Atlanta,  though  the  cardholder  lives  in  New  York. 
When  the  Internet  retailer  called  to  verify  the  $6,700  order,  it 
was  squelched.  It's  not  known  how  the  information  and  phone 
number  were  obtained. 


Special  Report 


WHAT  TO  DO 


Every  44  seconds,  an  unsavory  act  is  committed  on  the  In- 
ternet. The  potential  for  sordid  activities  is  as  vast  as  the 
Web.  There  are  no  borders  to  patrol,  and  no  single  law-en- 
forcement agency  is  authorized  to  clean  up  cyberspace. 

What  can  be  done?  First,  there  needs  to  be  a  better  un- 
derstanding among  law-enforcement  officials,  legislators,  and  cit- 
izens that  the  Underground  Web  is  a  serious  problem.  High- 
profile  sectors  such  as  terrorism  and  child  porn  are  getting  the 
funding  for  investigators  and  the  necessary  technology  to 
weed  out  wrongdoing.  But  other  areas,  including  gambling 
and  drugs,  get  only  modest  attention  from  officials.  When  it 
comes  to  drugs,  politicians  think  citizens  care  more  about 
sales  on  the  streets  than  on  the  Net.  Yet  online  drug  peddling 
can  be  worse.  "A  doctor  pre- 

IDENTITY  THEFT 
When  Cheryl  Muzin- 
go's  Social  Security 
number  was  used  to 
rack  up  credit-card 
bills,  police  said  the 
crime  was  out  of 
their  jurisdiction 


scribing  drugs  over  the  In- 
ternet can  reach  many,  many 
more  people  than  a  street- 
level  drug  dealer,"  says 
Robert  McCampbell,  a  U.S. 
Attorney  in  Oklahoma  who 
has  prosecuted  Net  drug 
sales. 

One  consistent  problem  is 
balkanization.   Too   many 
cops  are  stuck  in  a  game  of 
jurisdictional  roulette.  In- 
ternet financial  fraud,  for  example,  can  be  investi- 
gated by  the  FBI,  Secret  Service,  Justice  Dept.,  sec, 
or  the  Federal  Trade  Commission.  If  it's  interna- 
tional, then  the  Customs  Service  can  weigh  in.  The 
resulting  competition  and  confusion  among  agencies 
works  to  the  advantage  of  criminals. 

One  solution  is  to  make  clear  who  is  responsible 
for  policing  the  Web.  The  Secret  Service  could  take 
overall  responsibility  for  financial  fraud  on  the  Internet  since 
it  has  a  lot  of  experience  fighting  cybercrime.  The  FBI  would 
be  the  logical  choice  for  online  gambling  and  child  porn.  The 
dea  could  target  Internet  drug  dealing.  The  agency  already 
has  set  up  a  special  Net  investigations  unit,  though  it  hasn't 
begun  operating  yet. 

After  establishing  who  will  fight  crime  on  the  Web,  there 
are  a  number  of  state  models  that  cops  could  follow  to  attack 
the  problems.  California,  for  example,  has  made  progress  in 
stopping  identity  theft.  Because  a  lot  of  thieves  get  credit- 
card  data  from  paper  receipts,  the  state  requires  all  credit- 
card  receipts  to  include  only  the  last  five  card  numbers.  Cal- 
ifornia also  requires  police  to  take  reports  from  victims, 
something  many  local  police  forces  are  reluctant  to  do  since 
they  view  id  theft  as  out  of  their  jurisdiction.  Expanding  the 
California  approach  nationwide  may  prove  effective. 

When  it  comes  to  drug  sales,  Kentucky  has  one  of  the  most 
advanced  systems  in  the  country.  Pharmacies  in  most  states 


don't  share  data.  Kentucky,  however,  has  built  an  integ 
computer  system  that  tracks  drug  sales  from  all  phai 
cies  in  the  state.  The  technology  allows  doctors  or  pharmac 
to  see  in  an  instant  whether  a  patient  has  a  drug  probler 
and  it  lets  regulators  see  whether  a  doctor  or  pharmacist 
prescribing  unusual  quantities  of  drugs.  "If  we  could  cl<j 
Kentucky,  we  would,"  says  Kate  Malliarakis,  a  branch  chie^ 
the  Office  of  National  Drug  Control  Policy. 

Many  states,  led  by  Nevada,  have  tried  to  crack  downl 
spam,  but  there  are  no  federal  laws  against  mass,  unsolici| 
e-mail.  Such  legislation  is  important  since  spam  is  one 
the  chief  ways  fraudsters  market  their  scams.  To  cut  do\ 
spam,  heavy  fines  should  be  imposed.  One  bill  before 
gress — Controlling  the  Assault  of  Non-Solicited  Porno| 
phy  &  Marketing  (canspam) — comes  the  closest.  The 
would  let  the  ftc  penalize  senders  of  unsolicited  e-mail 
require  valid  "remove  me"  options  on  all  messages. 

Nothing  will  work,  however,  without  putting  teeth  into 
laws  that  are  already  on  the  books.  The  best  deterrent  ma\ 
a  clear  message  that  both  the  supplier  and  the  buyer  of  ille| 
goods  will  face  stiff  penalties  if  they're  caught.  That  ha 
been  so  in  the  past,  but  it  could  be  changing.  On  May  17,  onJ 
the  leaders  of  an  international  Internet  ring  that  pirated  s| 
ware,  movies,  and  games  was  sentenced  to  46  months! 
prison,  one  of  the  longest  sentences  for  theft  of  intellectual  pr| 
erty  Customs  agents  who  monitor  chat  rooms  where  pi 
hang  out  say  there  was  shock  over  such  stiff  sentences.  'Ted 
were  saying,  'I'm  getting  out  of  the  game,'"  says  CustcJ 
Agent  Allan  Doody. 

Congress  appears  ready  to  get  tough.  On  July  15, 
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U.  S.  House  of  Representatives  approved  The  Cyber  Se 
ty  Enhancement  Act,  which  promises  life  sentences  for  cy 
attacks  that  recklessly  endanger  human  life.  Today,  the  rr 
imum  prison  term  is  10  years. 

There  will  always  be  a  seedy  side  to  the  Internet,  jusi 
there  is  one  to  every  city.  Cleaning  up  the  Net  will  take  \ 
lance  and  a  slew  of  legal  and  public  actions.  For  now,  thoi 
the  Web  has  too  many  dark  and  dangerous  corners  and  too 
tie  law  and  order. 

By  Ira  Soger,  Ben  Elgin,  Peter  Elstrom,  Faith  Keei, 
and  Pallavi  Gogoi 
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Information  Technology 


DATA  STORAGE 


EVERYBODY  WANTS 
TO  EAT  EMC'S  LUNCH 


Rivals  are  rushing  into  its 
market,  and  margins  are 
shrinking.  Will  a  new  focus 
on  software  save  the  day? 

It's  a  humdrum  office  park  27  miles 
west  of  Boston.  But  through  the  '90s, 
the  Hopkinton  (Mass.)  home  of  EMC 
Corp.  was  the  global  capital  of  the 
soaring  data-storage  market,  emc's  stock 
rose  from  a  split-adjusted  7<2  to  $101, 
making  it  the  top  performer  in  the  Stan- 
dard &  Poor's  500-stock  in- 
dex during  the  '90s.  The 
world  was  bursting  with 
digital  information,  and 
emc's  massive  disk-drive 
machines,  regarded  as  the 
best  of  breed,  gave  compa- 
nies around  the  world  a  se- 
cure place  to  store  every 
last  bit.  Naturally,  it  came 
at  a  premium  price.  One 
competitor  joked  that 
"emc"  stood  for  Excessive 
Margin  Co. 

Those  margins  are  shriv- 
eling fast,  as  legions  of 
competitors,  including  IBM, 
Hewlett-Packard,  Dell 
Computer,  and  dozens  of 
upstarts,  rush  into  the 
market.  They're  not  all 
building  the  refrigerator-size  machines 
that  emc  made  famous.  These  days,  even 
startups  and  midsize  companies  want 
storage,  and  they're  demanding  cheaper 
machines — all  of  them  linked  to  net- 
works. The  key  is  no  longer  simply  to 
save  the  information  but  to  manage  and 
retrieve  it  faster. 

That's  why  on  Aug.  20,  Cisco  Sys- 
tems Inc.  made  a  play  to  grab  a  bigger 
chunk  of  network  storage.  It  announced 
an  agreement  to  purchase  Andiamo 
Systems  Inc.,  a  maker  of  storage 
switches.  For  now,  Cisco  is  angling  for 
leadership  in  the  $1  billion  switch  mar- 
ket, which  is  off  emc's  turf.  "But  Cisco 
may  have  grander  ambitions,"  says 
Steve  Duplessie,  founder  of  The  En- 
terprise Storage  Group  Inc.,  a  consul- 


A  POWERFUL 

PACK  OF 
COMPETITORS 


Its  share  rose  from 
12.7%  in  2000  to 
15.6%  in  '01,  while 
EMC's  fell  from  20% 
to  17.3%.  It  hopes 
to  up  the  ante  with 
software  linking  stor- 
age and  networks. 


tancy  in  Hopkinton.  "Then  it  could  get 
ugly  for  emc." 

emc  already  has  all  the  competition  it 
needs.  Its  stock  price  has  withered  to  a 
mere  7%  of  its  2000  high,  and  HP, 
strengthened  by  its  Compaq  Computer 
Corp.  acquisition,  has  raced  ahead  in 
market  share,  with  25.6%  to  emc's  17.3%. 
The  question  now  is  whether  emc  ceo 
Joseph  M.  Tucci  can  lead  the  $7  billion 
company  through  a  wrenching  transfor- 
mation to  software  and  services — without 
succumbing  to  a  takeover.  To  do  so.  he 
must  match  former  IBM  Chairman  Louis 
V.  Gerstner  Jr.,  who  pulled 
off  a  similar  makeover  in 
the  '90s.  That  was  a  Her- 
culean task.  What's  more, 
analysts  say,  emc,  a  far 
smaller  company  than  IBM, 
with  a  market  capitaliza- 
tion of  $16.8  billion,  could 
get  even  cheaper,  becom- 
ing irresistibly  bite-sized  as 
it  struggles  to  remake  it- 
self in  a  merciless  market. 
"Their  window  [to  change] 
is  closing,"  says  Ashok  Ku- 
mar, senior  research  ana- 
lyst at  U.  S.  Bancorp  Piper 
Jaffray. 

Who  would  buy  EMC? 
Now  that  storage  is  grow- 
ing in  corporate  networks, 
practically  every  big  tech 
company  is  pushing  into  the  business. 
They  all  want  to  sell  a  complete  suite  of 
digital  offerings  to  their  customers,  and 
EMC,  despite  its  bumps  and  bruises,  is 
still  at  the  front  of  the 
class  in  storage  hardware 
and  software.  This  would 
make  the  former  highflier  a 
juicy  target  not  only  for 
IBM  and  HP  but  also  for 
newcomers  to  storage  such 
as  Cisco  and  Dell.  Bear, 
Steams  &  Co.  analyst  An- 
drew Neff  predicts  a  possi- 
ble hp-emc  merger.  Of 
course,  HP,  fresh  from  its 
Compaq  purchase,  won't 
likely  be  in  a  courting 
mood  for  a  year.  Still,  the 
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The  acquisition  of  Com 
paq  made  HP  No.  1  in 
storage.  It  now  rules 
the  fast-growing  mid 
size  market  with  a 
41%  share,  vs. 
EMC's  6%.  On  Aug. 
20,  it  said  it  would 
share  key  technical 
specs  with  IBM 


CHANGE  AGENT 

CEO  Tucci 


deal  has  a  certain  logic:  emc  would  i 
vide  HP  with  its  own  top-of-the-line 
fering,  Neff  says — while  breaking 
emc'?  increasingly  chummy  relations  v 
Dell.  HP  officials  declined  to  commen 
emc's  ability  to  ren 
independent  hinges  on  s 
ware.  The  big  challeng 
to  come  up  with  a  progi 
that  stitches  together 
day's  crazy  quilt  of  stoi 
systems.  The  typical  c 
center  has  several  type 
storage  boxes  on  its  f 


that  can't  talk  to  one 
other  or  share  stor 
space  if  one  gets  o\ 
loaded.  The  magic  bu 
for  them  would  be  s 
ware  that  connects  tr 
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and  automates  management,  taking 
t  ch  of  the  manual  labor — and  cost — 
I .  of  the  process. 

<   engineers  are  racing  to  come  up 

h  just  such  magic.  A  program  called 

"  tois  promises  to  let  cor- 

ite  managers  store  and 

eve   data   no   matter 

f.  at  machine  it  resides  on. 

'uble  is,  rivals  are  fol- 
*  ing  suit — and  Auto  is 
i  t  complete,  though  a  big 
t  ce  is  due  in  October. 
I  le  Autois  vision  is  com- 
e  ling,  but  we  need  to  see 
r  ivery,"    says    Paul    J. 

Shey,  chief  information 
ii  cer  at  Staples  Inc.,  who 
I  rs  storage  from   EMC, 
and  HP. 


WAX 


Last  year,  it  partnered 
with  EMC  to  sell 
mid  range  storage  box- 
es. Now  Dell  plans  to 
make  and  sell  a  low- 
end  unit,  using  EMC 
technology.  The  risk: 
Dell's  knowhow  will 
grow  until  it  no  longer 
needs  EMC. 


EMC 

A  punishing  hard- 
ware market  has 
pushed  longtime 


into  the  red  and 
battered  its  stock. 
EMC's  goal  now  is 
to  move  into  more 
profitable  storage 
software  and  serv- 
ices. The  risk: 
head-on  collisions 
with  burly  rivals. 


Tucci  doesn't  downplay 
the  immense  job  ahead. 
He  blocked  out  14  days 
for  vacation  this  year  but 
has  managed  to  slip  away 
for  only  two.  He's  too 
busy  mapping  out  a  plan 
for  his  specialty  business 
to  survive  in  a  world  of 
giants.  The  strategy:  EMC, 
in  the  fashion  of  Japan's 
keiretsu,  teams  up  with 
a  group  of  service  part- 
ners, including  Accenture 
and  Electronic  Data  Sys- 
tems, to  sell  and  install 
the  systems.  And  an 
eventual  merger?  "I  don't 
spend  a  second  worrying 
about  it,"  he  says. 

He  has  more  immedi- 
ate concerns.  Hardware 
makes  up  56%  of  his 
business,  and  prices  are  plunging  at 
least  30%  a  year.  This  is  likely  to  help 
drive  down  revenue  from  $7  billion  last 
year  to  $5.7  billion  in  2002,  while  earn- 
ings tumble  from  last  year's  $168  mil- 
lion, excluding  restructur- 
ing charges  of  $825  million, 
to  a  net  loss  of  $84  mil- 
lion, predicts  Neff  of  Bear 
Stearns.  Even  with  rev- 
enue shrinking,  Tucci  is  re- 
sisting temptations  to  slash 
spending  on  research  and 
development.  He's  holding 
it  nearly  flat  at  $800  mil- 
lion, or  14%  of  revenue. 

Much  of  it  is  going  into 
software.  But  here,  Tucci's 
proposed  keiretsu  threat- 
ens to  punish  his  margins. 


Cisco  Systems 


The  reason  is  simple:  If  emc's  partners 
sell  its  software,  they  hold  on  to  a  piece 
of  the  profits.  Sanford  C.  Bernstein  & 
Co.  analyst  Toni  Sacconaghi  estimates 
that  emc's  85%  margins  for  direct  soft- 
ware sales  in  the  midrange  market  will 
plunge  to  55%  in  the  Dell  partnership. 

Tucci  remains  confident  that  he'll  be 
able  to  bolster  margins  in  other  ways. 
Over  the  past  year,  he  has  attacked  costs 
by  trimming  inventories,  reducing  man- 
ufacturing and  testing  time,  and  cutting 
staff.  For  growth,  he  concluded  a  key 
deal  in  October  with  Dell  to  sell  co- 
branded  products.  This  gives  EMC  en- 
tree to  thousands  of  new  customers  in 
the  midrange  storage  market  dominated 
by  HP,  which  has  a  41%  share  to  emc's 
6%.  But  competitors  call  it  a  desperate 
move,  one  that  benefits  Dell  more  than 
EMC.  "emc's  business  model  is  no  longer 
relevant,"  says  Howard  Elias,  senior 
vice-president  of  HP's  storage  division. 

emc  and  Dell  also  are  crafting  a  plan 
for  Dell  to  make  a  low-end  storage  box 
designed  by  EMC.  Royalties  from  the 
deal,  Tucci  says, 
will  boost  mar- 
gins. He  predicts 
that  overall 
gross  margins 
will  return  to 
45%-plus  from 
38.3%  now— still 
down  from  a 
peak  of  59%. 

Software  will 
be  the  key  to 
fatter  profits, 
and  EMC  cur- 
rently has  the 
edge.  It  leads  its 

rivals  with  a  30.4%  market  share;  its 
closest  rival,  Veritas,  has  19.8%.  But 
emc's  efforts  to  come  up  with  programs 
to  interpret  all  of  its  competitors'  soft- 
ware could  still  be  a  year  away,  ana- 
lysts say.  Meantime,  EMC  seeks  technical 
help  from  competitors  to  make  its  soft- 
ware work  with  their  boxes.  But  bring- 
ing these  long-warring  factions  togeth- 
er is  no  easy  task.  IBM  and  EMC  have 
yet  to  agree  to  an  exchange  of  technical 
specs.  Tucci  says  he  has  made  an  offer 
and  is  still  waiting  for  Big  Blue  to  re- 
spond. IBM  says  EMC  has  been  resistant 
to  open  standards. 

Such  difficulties  are  typical  of  an  in- 
dustry rife  with  bad  blood  after  a  decade 
of  emc's  dominance.  But  emc's  easy  years 
are  history.  Now  the  onetime  storage 
king  has  to  do  whatever  it  can  to  keep 
standing  on  its  own  feet. 

By  Faith  Keenan  in  Boston,  with 
Spencer  Ante  in  New  York  and  Cliff 
Edwards  in  San  Mateo,  Calif. 


As  storage  moves 
onto  networks,  it  en- 
ters Cisco's  realm. 
On  Aug.  20,  the 
company  took  a  big 
step  into  storage 
networking  by  agree- 
ing to  buy  switch- 
maker  Andiamo. 
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Information  Technology 


COMPUTER  CRIME 


YOU'RE  ONLY  AS  GOOD 
AS  YOUR  PASSWORD 

Outsiders  penetrated  Niku  Corp.'s  Web  site  to  steal  data-and  it  can  happen  to  anyone  | 

Warren  Leggett  had  just 
spent  the  long  July  4 
weekend  golfing  with 
his  brother-in-law  near 
Portland,  Ore.  Early  the  follow- 
ing Monday  morning,  his  relaxing 
holiday  ended  abruptly.  The  chief 
information  officer  of  Niku  Corp., 
a  small  Silicon  Valley  software 
company,  found  himself  plunged 
into  a  shocking  case  of  alleged 
corporate  espionage — one  that 
raises  troubling  questions  about 
the  security  of  company  informa- 
tion in  the  Internet  Age. 

It  all  started  when  Leggett's 
brother-in-law,  Jay  Berlin,  a  mid- 
level    tech    manager    at    Nike 
Corp.,  agreed  to  view  a  demon- 
stration on  July  8  of  Niku's  soft- 
ware, which  helps  companies  col- 
laborate on  big  projects  over  the 
Web.  The  morning  of  the  meet- 
ing at  Nike's  suburban  Beaverton 
offices,  Berlin  checked  his  voice- 
mail — which  included  a  message 
from    a    salesperson    at    Niku 
archrival  Business  Engine  Software 
Corp.  That's  odd,  he  told  Leggett.  He 
didn't  even  know  the  firm,  and  he 
wouldn't  be  the  one  to  buy  such  soft- 
ware anyway.  How  did  they  know 
to  call  him? 

Struck  by  the  coincidence,  Leg- 
gett says,  he  dug  into  Niku's  Web 
access  logs  the  next  morning  and 
discovered  that  someone  using  Internet 
addresses  owned  by  Business  Engine 
had  used  Niku  passwords  to  sneak  into 
Niku's  network  more  than  6,000  times, 
downloading  some  1,000  documents — in- 
cluding one  that  Leggett  wrote  abom 
the  planned  demo  for  Berlin.  The  alle- 
gations are  outlined  in  a  lawsuit  filed 
on  Aug.  12  in  U.S.  District  Court  in 
San  Francisco.  "We  never,  ever  assumed 
something  like  this  could  be  going  on," 
says  Niku  Chief  Executive  Farzad 
Dibachi.  In  a  written  statement,  Busi- 
ness Engine  said  it's  cooperating  with 
an  FBI  investigation  and  does  not  yet 
know  all  the  facts  around  the  case. 


NIKU'S 
LEGGETT 
AND  DIBACt- 
HAVE  FILED 
A  LAWSUIT 
AGAINST 
BUSINESS 
ENGINE 


I.         ThUr       .  ^XSQDUeTlQjv 

i  ms  Complaint  seeks    A 

*,<L         *  --v,*,*-^*.         y  """■"•"on.  *,„,„  Niku. 

The  alleged  high-tech  pillaging  high- 
lights a  vexing  problem  in  today's  net- 
worked corporations:  gaping  holes  in 
computer  security.  Passwords,  which 
can  be  easily  guessed  or  tricked  out  of 
employees,  are  becoming  the  Achilles 
heel  of  computer  security.  On  Aug.  14, 
for  example,  an  associate  dean  at 
Princeton  University  was  removed  from 
post  after  admitting  he  used  easily 
g  jessed  passwords  to  access  a  student 
admissions  site  set  up  by  Yale  Univer- 
sity. Indeed,  an  April  survey  of  500  cor- 
porations by  the  Computer  Security  In- 
stitute found  that  80%  of  them  had  been 


broken  into, 

resulting  in  combined  losses  of  $455  I 
lion.  And  there  are  no  easy  soluti<[ 
"For  all  intents,  when  they  are 
that  password,  they  are  inside  that 
work,"  says  Dorothy  Denning,  a 
puter  science  professor  at  Georget 
University. 

Now  the  feds  are  involved.  On  Al 
8,  at  least  2  dozen  FBI  agents  rail  I 
Business  Engine's  offices.  FBI  officl 
won't  comment.  Five  days  later,  a  J 
eral  judge  issued  a  temporary  restnf 
ing  order  against  Business  Engine  :| 
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students  dream 

staying  after  school 


*s 


a  global  program  where  real  Agilent  scientists  and  engineers 
volunteer  their  time  to  demonstrate  how  much  fun  science 
really  can  be.  It's  a  balloon-powered  car.  An  actual  operating 
periscope  you  can  build  at  home.  It's  how  a  light  bulb  turns  on. 
It's  igniting  a  spark  in  tomorrow's  scientists  and  engineers. 
And  it's  just  a  small  part  of  Agilent's  ongoing  efforts  to 
enrich  communities  the  world  over. 


Agilent  Technologies 


dreams  made  real 


About... 

$450,000 1st  Year  Profit 
$2,000,000*  2nd  Year  Buyout 


$165,000 

Down  Payment 


$450,000 

1st  Year  Profit 
After  Start-Up 


$2,000,000* 

Pgr  Location—After  Z  Years, 

On  Anticipated  Aquisition 


Our  company  establishes  small  medical  facilities  under 
a  rapidly  expanding  21 -year-old  government  program. 

Medical  background  completely  unnecessary.  Nearly  300 
facilities  already  contracted  nationwide... and  growing. 


Please  visit  our  web  site: 


www.corf.com 


Business  for  Social  Responsibility 


2002  Annual  Conference 


RESPONSIBILITY 

REALIZING  VALUE  FOR  BUSINESS  AND  SOCIETY 


NOVEMBER  5-8,  2002 


MIAMI,  FLORIDA 


Just  announced, 
Arthur  Leavitt, 

former  Chairman, 

U.S.  SEC  to  speak 

at  Conference. 


Join  1000  business  leaders  from  companies  and 

organizations  such  as  BP  p. I.e.,  Citigroup  Inc.,  FTSE 

Group,  Hewlett-Packard  Company,  Ibis  de  Mexico  S.A., 

IFC/World  Bank,  McDonald's  Corporation,  Novo 

Nordisk  A/S,  Rio  Tinto  pic,  Sony  Corporation,  Unilever 

United  States,  Inc.,  United  Parcel  Service,  Inc., 

U.S.  EPA,  and  Volkswagen  AG. 


Register  by 
September  15,2002, 
visit  www.bsr.org      for  reduced  rates. 


FOR  MORE  INFORMATION 
and  to  REGISTER  online, 


Accountability     •     Community  Investment     •     Environment 

Ethics     •     Governance     •     Human  Rights     •     Marketplace 

Public  Policy     •     Transparency     •     Workplace 


ordered  it  to  ask  its  business  partn 
and  customers  to  return  any  pro; 
etary  Niku  information  it  may  have  j 
en  them.  In  an  Aug.  20  statement,  B 
ness  Engine  said  it  asked  Niku  to  w 
with  an  "independent  third-party  i 
diator"  to  help  resolve  the  case.  N 
execs  said  that,  as  of  press  time,  tl 
had  not  received  that  request. 

The  Niku  lawsuit  doesn't  specify  di 
ages.  Company  officials  claim  that  us 
that  stolen  information,  Business 
gine  was  able  to  become  a  last-sece 
competitor  on  several  major  deals, 
eluding  a  project  at  Lloyds  of  Lone 
according  to  court  documents. 

The  loss  of  big  deals  couldn't  h; 
come  at  a  worse  time  for  Niku,  whic 
struggling  with  the  tech  downturn, 
still-unprofitable  Redwood  City  (Ca 
company  has  reduced  its  staff  fr 
1,100  a  year  ago  to  300  today.  In 
quarter  ended  in  July,  its  sales  fell  3 
to  $10.5  million,  from  the  year  befor 

The  stolen  Niku  files,  the  comp; 
contends  in  the  lawsuit,  were  the  crc 


The  hackers  used  15 1 
Niku's  internal 

passwords  to  downlo* 
1,000  documents 


to 


jewels  of  the  software  company,  incl 
ing  upcoming  features,  lists  of  pot 
tial  customers,  pricing,  and  custom 
tions  for  clients.  The  downloaded  ite 
also  included  one  file  mentioning  t 
Leggett  planned  to  show  Niku's  s< 
ware  to  a  project  manager  from  N: 
That  file,  the  only  place  an  invader  a 
have  learned  of  the  Nike  meeting,  dii 
mention  they  were  related. 

That  was  strange  enough, 
Leggett  says  he  kept  digging  and  foi 
more.  He  was  stunned  to  find  t 
someone  outside  the  company  used 
internal  passwords  over  and  over  ag 
The  invasions  had  occurred  since 
October.  "It  was  sheer  coincidence,"  s 
Dibachi.  "Otherwise,  who  knows  r 
long  this  would  have  gone  on?" 

Even  now,  officials  aren't  quite  s 
how  the  passwords  fell  into  the  wp 
hands.  It  could  be  weeks  or  months 
fore  Niku  and  the  FBI  figure  that  i 
But  for  the  rest  of  industry,  Niku's 
perience  is  a  warning  call:  The  ne* 
$3.6  billion  being  spent  worldwide 
computer  security  clearly  isn't  enou 
By  Jim  Kerste 
in  San  Mateo,  & 


Da 


p 
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Smarter  Trips 

Start  Here 

ties,  3  hotels,  1  rental  car,  and  only  3  days  to  do  it  all.  Need  advice?  Introducing  USATODAY.com  Travel, 
r  new  source  for  real-time  travel  information,  news,  and  features. 

n  ahead  and  save  time  with  exclusive  features  like: 


ay  in  the  Sky  -  Real-time  airport 
lates,  travel  news,  and  city-by-city 
ither  reports 

ra  Day  In  -  Now  mix  pleasure  with 
iness,  no  matter  how  short  your  stay 

ine  chats  -  Chat  with  industry  experts 
insiders  for  news,  tips,  and  tricks 

TODAY.com  Travel  combines  the  insight 
experience  of  USA  TODAY  with 
ute-to-minute  access  to  travel  news 
information,  exclusively  online 
lours  a  day,  7  days  a  week. 

•  lon't  just  travel  smart  -  travel  smarter. 
the  travel  information  you  need 
?n  you  need  it.  Check  out 
el.usatoday.com 
>re  your  next  trip. 


travel.usatoday.com 
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Leading  Semiconductor  Solutions 
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Custom  semiconductors  that  empower  performance 


A  world  leader  in  creating  innovative  solutions  for  advanced  systems,  NEC  delivers  competitive  advantages.  Our 

custom  LSIs  for  example,  improve  overall  system  performance  and  functionality  for  mission-critical  computer  and 
networking  applications.  So  we  can  deliver  a  broad  range  of  high-quality  solutions  to  meet  your  time-to-market 
requirements.  From  networking,  systems  integration  and  custom  semiconductor  solutions,  we  empower  people 
through  innovative  technology.  Call  1.800.338.9549  or  visit  www.necus.com. 
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Empowered  by  Innovation 


NE«I 


IITED  BY  OTIS  PORT 


BREAKTHROUGH 
I  THE  BATTLE 
SAINST  MALARIA 


CST  NILE   VIRUS  IS  MAKING 

ws,  but  malaria  is  far  more 
adly — it  kills  2  million  peo- 
;  a  year.  Recently,  Louis 
hofield,  a  researcher  at 
istralia's  Walter  &  Eliza 
ill  Institute  of  Medical  Re- 
irch  in  Melbourne,  made  a 
irtling  discovery  that  may 
id  to  a  vaccine.  The  para- 
e  transferred  by  the  mos- 
ito's  bite  releases  a  toxin 
at  seems  to  trigger  the 
iracteristic  fevers  and  con- 
lsions.  This  toxin  molecule 
so  tiny  that  it  often  eludes 
tection  by  the  immune  sys- 
n.  That's  why  the  disease 
so  deadly. 

Schofield  teamed  up  with 
ter  H.  Seeberger,  a  Mass- 
msetts  Institute  of  Tech- 
logy  chemist,  to  create  a 
ithetic  version  of  the  tox- 
-and  attach  it  to  a  large 
otein.  More  than  two- 
rds  of  mice  injected  with 
s  molecule  survive  malar- 
In  stark  contrast,  as  the 
searchers  report  in  the 
ig.  15  issue  of  Nature, 
sry  mouse  that  did  not  get 
i  synthetic  molecule  died, 
e  researchers  believe 
jy'll  be  able  to  increase 
j  survival  rate.  Tests  on 
•nkeys  will  be  launched 
m,  and  human  trials  may 
Lit  in  two  years.  ■ 


IT'S  BUG-EAT-BUG:  INSECTS  VS.  GERMS 

IN  JUNE,  ONE  OF  THE  WORST  FEARS  OF  HEALTH-CARE 

workers  was  vividly  realized.  A  patient  in  Lansing, 
Mich.,  became  infected  by  a  form  of  Staphylococcus 
aureus  that  sloughs  off  even  vancomycin,  the  antibiot- 
ic of  last  resort  against  drug-resistant  bacteria.  The 
emergence  of  such  superbugs,  which  experts  have 
long  predicted,  poses  a  grave  threat.  But  bigger 
bugs — insects — may  provide  new  ammunition  against 
the  microbes. 

A  research  group  at  Philadelphia's  Wistar  Institute 
has  found  a  potential  stinger  in  European  fire  bugs, 
Pyrrhocoris  apterus.  From  these  spotted-wing  insects, 
a  team  led  by  Laszlo  Otvos  Jr.  has  derived  a  peptide, 
called  pyrrhocoricin,  that  exploits  a  previously  unknown 
mechanism  to  kill  bacteria.  The  peptide  binds  to  and 
disables  a  protein  called  DnaK,  critical  to  life  because  it 
repairs  other  proteins  in  most  bacteria.  The  Wistar 
team  will  also  report  in  the  European  Journal  of  Bio- 
chemistry, a  Web  journal,  that  the  peptide  does  not  bind 
to  either  human  or  mouse  versions  of  DnaK,  suggesting 
that  a  drug  based  on  the  molecule  should  be  safe  to  ad- 
minister to  humans.  But  proving  that  will  require  sev- 
eral years  of  further  testing  and  clinical  trials.  ■ 


EVITATION  GOULD 
ELP  MAKE 
1CT0RIES  HUM 


AINS    THAT    ZIP    BETWEEN 

ies  at  300  mph,  using  mag- 
tic  levitation  (maglev)  to 

on  air,  have  been  prom- 
d  for  years.  But  so  far, 
ly  a  few  miles  of  expen- 
e  maglev  track  have  been 
ided.  Now,  SRI  Interna- 
nal  figures  that  a  different 
plication  will  reap  richer 
■vards:  moving  parts  and 
Jxlucts  within  factories. 

The  Menlo  Park  (Calif.) 

1 


company  has  developed  a 
conveyor  system  that  exploits 
so-called  diamagnetic  levita- 
tion. Many  everyday  objects, 
including  water  and  wood, 
are  weakly  diamagnetic — that 
is,  they're  repelled  by  mag- 
netic fields.  When  placed  near 
powerful  magnets,  diamag- 
netic materials  can  be  re- 
pelled to  the  point  where 
they  actually  rise  into  the  air. 
So  SRI  has  engineered  a  ma- 
glev conveyor  that  can  carry 
parts  on  a  cushion  of  air, 
eliminating  wheels  and 
rollers.  Conventional  convey- 
ors increasingly  pose  risks 


because,  as  friction  wears 
them  down,  they  give  off  tiny 
airborne  particles  that  can 
contaminate  drugs  or  gum  up 
the  delicate  circuitry  on  com- 
puter chips. 

Maglev  conveyor  systems 
could  float  a  wide  range  of 
weights,  according  to  senior 
research  engineer  Jon  Heim. 
The  first  installation  may 
soon  be  hauling  22-pound 
loads  around  a  disk-drive  fac- 
tory. But  this  approach  to 
magnetic  levitation  won't 
help  with  trains,  he  admits — 
it  can't  handle  fast-moving 
objects.        Aliya  Sternstein 


INNOVATIONS 


■  A  big  asteroid  slamming 
into  the  earth  could  cause  a 
global  catastrophe — unless 
scientists  develop  a  method 
of  deflecting  asteroids  before 
they  hit.  The  European  Space 
Agency  is  funding  develop- 
ment of  a  plan  by  Spain's 
Deimos  Space.  The  Madrid 
company  envisions  launching 
two  spacecraft.  One  would 
smash  into  some  distant  as- 
teroid, and  the  other  would 
measure  the  effects. 

■  Researchers  at  IBM  and 
Nion  Co.  in  Kirkland,  Wash., 
have  developed  an  electron 
microscope  that  sees  things 
no  other  microscrope  can, 
such  as  atoms  deep  inside 
semiconductor  materials.  The 
trick  is  adaptive  optics — a 
system  of  40  magnetic  lenses 
that  corrects  for  aberrations. 
The  current  model  can  re- 
solve features  as  tiny  as  0.75 
Angstrom.  That's  smaller 
than  an  atom.  IBM  expects 
the  next  version  to  do  bet- 
ter, perhaps  0.25  Angstrom. 

■  Too  bad  Popeye  didn't  have 
a  sweet  tooth.  Honey,  it 
seems,  provides  as  many 
good-for-you  antioxidants  as 
the  leafy  green  stuff  that 
many  kids  and  grownups  eat 
only  grudgingly.  The  antioxi- 
dant content  of  honey  also 
compares  favorably  with  that 
of  apples,  bananas,  oranges, 
and  strawberries,  according 
to  an  Aug.  19  report  at  the 
American  Chemical  Society's 
annual  meeting  by  Nicki  J. 
Engeseth,  a  food  chemist  at 
the  University  of  Illinois. 
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BREAKTHROUGH 
I  THE  BATTLE 
JAINST  MALARIA 


BT  NILE   VIRUS  IS  MAKING 

ws,  but  malaria  is  far  more 
adly — it  kills  2  million  peo- 
i  a  year.  Recently,  Louis 
hofield,  a  researcher  at 
istralia's  Walter  &  Eliza 
Ul  Institute  of  Medical  Re- 
irch  in  Melbourne,  made  a 
irtling  discovery  that  may 
d  to  a  vaccine.  The  para- 
e  transferred  by  the  mos- 
ito's  bite  releases  a  toxin 
at  seems  to  trigger  the 
iracteristic  fevers  and  con- 
lsions.  This  toxin  molecule 
so  tiny  that  it  often  eludes 
tection  by  the  immune  sys- 
n.  That's  why  the  disease 
so  deadly. 

Schofield  teamed  up  with 
ter  H.  Seeberger,  a  Mass- 
msetts  Institute  of  Tech- 
logy  chemist,  to  create  a 
ithetic  version  of  the  tox- 
— and  attach  it  to  a  large 
otein.  More  than  two- 
rds  of  mice  injected  with 
s  molecule  survive  malar- 
In  stark  contrast,  as  the 
searchers  report  in  the 
ig.  15  issue  of  Nature, 
sry  mouse  that  did  not  get 
;  synthetic  molecule  died. 
e  researchers  believe 
;y'll  be  able  to  increase 
;  survival  rate.  Tests  on 
»nkeys  will  be  launched 
>n,  and  human  trials  may 
irt  in  two  years.  ■ 


IT'S  BUG-EAT-BUG:  IHSECTS  VS.  GERMS 

IN  JUNE,  ONE  OF  THE  WORST  FEARS  OF  HEALTH-CARE 

workers  was  vividly  realized.  A  patient  in  Lansing, 
Mich.,  became  infected  by  a  form  of  Staphylococcus 
aureus  that  sloughs  off  even  vancomycin,  the  antibiot- 
ic of  last  resort  against  drug-resistant  bacteria.  The 
emergence  of  such  superbugs,  which  experts  have 
long  predicted,  poses  a  grave  threat.  But  bigger 
bugs — insects — may  provide  new  ammunition  against 
the  microbes. 

A  research  group  at  Philadelphia's  Wistar  Institute 
has  found  a  potential  stinger  in  European  fire  bugs, 
Pyrrhocoris  apterus.  From  these  spotted-wing  insects, 
a  team  led  by  Laszlo  Otvos  Jr.  has  derived  a  peptide, 
called  pyrrhocoricin,  that  exploits  a  previously  unknown 
mechanism  to  kill  bacteria.  The  peptide  binds  to  and 
disables  a  protein  called  DnaK,  critical  to  life  because  it 
repairs  other  proteins  in  most  bacteria.  The  Wistar 
team  will  also  report  in  the  European  Journal  of  Bio- 
chemistry, a.  Web  journal,  that  the  peptide  does  not  bind 
to  either  human  or  mouse  versions  of  DnaK,  suggesting 
that  a  drug  based  on  the  molecule  should  be  safe  to  ad- 
minister to  humans.  But  proving  that  will  require  sev- 
eral years  of  further  testing  and  clinical  trials.  ■ 


■VITATION  GOULD 
■LP  MAKE 
1CT0RIES  HUM 


AINS    THAT    ZIP    BETWEEN 

ies  at  300  mph,  using  mag- 
tic  levitation  (maglev)  to 

on  air,  have  been  prom- 
d  for  years.  But  so  far, 
ly  a  few  miles  of  expen- 
e  maglev  track  have  been 
ided.  Now,  sri  Interna- 
nal  figures  that  a  different 
plication  will  reap  richer 
>vards:  moving  parts  and 
oducts  within  factories. 

The  Menlo  Park  (Calif.) 


< 


company  has  developed  a 
conveyor  system  that  exploits 
so-called  diamagnetic  levita- 
tion. Many  everyday  objects, 
including  water  and  wood, 
are  weakly  diamagnetic — that 
is,  they're  repelled  by  mag- 
netic fields.  When  placed  near 
powerful  magnets,  diamag- 
netic materials  can  be  re- 
pelled to  the  point  where 
they  actually  rise  into  the  air. 
So  SRI  has  engineered  a  ma- 
glev conveyor  that  can  carry 
parts  on  a  cushion  of  air, 
eliminating  wheels  and 
rollers.  Conventional  convey- 
ors increasingly  pose  risks 


because,  as  friction  wears 
them  down,  they  give  off  tiny 
airborne  particles  that  can 
contaminate  drugs  or  gum  up 
the  delicate  circuitry  on  com- 
puter chips. 

Maglev  conveyor  systems 
could  float  a  wide  range  of 
weights,  according  to  senior 
research  engineer  Jon  Heim. 
The  first  installation  may 
soon  be  hauling  22-pound 
loads  around  a  disk-drive  fac- 
tory. But  this  approach  to 
magnetic  levitation  won't 
help  with  trains,  he  admits — 
it  can't  handle  fast-moving 
objects.        Aliya  Sternstein 


INNOVATIONS 


■  A  big  asteroid  slamming 
into  the  earth  could  cause  a 
global  catastrophe — unless 
scientists  develop  a  method 
of  deflecting  asteroids  before 
they  hit.  The  European  Space 
Agency  is  funding  develop- 
ment of  a  plan  by  Spain's 
Deimos  Space.  The  Madrid 
company  envisions  launching 
two  spacecraft.  One  would 
smash  into  some  distant  as- 
teroid, and  the  other  would 
measure  the  effects. 

■  Researchers  at  IBM  and 
Nion  Co.  in  Kirkland,  Wash., 
have  developed  an  electron 
microscope  that  sees  things 
no  other  microscrope  can, 
such  as  atoms  deep  inside 
semiconductor  materials.  The 
trick  is  adaptive  optics — a 
system  of  40  magnetic  lenses 
that  corrects  for  aberrations. 
The  current  model  can  re- 
solve features  as  tiny  as  0.75 
Angstrom.  That's  smaller 
than  an  atom.  IBM  expects 
the  next  version  to  do  bet- 
ter, perhaps  0.25  Angstrom. 

■  Too  bad  Popeye  didn't  have 
a  sweet  tooth.  Honey,  it 
seems,  provides  as  many 
good-for-you  antioxidants  as 
the  leafy  green  stuff  that 
many  kids  and  grownups  eat 
only  grudgingly.  The  antioxi- 
dant content  of  honey  also 
compares  favorably  with  that 
of  apples,  bananas,  oranges, 
and  strawberries,  according 
to  an  Aug.  19  report  at  the 
American  Chemical  Society's 
annual  meeting  by  Nicki  J. 
Engeseth,  a  food  chemist  at 
the  University  of  Illinois. 
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Working  Life 


FINANCIAL  SERVICES 


WALL  STREET'S 
BROKEN  SPIRIT 

Shocks  from  all  sides-and  no  better  days  in  sight 


>  * 


Sean  Murphy  knows  most  people 
in  America  would  have  a  hard 
time  feeling  sorry  for  him.  He's 
26,  good-looking,  and  in  great 
shape.  In  his  best  year,  he  brought 
home  seven  figures.  But  he's  also  a  Wall 
Street  stockbroker — and  to  many  of  his 
clients  who  got  burned  in  the  meltdown, 
"now  I'm  scum."  Murphy  says  the  phone 
calls  from  angry7  clients  and  a  paycheck 
that  has  shrunk  80%  are  hardly  the 
worst  of  it.  One  of  his  broker  friends 
tried  to  kill  himself  this  year.  Another 
put  himself  in  rehab.  And  he  can't  count 
the  number  of  former  hotshot  colleagues 
who  have  decamped  from  luxurious  Up- 
per West  Side  bachelor  pads  to  bunk 
with  roommates  in  working-class 
Queens,  toiling  at  $8-an-hour  retail  jobs. 
"Two  years  ago,  these  guys  were  in- 
credible optimists,  but  they  have  less 
faith  in  the  system  now,"  says  Bonnie 
Jacobson,  a  Manhattan  psychologist 
whose  practice  has  catered  to  Wall 
Street  clients  for  three  decades.  "The 
chaos  is  making  them  feel  very  shaky." 
Sure,  many  will  say  these  once  high- 
flying brokers — like  the  Wall  Street 
bankers  and  analysts — are  getting  their 
comeuppance,  especially  after  having 
served  as  chief  seducers  in  one  of  the 
biggest  market  manias  ever.  What's 
more,  Wall  Street  has  always  been  riven 


lentless  shocks — Septem- 
ber 11,  the  succession  of 
corporate   scandals,  the 
market  wipeout — make  it 
feel  as  if  the  entire  in- 
dustry is  having  a  nerv- 
ous breakdown.  In  fact, 
Wall  Street  may  never 
be  the  same.  Consider 
that  during  the  past  20 
years,  the  financial  sec- 
tor ballooned  from  1% 
to  7%  of  the  entire 
economy.  A  surge  in 
mergers  and  acquisi- 
tions, initial  public  of- 
ferings, and  broker- 
age activity  ensued. 
Deregulation  brought 
down  Chinese  walls 
and  helped  to  fuel 
growth.  But  it  was 
in  part  based  on  an 
inflated  corporate- 
earnings     model 
that  has  now  come 
crashing    down. 
"The  second  Gild- 
ed Age  is  coming 
to  an  end,"  says 
Robert  W  Jus- 
tich,  an  institu- 
tional    money 


/J 


DESPAIR 


One  bond  trader 


fleeing  the  attacks  was  tempted  to  throw  his 

wallet-and  his  entire  identity  with  it— off  the  Brooklyn  Bridge 


by  booms  and  busts.  The  Gilded  Age 
ended  in  shootouts  in  the  late  1880s.  A 
rash  of  suicide  jumps  followed  the  Crash 
of  1929. 

Are  things  really  so  different  this 
time?  Certainly,  much  of  Wall  Street  is 
attempting  to  get  back  to  business  as 
usual.  And  if  the  market  stabilizes,  some 
of  the  worst  angst  will  dissipate.  But  to 
many  of  the  honest  and  upright  who 
make  the  money  machine  run,  the  re- 


manager  with  TimesSquare  Capital  Man- 
agement Inc.  "Wall  Street  brought  in  an 
army  to  securitize  everything  that 
moved,  and  now  their  mission  has  been 
exhausted." 

Indeed,  huge  structural  adjustments 
are  now  afoot — not  just  with  the  layoffs 
that  have  reached  their  highest  level  in 
a  quarter  century  but  also  in  compen- 
sation and  overall  firm  strategies  on 
winning  deals.  Even  Washington  is  talk- 


ing about  new  curbs  on  the  indus| 
In  short,  all  fundamentals  are  point 
to  the  one  thing  that  the  Street  ha 
most:  uncertainty. 

Meanwhile,  the  market  has  plumnl 
ed.  The  Standard  &  Poor's  500-stockl 
dex  is  off  40%  from  its  2000  peak.  Ini| 
public  offerings  are  barely  registerinj 
pulse,  raising  a  third  less  than 
record  $60  billion  they  did  in  1999.  Bal 
ing  deals  are  nearly  dead,  with  M&A 
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tivity   down 
82%       since 
2000.  "The  job 
is  never  going 
to  be  the  same. 
The  hours  are 
going  to  be  ex- 
cruciating,   and 
they're  not  going 
to    be    paid    as 
well,"  says  Debra 
Brown,  an  indus- 
try  recruiter   at 
Russell  Reynolds 
Associates.    "And 
all    they    read    is 
how  bad  they  are." 
In   the    darkest 
corners,    the    pes- 
simism is  spreading 
as  fast  and  deep  as 
the  exuberance  once 
did.     Whereas     the 
Street's  lifeblood  used 
to  be  risk  and  inno- 
vation,  now   caution 


out  of  commission,  chunks  of  the  dis- 
trict remain  ghostly,  and  the  workday 
trek  includes  elbowing  past  throngs  of 
tourists,  vendors  hawking  tasteless 
memorabilia,  and  the  gaping,  concrete 
canyon  where  the  towers  once  stood. 

One  measure  of  the  damage:  Wall 
Streeters'  calls  to  employer-provided 
counselors  are  nearly  double  the  nation- 
al average,  according  to  the  country's 
largest  employee  assistance  provider, 
Chicago-based  ComPsych  Corp.  Financial 
fear,  marital  strife,  drug  abuse — all  are 
up  over  last  year's  levels.  That's  not  sur- 
prising considering  that  even  before  the 
crash,  young  Wall  Street  stockbrokers 
had  depression  rates  four  times  the  na- 
tional average,  according  to  Alden  Cass, 
an  expert  on  clinical  psychology  who  has 
extensively  studied  the  brokers.  Says 
veteran  Wall  Street  compensation  ex- 
pert Alan  Johnson:  "This  is  the  worst 
morale  I've  seen  on  Wall  Street — ever." 

Even  before  the  terrorist  attacks,  the 
pressure  was  mounting.  One  bond  trad- 
er, a  client  of  Jacobson's,  fled  over  the 


guilt,"  and  the  new  stigma  resulting 
from  the  fact  that  everyone — the  Secu- 
rities &  Exchange  Commission,  the  NASD, 
the  attorneys  general — is  hoping  to  fer- 
ret out  wrongdoers.  Then  there's  the 
1,000  or  so  class  actions  looking  for  fat 
settlements  for  disgruntled  investors. 

What's  worse,  few  firms  are  doing 
enough  to  bolster  morale.  Both  the  pres- 
sure-cooker climate  and  searing  accusa- 
tions have  prompted  exoduses  of  top- 
level  strategists,  analysts,  and  bankers  in 
search  of  more  soulful  work.  "The  level 
of  creative  destruction  at  big  firms  right 
now  is  unprecedented,"  says  Michael  C. 
Litt,  formerly  a  managing  director  at 
Morgan  Stanley.  And  some  sell-siders, 
fed  up  with  conflicts  of  interest,  are 
flocking  to  the  buy  side.  Former  J.R 
Morgan  Chase  &  Co.  chief  investment 
strategist  Doug  Cliggott,  for  example, 
bailed  in  February  to  join  Swedish  bou- 
tique asset-management  firm  Brummer 
&  Partners.  "When  times  are  good — 
and  they  were  exceptionally  good  for  a 
decade — you  lose  a  culture  in  terms  of 


ILING  ON 


icord  job  loss,  investor  suits, 
ivemment  investigations,  and 
dead  market  for  M&A  and 
Os — for  some,  the  pressures 
we  become  too  much.  A  year 
ter  September  11,  Wall 
reeters  are  reaching  out  for 
?lp  more  than  ever  before. 

Data:  ComPsych  Corp. 


INCREASE  IN  CALLS  FOR  HELP 

TO  EMPLOYEE  ASSISTANCE  PROGRAMS 

IN  THE  PAST  SIX  MONTHS: 

FROM  TOTAL  U.S.  WORKERS 
FROM  WALL  STREETERS 


GRAY  DAYS:  A  statue  after  the  attacks 


reigns.  Moreover,  winning 
back  trust — especially  with 
a  public  that  is  dubious 
about  the  industry's  solutions 
to  its  conflicts  of  interest — 
make  rank-and-filers  feel  as  if 
they  are  waging  an  impossi- 
ble campaign.  "There  are 
thousands  of  people  who  are 
trying  to  make  a  good,  hon- 
est living,  biting  and  scratching 
all  day  to  do  best  for  in- 
tors,"  says  Robert  H.  McCooey  Jr., 
sident  of  NYSE  member  firm  Gris- 
3t  d  Co.  "They've  put  us  all  on  trial  for 
^  tt  a  few  individuals  have  done." 
idd  to  the  psyche-out  the  still-po- 
;  fear  of  physical  harm  from  more 
orist  attacks  in  the  city's  200-year- 
financial  hub.  Worries  New  York 
:k  Exchange  Chairman  Richard  A. 
sso:  "People  are  genuinely  asking 
question,  'Do  we  want  to  go  back?' " 
way  lines  near  Ground  Zero  are  still 


i 


3i 


Brooklyn  Bridge  on  September  11  but 
remembers  not  feeling  relieved  to  have 
survived.  Instead,  all  he  could  think  of, 
he  recalls  now,  was  chucking  his  wallet, 
along  with  every  shred  of  identification, 
into  the  East  River.  The  grinding  de- 
mands of  the  Street  had  been  gnawing 
at  him  for  months.  Yet  his  wife  was 
loath  to  give  up  the  private  club,  the 
private  school,  and  the  grand  house.  He 
felt  so  hopeless  that  vanishing  from 
sight  that  day — just  like  the  people 
trapped  in  the  World  Trade  Center — 
actually  felt  like  a  solution. 

Since  then,  work  life  for  many  Wall 
Streeters  has  only  gotten  more  difficult. 
Seasoned  colleagues  who  once  raked  in 
more  than  $1  million  a  year  are  jobless. 
Paychecks  for  investment  bankers  have 
shriveled  two  thirds  in  some  cases,  while 
some  brokers  are  making  a  fifth  of  what 
they  were  two  years  ago.  Bonuses  are 
ancient  history.  Whoever  is  left  is  strug- 
gling with  "firing  fatigue,"  "survivor 


teamwork  and  healthy  competition,"  says 
Robert  B.  Albertson,  ex-head  of  banking 
research  at  Goldman,  Sachs  &  Co.,  who 
quit  in  1999  to  start  a  hedge  fund.  "It 
got  to  a  point  where  everybody  wound 
up  working  only  for  the  money." 

That  puts  Wall  Street  firms  in  the 
difficult  position  of  somehow  recapturing 
their  esprit  de  corps  at  a  time  when 
many  of  their  employees  are  suffering 
not  just  financially  but  also  emotionally. 
While  some  managing  directors  of  large 
banks  have  hired  psychologists,  it  has 
been  mostly  to  help  brokers  and  finan- 
cial advisers  deal  with  disillusioned 
clients  who  have  lost  their  savings  in 
the  markets.  Experts  say  those  shrinks 
would  better  serve  their  own  employees. 
That's  because  this  time  around,  Wall 
Street's  rebound  is  not  just  dependent 
on  a  recovery  in  the  stock  market  but 
also  in  the  morale  of  the  rank  and  file. 

By  Mara  Der  Hovanesian  and 
Michelle  Conlin  in  New  York 
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Finance 


SECURITIZATION 


EVERYBODY 
OUT  OF  THE 
RISK  POOL? 

Enron  and  other  problems  are  taking 
a  toll  on  the  structured-finance  business 


What  do  Enron  Corp.,  the  mom- 
and-apple-pie  home  mortgage 
market,  and  the  gritty  busi- 
ness of  lending  to  people  with 
bad  credit  have  in  common?  Explosive 
growth,  fueled  by  a  much-lauded  inno- 
vation— structured  finance — that  lets 
businesses  pass  along  their  credit  risks 
to  others. 

The  $7  trillion  Wall  Street  industry 
packages  companies'  streams  of  future 
revenues — everything  from  credit-card 
to  mortgage  payments  to  natural-gas 
sales — as  securities  and  sells  them  to 
investors.  Structured  finance,  or  securi- 
tization, has  become  the  grease  that 
keeps  capital  markets  spinning.  It 
helped  fund  the  boom  in  corporate  fi- 
nance through  the  1990s  and  the  steady 
growth  in  consumer  credit  and  home- 
ownership  that  have  kept  the  economy 
afloat  in  recent  months. 

But  the  Enron  blowup  has  tarnished 
the  business.  The  former  energy  giant's 
complex  deals,  which  were  used  to  hide 
debt,  destroyed  the  company  and  gave 
structured  finance  a  nasty  smell.  Al- 
though the  vast  majority  of  deals  don't 
involve  fraud,  more  bad  stuff  is  bub- 
bling up,  and  the  market's  performance 
is  now  the  worst  ever.  In  the  first  half 
of  2002,  Standard  &  Poor's  downgraded 
172  so-called  asset-backed  securities, 
compared  with  192  downgrades  in  the 
whole  of  2001,  says  s&P  analyst  Joseph 
Hu.  And  a  record  38  defaults  occurred 
in  the  first  half  of  2002. 

Now,  a  major  new  worry  is  the  fate 
of  securities  based  on  the  receivables 
of  subprime  lenders.  Such  companies 
lent  record  amounts  to  people  with  poor 
credit  in  recent  years  because  it  was 
so  easy  to  sell  their  repackaged  loans, 
which  carry  higher  fees  and  interest 
rates  than  regular  consumer  loans.  But 
with  the  economic  downturn,  those 
loans — and  the  securities  they  back — 


are  fast  turning  sour.  In 
the  past  12  months,  sub- 
prime  lenders  Conseco, 
AmeriCredit,  and  Metris 
have  seen  bad  loans  soar. 

The  result:  Billions  in 
losses  will  soon  hit  the 
portfolios  of  pension  funds, 
insurance  companies,  and 
mutual   funds,   the   main 
buyers.    So    far,    they've 
simply  looked  on  as  the  se- 
curities have  waited  in  value. 
But,  says  Charles  Peabody,  an 
analyst  with  Ventana  Capi- 
tal, a  research  boutique:  "Some- 
where between  now  and  the  end  of 
the  year,  they  are  going  to  have  to 
recognize  reality"  in  their  portfolios. 

Investors  are  starting  to  balk. 
"We're  being  very  cautious,"  says 
Daniel  J.  Ivascyn,  portfolio  manager 
at  pimco,  the  giant  bond-fund  company. 
During  the  bull  market  when  every- 
thing was  doing  well,  the  banks  got 
more  aggressive  about  their  deals.  At 
the  same  time,  the  rating  agencies  felt 
they  could  relax  their  standards  because 
the  structured  finance  market  was  ma- 
turing. "These  [markets]  have  not  been 
tested  over  a  full  economic  cycle,"  Ivas- 
cyn says. 

Already,  some  investors  have  been 
badly  hurt.  In  July,  2001,  American  Ex- 
press Co.  shocked  the  market  when  it 
reported  a  $1.1  billion  loss  on  its  in- 
vestment in  the  fastest-growing  seg- 
ment of  the  market,  collateralized  debt 
obligations,  or  cdos.  These  securities 
are  backed  by  high-yield  bonds  and 
credit-default  swaps,  which  are  a  form 
of  insurance  for  bank  loan  and  bond 
holders.  Since  their  introduction  in  the 
late  1990s,  the  outstanding  volume  of 
(Dos  has  grown  to  more  than  $100  bil- 
lion. But  they  have  performed  poorly 
in  the  past  year — nearly  20%  of  all  cdos 
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have  been 
downgraded. 
None  of 
the  gathering  prob- 
lems will  make  struc- 
tured finance  go  away; 
it's  just  too  central  to  America's 
capital  markets  these  days.  But 
if  enough  burned  investors  pull 
out,  that  could  make  it  much 
er  for  businesses  to  raise  money 
lay  off  their  risks.  The  banks,  too, 
d  pull  in  their  horns.  Already,  those 
arranged  deals  for  Enron  are  the 
;ets  of  lawsuits.  And  the  legal  woes 
d  spread  quickly  as  problems  from 
r  transactions  emerge. 

theory,  structured  finance  elimi- 
s  dangerous  concentrations  of  risk 
spreading  it  over  many  investors, 
it  provides  bond  investors  with 
e  places  to  put  their  money.  Be- 
se  the  securities  are  subdivided  into 
idles,  priced  according  to  their  risk- 
s,  potential  investors  have  a  wide 
be  of  yields  to  choose  from.  Overall, 
pctured-ftnance  securities  have  per- 
ned  better  than  corporate  bonds, 
y're  particularly  appealing  when, 
low,  they  can  pay  double  the  yield 
ust  over  4%  on  10-year  Treasury 
ds. 

tome  critics  argue  that  the  ease  with 
ch  companies  can  now  unload  risk 
o  others  has  actually  made  the  fi- 
cial  system  more  fragile.  Companies 
e  less  incentive  to  make  sure  the 
:ts  they're  selling  are  going  to  per- 
il Likewise,  fee-hungry  bankers  who 
inge  the  deals  are  less  picky  than 
y  would  be  about  loans  that  they 
p  on  their  own  books.  "Wall  Street 
ned  to  securitize  everything,  for  the 
lediate  gratification  of  fees,"  says 
ert  W.  Justich,  managing  director, 
esSquare  Capital  Management  Inc., 
oney  management  firm. 


The  business  is  as  old  as  the  hills: 
Bonds  backed  by  mortgages  have 
been  around  since  the  1800s.  But  it 
didn't  start  hopping  until  the  gua- 
camole-chugging,  telephone-tossing 
Salomon  Brothers  bankers  immortal- 
ized in  Liar's  Poker  started  selling 
mortgage-backed  securities  in  earnest 
in  the  mid-1980s.  The  government- 
sponsored  housing  finance  agencies, 
Fannie  Mae,  Freddie  Mac,  and  Ginnie 
Mae,  were  the  first  to  jump  in,  but 
commercial  lenders  really  embraced  the 
concept  after  the  savings  and  loan  cri- 
sis of  the  late  1980s  and  early  1990s, 
when  bad  real  estate  loans  sank  much 
of  the  industry. 

The  market  quickly  grew  to  include 
such  offbeat  offerings  as  Bowie  Bonds 
backed  by  rock  star  David  Bowie's  roy- 
alties (they  underperformed).  Now,  se- 
curities are  appearing  backed  by  Italian 
tomato  crops,  Lotto  winnings,  and  even 
fines  levied  on  tobacco  companies.  The 


HOW  A  TYPICAL  STRUCTURED 

FINANCE  DEAL  WORKS 


1A  credit-card  company  has 
$10  million  due  from 
10,000  cardholders  but  wants 
cash  now. 

2   An  investment  bank  pools 
the  accounts  into  a  security 
and  sells  pieces  segmented  by 
their  risk.  The  credit-card  com- 
pany gets  cash  up  front,  minus 
the  bank's  fee.  It  no  longer  has 
the  loans  on  its  books. 

3    Investors  buy  bonds.  They 
bear  much  of  the  risk  of  re- 
duced payments  if  customers 
default. 


A  BOOM  IN 
COMPLEX  BONDS 


Critics  say  structured  finance 
grew  too  far,  too  fast 
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phenomenal  growth  attracted  Wall 
Street's  most  talented  and  aggressive 
bankers.  Says  a  senior  partner  at  a  top 
accounting  firm:  "These  were  the 
smartest,  brightest  guys,  and  they  were 
taught  to  think  outside  of  the  box." 

Regulators  were  no  match  for  them. 
A  boom-era  political  climate  favored  a 
hands-off  approach  to  any  financial  reg- 
ulation. Although  the  Enron  debacle  has 
changed  that,  regulators  still  have  a 
hard  time  getting  a  handle  on  the  con- 
stantly evolving  business.  The  Finan- 
cial Accounting  Standards  Board  has 
drafted  rules  that  would  force  companies 
to  consolidate  more  securitized  assets 
on  to  their  balance  sheets.  Bankers  say 
the  rules  aren't  likely  to  make  the  busi- 
ness more  responsible.  "In  general,  it 
takes  fasb  about  seven  years  to  get 
something  done,  and  then  it  takes  an 
investment  bank  about  seven  minutes  to 
figure  out  a  way  around  it,"  says  one 
structured-finance  specialist. 

Still,  some  bankers  are  starting  to 
police  themselves  by  saying  no  to  the 
riskiest  deals  and  putting  themselves 
on  the  line  if  things  go  bad.  The  main 
victims  of  structured-finance  deals  have 
a  few  things  in  common,  says  Richard 
D.  Levinson,  co-founder  of  Penstock 
Partners,  a  structured-finance  boutique. 
They  bought  things  they  didn't  under- 
stand from  investment  banks  that 
didn't  have  any  "skin  in  the  game,"  he 
says.  To  attract  investors,  Penstock  re- 
tains the  riskiest  portion  of  the  cdos  it 
markets  and  spreads  fees  over  the  life 
of  the  deals  rather  than  collecting  them 
up  front. 

And,  some  of  the  largest  banks  say 
they  have  already  gotten  the  message 
that  the  cowboy  mentality  of  the  Liar's 
Poker  era  has  to  change.  After  a  very 
public  humiliation  at  hearings  in  Con- 
gress, J.  P.  Morgan  Chase  and  Citigroup, 
the  energy  firm's  biggest  bankers, 
vowed  to  change  the  way  they  use 
these  products.  In  an  Aug.  7  letter  to 
employees,  Citigroup  ceo  Sanford  I. 
Weill  said  the  company  would  do  struc- 
tured-finance transactions  only  for 
clients  who  agree  to  disclose  them 
promptly,  including  the  nature  and 
amount  of  the  obligations. 

That's  a  step  in  the  right  direction, 
but  it's  little  consolation  to  investors 
who  were  hurt  by  past  deals  that 
turned  sour.  Many  senior  bankers  still 
feel  that  the  business  really  only  needs 
a  little  tweaking.  "There's  no  doubt  that 
drunk  driving  is  a  bad  thing,"  says  one. 
"But  no  one  is  suggesting  we  get  rid  of 
cars."  Of  course  not.  But  it  wouldn't 
hurt  to  revoke  a  few  drivers'  licenses. 
By  Heather  Timmons  in  New  York 
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BEST  LITTLE  OPTIONS 
EXCHANGE  IN  AMERICA? 

The  arrival  of  the  ISE  broke  up  a  cozy  cartel 


For  nearly  two  decades,  four 
exchanges  controlled  the 
$650  billion-a-year  world  of 
U.S.  stock  options.  A  close-knit 
oligopoly  ensured  that  IBM  op- 
tions traded  only  on  the  Chica- 
go Board  Options  Exchange 
(cboe),  Dell  Computer  at  the 
Philadelphia  Stock  Exchange, 
Apple  Computer  on  New 
York's  American  Stock  Ex- 
change, and  Microsoft  at  the 
Pacific  Exchange  in  San  Fran- 
cisco. The  arrangements — and 
a  tacit  understanding  not  to 
poach  each  others'  most  lucra- 
tive products — kept  fees  high 
and  competition  low. 

No  longer.  An  upstart,  New 
York's  International  Securities 
Exchange,  has  blown  the  comfy 
cartel  apart  in  little  more  than 
two  years.  Since  it  began  trad- 
ing, in  May,  2000,  the  ISE  has 
grabbed  a  25%  share  of  the 
trading  volume  in  U.S.  equity 
options,  closing  in  on  the  fast- 
shrinking  share  of  the  market 
leader — the  venerable  cboe — 


SCRAPPY  UPSTART 

After  just  two  years,  the  low-fee  ISE  is  closing  in 
on  the  top  spot  for  options  on  U.S.  equities 

MARKET  SHARE 
EXCHANGE  7/2000   7/2002 


CHICAGO  BOARD  OPTIONS  EXCHANGE  42% 

INTERNATIONAL  SECURITIES  EXCHANGE*       1 


ing  to  the  success  of  several  small 
cialty-options  brokers  in  the  last 
years.  In  September,  2000,  the  sec 
Justice  reached  settlements  with 
four  U.S.  exchanges,  which  agreedl 
spend  $77  million  collectively  on  sun| 
lance  and  enforcement. 

Customers  have  clearly  benefit| 
Costs  have  dropped,  and  spreads 
tween  sell  and  buy  prices  have 
rowed,  "ise  has  made  the  market  qi 
er  and  more  accessible,  which  has  al 
of  appeal  for  our  customei 
says  Tony  McCormick,  vi 
president  for  equity  options 
Charles  Schwab  in  Chicago. 

Several   investment   l 
have  become  ise  market 

SENDING  A  SHIVER 

"We  are  cheaper,  faster, 
and  better,"  boasts  CEO 
Krell  of  the  International 
Securities  Exchange 


ers  because  the  cost  of  er 
is  so  low.  "Morgan  Stanley 
not  in  the  business  pre-iSE- 
cause  we  didn't  deem  it 
cially  appropriate  to  maintaj 
staff  of  many  brokers  and 
traders  in  various  exchangl 
says   Thomas   R.   Cardelkl 
managing  director  at  Morj 
Stanley.  Using  ise's  automl 
trading  system  and  algoritl 
derived  from  the  stock  prij 
volatilities,  and  interest  ra 
Cardello   says   he   can   qi 


27% 
25 


50,000  options   at   any  gil 

which  pioneered  stock  options      .^M^?f9^..^T.9f'^..^^f'.^^.^  ?! ?.~!  time.  (Morgan  Stanley,  Goldi| 

29  years  ago  (table).  The  ise  is      PHILADELPHIA  STOCK  EXCHANGE  10  11  Sachs,  Bank  of  America, 

attracting  orders   even   from      pacific  EXCHANGE  15  1?  Bear    Stearns    are    now 

traders  on  the  cboe.  "It's  a  tes-  ~   "    shareholders.) 

timony  to  our  efficiency,"  says      *0pened  in  Ma* 20t)0  Data:  Options  Clearing  Corp..  ISE  The     ISE)    h0Wever, 


says 

ise  Chief  Executive  David  Krell.  "We 
are  cheaper,  faster,  and  better." 

Superb  timing — with  help  from  high 
places — powered  the  all-electronic  ise's 
liftoff.  Since  1989,  the  other  exchanges 
had  sneered  at  Securities  &  Exchange 
Commission  requests  that  they  give  up 
their  monopolies.  Then,  in  January,  1999, 
the  Justice  Dept.  launched  a  probe  into 
complaints  that  the  exchanges  were  il- 
legally refraining  from  listing  some  stock 
options  in  more  than  one  place. 

Within  a  month,  the  ise — backed  by 
E*Trade,  Ameritrade,  Scottrade.  Knight 
Trading,  and  Deutsche  Bank — filed  for 
exchange  registration  with  the  sec,  af- 
ter announcing  earlier  that  it  would  list 
600  of  the  most  active  options  traded  at 
all  the  existing  exchanges.  That  sent  a 
shiver  through  the  options  industry  and 


achieved  what  even  the  government 
hadn't  been  able  to  do:  By  August  of 
that  year,  the  exchanges  gave  up  ex- 
clusivity and  each  started  offering  all 
the  options.  William  J.  Brodsky,  ceo  of 
the  cboe,  ruefully  admits  that  the  ise's 
impact  on  the  industry  seemed  greater 
than  the  government's  actions.  "The  ise 
had  a  tremendous  effect;  if  they  were 
planning  to  cherry-pick  our  best  options, 
then  we  had  better  be  prepared  for  that 
kind  of  competition,"  he  says. 

The  ensuing  wave  of  competition  was 
so  strong  that  the  exchanges  stopped 
charging  a  fee  of  36<2  per  contract.  In 
2001,  the  total  volume  of  stock  options 
soared  to  723  million  contracts — 60% 
more  than  in  1999.  TowerGroup  analyst 
Jean-Paul  Carbonnier  attributes  much 
of  this  growth  to  retail  customers,  point- 


watch  for  challenges  on  the  horizon. 
Boston  Stock  Exchange,  along  with  I 
Bourse  de  Montreal  and  the  Inte? 
tive  Brokers  Group,  have  formed  a 
electronic  exchange  for  options  cal 
the  Boston  Options  Exchange.  Theyf 
awaiting  approval  from  the  sec 
hope  to  launch  later  this  year.  The  ( 
isn't  sitting  still,  either.  On  July  18,  xtj 
troduced  new  technology  to  bypass 
trading  floor  and  match  large  custo^ 
orders  electronically — something  it 
viously  did  only  for  smaller  orders. 

Fierce  competition  is  good  for  rj 
kets  and  customers.  It  also  keeps 
ise  on  its  toes.  For  now,  the  ise  is 
iting  from  its  innovations,  but  if  it 
the  top  spot,  plenty  of  wannabes 
be  ready  to  knock  it  off  its  perch. 

By  Pallavi  Gogoi  in  Chkl 
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COMMENTARY 

By  Christopher  Palmeri 


FOR  INVESTORS,  WYNN'S  LATEST  MAY  BE  A  SUCKER  BET 


The  king  of  Las  Vegas  is  back. 
Two  years  after  Stephen  A. 
Wynn  sold  his  Mirage  Resorts 
Inc.  to  mgm  Grand  Inc.,  he's  cooking 
up  another  over-the-top  casino. 
Shortly  after  Labor  Day,  Wynn  plans 
to  take  a  new  company,  Wynn  Re- 
sorts Ltd.,  public  in  a  stock  offering 
expected  to  raise  $454  million.  The 
proceeds  will  go  to  build  the  aptly 
named  Le  Reve  (the  dream),  a  $2.4 
billion  resort  with  2,700  rooms,  the 
only  18-hole  golf  course  on  the  Strip, 
and  a  Ferrari/Maserati  dealership. 

Wynn,  60,  is  a  Las  Vegas  legend. 
His  casino-cum-amusement  park  con- 
cepts— including  a  fire-spewing  vol- 
cano and  staged  pirate  battles — draw 
hordes  of  tourists  to  Sin  City.  But 
based  on  the  prospectus  and  Wynn's 
history  at  Mirage,  investors  may  not 
want  to  dive  for  their  checkbooks. 

When  mgm  bought  Mirage  for  $6.4 
billion,  Mirage's  stock  was  sliding  be- 
cause of  construction-cost  overruns 
for  new  casinos  and  Wynn's  lavish 
perks.  He  rented  his  art  collection  to 
the  company's  Bellagio  Hotel  for 
$330,000  a  month.  Mirage  also  put  a 
$8  million  New  York  condo  and  a 
fleet  of  jets  at  Wynn's  disposal.  After 
selling  Mirage,  Wynn  vowed  he 
would  never  again  run  a  public  com- 
pany. So  much  for  that  promise. 
Wynn  still  doesn't  seem  to  get  it. 

It  looks  as  if  Wynn  Resorts  will  be 
very  good  to  the  boss.  Wynn  and 
Kazuo  Okada,  founder  of  Aruze  Corp., 
a  Japanese  maker  of  electronic  gam- 
bling machines,  will  hold  a  majority  of 
the  stock.  How  ordinary  shareholders 
will  fare  remains  to  be  seen — especial- 
ly since  Le  Reve  won't  be  up  and 
running,  let  alone  making  money,  until 
2005.  "Wynn  is  someone  who  wants 
the  control  of  a  private  company  with 
the  access  to  public  capital"  of  a  pub- 
lic company,  says  Nell  Minow,  a 
prominent  shareholder-rights  activist. 


KING  OF  VEGAS: 

His  board  has 
no  truly  inde- 
pendent directors 


"Anyone  who  buys  into 
this  should  think  carefully 
about  these  issues."  Wynn 
refused  to  comment,  cit- 
ing a  mandatory  quiet  pe- 
riod before  a  securities  offering. 

The  prospectus  does  detail  plans  to 
control  costs.  Still,  the  lack  of  outside 
voices  is  a  red  flag.  Wynn  Resorts' 
seven-member  board  is  packed  with 
Wynn  associates.  Two  are  company 
execs,  including  Chairman  and  ceo 
Wynn  and  President  Ronald  J. 
Kramer.  Okada  will  be  vice-chairman. 
Wynn's  wife,  Elaine,  is  a  member,  as 
is  Zenith  Insurance  Co.  Chairman 
Stanley  R.  Zax,  a  longtime  friend  of 
Wynn's.  The  sixth  board  member,  for- 
mer Nevada  Governor  Robert  J. 
Miller,  got  $124,000  in  campaign  con- 
tributions from  Wynn-related  entities 
for  three  campaigns  since  1986.  Wynn 
has  been  a  big  contributor  to  an  eye 
institute  named  after  the  seventh  di- 
rector, John  A.  Moran,  a  retired  exec- 
utive. Zax  and  Miller,  in  separate 


written  responses  to  Business 
Week,  said  their  ties  to  Wynn 
won't  affect  their  duties.  Okad 
and  Moran  couldn't  be  reach 
for  comment. 

Wynn  is  again  leasing  his  ai 
collection  to  the  company — no 
displayed  at  a  gallery  on  the 
Le  Reve  site,  the  prospectus 
says.  Instead  of  cash,  Wynn 
Resorts  is  paying  the  insuran 
and  giving  him  a  cut  of  any 
profits  from  ticket  sales  to 
viewT  the  works.  Wynn  has  sol 
two  personal  jets  to  the  ven- 
ture for  a  total  of  $48  million, 
the  prospectus  says.  He  also 
contributed  a  license  to  build 
casino  in  Macao,  valued  at  $56 
million,  in  exchange  for  equity. 

Wynn's  bankers  certainly 
have  every  incentive  to  sell 
the  deal.  Banking  sources  say 
Deutsche  Bank,  Bear  Stearns 
and  Bank  of  America  guaran- 
teed Wynn  Resorts  $1.1  billio 
in  financing.  Although  they 
-  have  commitments  for  much 
the  money,  the  sources  say,  the  bai 
could  potentially  have  to  put  up  sev 
eral  hundred  million  dollars  if  they 
can't  find  enough  investors. 

True  to  Vegas,  those  wrho  can  leas 
afford  the  risk  of  Wynn  Resorts  are 
likely  to  fall  hardest  for  its  glitter. 
The  shares  will  be  pitched  to  retail 
vestors  as  "the  last  chance  to  own  a 
piece  of  the  king  of  Las  Vegas,"  says 
an  investment  banker  familiar  with 
the  offering.  Institutions  will  steer 
clear.  "In  the  current  environment, 
how  do  you  turn  to  the  head  of  your 
fund  and  say  you've  invested  in  a 
business  that  won't  be  profitable  for 
at  least  three  years?"  he  says.  Wynn 
may  have  the  golden  touch,  but  the 
house  alw-ays  wins. 

With  Heather  Tim  mot 
in  New  Yo) 


STACKED  DECK? 

Investors  could  be  losers 
in  the  IPO  of  casino  mogul 
Steve  Wynn's  nen  company 
Wynn  Resorts 

Data  .- 


•  The  seven-member 
board  is  dominated  by 
Wynn.  Four  company 
insiders  include  Wynn's 
wife.  The  three  others 
ha  'e  long-standing  ties 
to  \  ynn. 


•  The  company  won't 
start  bringing  in  any 
money  until  2005,  when 
construction  is  finished. 
Wynn  vows  to  control 
costs,  but  his  past 
projects  went  over  budget. 


•  Wynn  has  already  sold 
the  new  company  two 
jets,  for  a  combined  $4£ 
million.  And,  as  he  did 
at  Mirage,  he  is  leasing 
his  personal  art  collec- 
tion to  the  new  venture 
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What's  Glowing 
Online  Now 

Smart  buys  are  emerging  from  the  Net's  ruins 


BY  TIMOTHY  J. 
MULLANEY 


BW's  Real-World 

Internet  Index 

COMPANY 

SYMBOL 

1 -800-FL0WERS.COM 

FLWS 

ALLOY  ONLINE 

ALOY 

AMAZON.COM 

AMZN 

eBAY 

EBAY 

eSPEEO 

ESPD 

EXPEDIA 
H0TELS.COM 

EXPE 
ROOM 

INDYMAC  BANCORP 

NDE 

INTUIT 

INTU 

LENDINGTREE 
McAFEE.COM 

TREE 
MCAF 

NETFLIX 

OVERTURE  SERVICES 

NFLX 
OVER 

PAYPAL 

PYPL 

RE6ISTER.COM 

RCOM 

TICKETMASTER 

TMCS 

USA  INTERACTIVE 

USAI 

WEBEX  COMMUNICATIONS  WEBX 

UNIVERSITY  OF 
PHOENIX  ONLINE 

UOPX 

UNITED  ONLINE 

UNTD 

Two  years  ago,  with  online  loan  ex- 
change LendingTree  burning  cash 
faster  than  all  but  15  of  339  public  In- 
ternet companies,  ceo  Doug  Lebda 
looked  like  toast.  But  with  mortgage 
markets  hot,  LendingTree's  first  profits  un- 
der generally  accepted  accounting  princi- 
ples (GAAP)  are  on  tap  for  the  third  quarter. 
"Back  then,  people  were  asking:  'Can  you 
survive?'"  Lebda  says.  "Now,  the  question 
is:  'How  big  can  you  become?' " 

LendingTree's  not  alone.  Now  that  the 
dust  is  settling,  dot-coms  that  were  built  to 
last  are  whipping  the  market.  Business- 
Week built  a  basket  of  Web  companies  that 
are  profitable  (at  least  by  pro  forma 
standards)  and  whose  stocks  Wall 
Street  analysts  rate  buy  or  better. 
Our  20-stock  Real-World  Internet 
Index  is  up  3.2%  this  year  (through 
Aug.  16),  compared  with  an  18.2% 
decline  in  the  Standard  &  Poor's 
500-stock  index.  Real- World  Net 
stocks  are  up  15.5%  for  the  past 
12  months  and  5.9%  for  the  past 
two  years,  beating  the  s&P  by  36 
and  42  points,  respectively. 

This  time,  Web  stocks  are  on  a 
much  sturdier  foundation.  More 
companies  are  making  money — 
about  50  of  the  remaining  200  pub- 
lic Net  companies  report  GAAP  prof- 
its, with  at  least  20  more  profitable 
before  noncash  charges  and  inter- 
est. Key  measures,  especially  for 
consumer-oriented  companies,  are 
still  improving.  Forrester  Research 
expects  e-commerce  sales  to  rise 
40%  this  year,  to  $72  billion.  "People 
aren't  giving  up  on  the  Internet,  and  the 
useless  dot-coms  are  gone,"  says  For- 
rester analyst  Kate  Delhagen. 

Valuations  are  also  much  lower  than  in 
2000,  when  Yahoo!  commanded  a  price- 
earnings  ratio  of  1,826.  Our  index  trades 
at  46  times  this  year's  expected  profits, 
according  to  San  Francisco  research  firm 
Starmine  Corp.,  vs.  18  for  the  s&P  500. 
Web  winners  share  strong  growth 
prospects,  profitability,  and  enough  size  to 


f 


\ 
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give  them  operating  leverage.  That  means 
once  they  reach  critical  mass,  their  profit  m 
fatten  as  revenues  grow.  Pay-per-click 
engine  Overture  Services  is  one  examp 
went  from  losing  $10  million  in  the  first  r 
2001  to  20%  net  margins  by  the  fourth  qu 
The  brightest  sector  on  the  Web  is  e-t 
commanding  9  of  the  20  spots  on  our 
(table).  E-tailers  have  done  much  better 
business-to-business  plays  such  as  purer 
site  FreeMarkets  and  software  makers  si 
Ariba,  which  have  been  hammered  by  slov    I 
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porate  tech  spending.  E-tailers  have  also 
overtaken  online  stockbrokers,  whose  share 
of  major-exchange  trades  has  slipped  to 
17%  from  45%  since  2000,  says  Salomon 
Smith  Barney  analyst  Guy  Moszkowski. 

Five  of  the  10  biggest  e-tailers,  based 
on  sales  just  before  the  bubble  burst  in 
mid-2000,  are  profitable:  Auction  site  eBay, 
hotel  booker  Hotels.com,  travel  site  Expe- 
dia,  Ticketmaster,  and  Priceline.com.  Their 
ranks  grow  to  six  if  you  count  Amazon.com, 
which  makes  money  before  interest  and 
noncash  charges  but  is  still  short  of  GAAP 
profits.  The  only  profitable  member  of  the 
Top  10  whose  stock  has  gone  down  and 
stayed  near  its  low  is  Priceline.  Hard- 
pressed  airlines  have  made  fewer  seats 
available  to  devotees  of  Priceline's  name- 
your-own-price  service  since  September  11. 

E-tailers'  financial  models  make  sense 
once  the  companies  get  big  enough.  Except 
for  bookseller/consumer-product  merchant 
Amazon.com,  which  needs  big  warehouses 
and  a  large  staff,  top  e-tailers  sell  services 
that  are  almost  entirely  virtual — an  e-ticket 
from  Expedia,  an  auction  platform  from 
eBay.  Once  fixed  costs  are  covered,  they're 
cheap  to  run,  and  a  hefty  share  of  incre- 
mental sales  drops  to  the  bottom  line.  E-fi- 
nance  companies  such  as  LendingTree  and 
Internet  service  provider  United  Online 
have  similar  models.  Jonathan  Cohen,  who 
has  shares  of  LendingTree  and  United  On- 
line in  his  Royce  Technology  Value  Fund, 
thinks  each  can  grow  fast 
with  the  facilities  it  already 
has,  which  should  turn  to- 
day's pro  forma  profits  into 
solid  GAAP  performance. 

What's  cheap  enough  to 
buy?  The  best  mix  of  risk 
and  reward  may  come 
from  1-800-Flowers.com, 
Overture  Services,  and 
Expedia  and  Hotels.com. 
All  have  had  big  drops  this 
year,  but  each  company's 
upside  is  still  strong. 

After  a  big  runup  in  '01, 
1-800-Flowers.com  has  fall- 

I  en  to  $8  from  $17  this  year. 
One  reason:  Early  venture 
capital  is  cashing  out,  says 
cibc  World  Markets  ana- 
I  Peter  Benedict.  But  the 
sk  trades  at  about  30  times 
j  fiscal  year's  GAAP  estimates, 
I  operating  earnings  likely  to 
"  60%  a  year  through  fiscal 
»n  15%  to  20%  sales  growth, 
verture's  stock  has  also  been 
this  year,  falling  35%  after 
g  fivefold  in  '01,  as  it  lost 
^■ibution  deals  with  America 
jjiie  and  Ask  Jeeves.  Bears 
,  competition  from  Google  will 
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hurt  margins.  Overture  is  already  paying  search- 
engine  sites  more  to  carry  its  listings,  but  it  has 
also  been  able  to  raise  ad  rates  60%  in  the  last 
year  as  other  Web  ad  markets  have  collapsed.  It 
has  an  unusual  model:  Advertisers  pay  only  if  a 
surfer  visits  their  sites  by  clicking  on  search  results. 

Overture  earned  $46.8  million  in  the  first  half, 
vs.  a  $9.6  million  loss  a  year  earlier.  Overture 
says  GAAP  profits  will  fall  in  2003  because  the 
company  is  just  starting  to  pay  taxes.  But  given 
its  promising  global  expansion,  rising  prices,  and 
GAAP  p-e  of  20,  most  analysts  think  it's  a  good  buy. 

Expedia  and  Hotels.com  are  tougher  to  figure. 
Each  is  down  about  35%  from  the  spring.  In 
June,  USA  Interactive,  the  holding  company  for 
ceo  Barry  Diner's  e-commerce  investments,  made 
lowball  offers  for  the  shares  it  doesn't  own  in 
each.  USA  hasn't  pressed  its  bids  but  still  wants 
the  companies.  "We're  focused,  we're  patient — 
and  we  don't  overpay,"  says  Vice-Chairman  Vic- 
tor Kaufman.  The  question:  Can  USA  Interac- 
tive push  through  the  deals  at  prices  it  chooses? 

On  fundamentals,  Hotels  and  Expedia  look 
smart.  Prudential  Securities  analyst  Mark  Rowen 
says  Expedia  is  worth  $95,  up  from  $55,  based  on 
2003  GAAP  estimates  of  $1.96  a  share,  up  100% 
from  this  year.  Pacific  Crest  Securities  analyst 
Steve  Weinstein  reckons  Hotels  should  boost  2003 
pro  forma  earnings  50%  or  more,  to  $2.36  a  share, 
pushing  the  $44  stock  back  to  its  peak  of  $70. 

After  the  storm  that  drowned  hundreds  of 
Net  companies,  profits  are  seeping  into  the  Web 
world.  For  those  who  don't  mind  the  odd  riptide, 
the  water's  inviting.  ■ 


Readv  to  Get  Back  in  the  Game? 


The  brightest 
sector  is  e-tailing, 
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the  20  spots  on 
the  Index.  And 
e-commerce  sales 
are  expected  to 
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48 
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Its  $9.95  a  month  Internet  service  undercuts 
rivals  AOL  and  MSN.  Profits  are  pro  forma, 
though  they're  rising  fast. 

Loan-comparison  service  trades  around  23 
times  next  year's  projected  GAAP  profits. 
Bulls  think  it's  merger  bait. 

Strongest  player  in  e-travel.  Stock  is  way 
down  since  majority  owner  USA  Interactive 
made  lowball  takeover  bid  in  June. 

Fans  say  earnings  can  grow  50%  a  year. 
Like  Expedia,  it  received  a  USA  Interactive 
bid,  and  the  stock  price  fell. 

Pay-per-click  search  engine  offers  an 
unusual  form  of  Web  advertising  that  is 
rising  in  price. 

It  had  a  big  run  in  2001,  but  suffered  this 
year  as  venture  capitalists  cashed  out. 
Good  operating  leverage. 


*Aug.  19      "Based  on  estimated  pro  forma  2002  and  2003  earnings.  1-800-Flowers.com  and  United  Online  estimates  are  for  calendar  2002 
and  2003,  not  the  companies'  fiscal  year,  ended  in  June. 

Data:  Bloomberg  Financial  Markets,  BusinessWeek,  First  Call 
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Picking  a  Bond  Fund 
That  Won't  Wilt 
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buying  situation. 
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Our  scoreboard  shows  which  have  the  best  return  for  the  least  risk  mg  equation 


BY  LEWIS  BRAHAM 


BusinessWeek  online 


For  fund  ratings  and  more, 

go  to  our  Web  site  at 

www.businessweek.com/ 

mutualfunds/ 


For  the  past  few  years,  bonds  have  had  more 
fun.  While  stock  markets  throughout  the 
world  have  plummeted  this  year,  taking  the 
average  equity  mutual  fund  down  15%,  bond 
mutual  funds  remain  relatively  prosperous. 
Taxable  bond  funds  are  up  1.8% — and  returns 
from  tax-free  bond  funds  are  out  of  sight,  up 
5.7%. 

Still,  those  are  just  averages.  To  find  a  good 
bond  fund,  you  should  compare  it  with  its  peers. 
That's  just  what  BusinessWeek's  Mutual  Fund 
Scoreboard,  which  can  be  found  at  www.busi- 
nessweek.com,  does.  The  scoreboard  grades  more 
than  1,600  bond  funds  from  A  to  F  based  on 
their  five-year  risk-adjusted  returns.  The  7.5%  of 
funds  that  receive  As  got  them  because  they've 
earned  the  highest  return  for  the  amount  of  risk 
they  took  with  your  money.  In  addition  to  an 
overall  rating,  the  scoreboard  has  a  category 


lECtf 
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b 
bonds  take  less  oi 
than  intermediate  and  long-term  issues 
because  investors  will  get  their  principal 
sooner — money  that  will  be  reinvested  at 
rates.  As  such,  short-term  bonds  and  bond 
tend  to  be  less  volatile  than  their  long 
cousins. 

Short-term  bonds  don't  yield  much  n 
three-year  Treasury  note  yields  2.6%,  a 
year  top-rated  corporate  upward  of  4% — no 
of  bang  for  your  buck,  especially  if  you  co 
that  a  mutual  fund  will  take  a  good  chunk  < 
yield  as  its  management  fee. 

Fees  are  always  important,  but  since 
are  so  low  right  now,  they  take  on  speci 
nificance.  A  fund  yielding  5%  before  dedut 
1%  expense  ratio  loses  20%  of  its  yield  t< 
So  low-cost  fund  families  such  as  Van 
Group,  tiaa-cref,  and  Fidelity  Investment 
a  definite  edge.  "We  put  95%  of  our  assets 
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At  the  Columbia  fund,  portfolio  manager  Jeffrey 
Rippey  sticks  to  the  sector's  better-quality  bonds. 
"Our  whole  pitch  is  high-quality  high  yield,"  he 
says.  "We  buy  BB-rated  bonds  that  we  think  can 
be  upgraded  to  investment  grade."  Such  upgrades 
open  the  door  to  institutional  investors  who  are  re- 
stricted to  owning  only  investment-grade  bonds; 
their  buying  drives  the  bond  prices  up.  This  strat- 
egy has  delivered  a  4.8%  five-year  annualized  re- 
turn, vs.  0.2%  for  the  average  high-yield  fund. 
The  fund  now  yields  8%,  less  than  most  of  its 
peers.  And  that's  0.  K  With  the  economy  slow  and 
many  big  borrowers  looking  shaky,  safety  should 
come  before  yield.  ■ 


Fhe  Double  A  Team 


These  bond  funds  have  earned  superior  returns  compared  with  all  bond  funds 

and  compared  with  those  in  their  categories.  The  ratings, 

from  BusinessWeek's  Mutual  Fund  Scoreboard,  are  based  on  five-year 

average  annual  returns,  adjusted  for  risk. 

AVERAGE 
ANNUAL 

TOTAL         EXPENSE 
FUND  CATEGORY  RETURN*     RATIO 


>tment-grade  bonds,  and  we  still  deliver  high- 
yields  than  other  muni  funds  because  of  our 
oense  advantage,"  says  Christopher  Ryon, 
nager  of  A-rated  Vanguard  Intermediate  Term 
x-Exempt  Fund.  Indeed,  the  fund's  0.19%  ex- 
lse  ratio  is  less  than  one-fifth  the  1.07%  aver- 
i  for  municipal-bond  funds. 
So  if  you  want  both  yield  and  safety,  you'll 
:e  to  do  some  legwork  and  look  in  some  un- 
lal  places.  One  A-rated  short-term  bond  fund 
rently  yielding  a  healthy  4.4%  is  the  Payden 
>bal  Short  Bond  Fund.  This  fund  by  prospec- 
must  invest  at  least  75%  of  its  assets  in  in- 
tment-grade  bonds  rated  BBB  or  higher,  so  it 
ssn't  take  on  too  much  credit  risk.  Many 
ts  government  bonds  come  from  "transi- 
l  countries  that  have  just  been  rated  in- 
;tment-grade,"  says  portfolio  manager 
ora  Zimmerman.  Among  the  nations  new- 
rated  investment-grade  are  Hungary  and 
ith  Korea. 

|f  you  want  to  stick  close  to  home  but 
1  seek  higher  yields,  you  could  invest  in 
^ger-term  bond  funds.  Vanguard  Interme- 
te-Term  Tax-Exempt  Fund  has  an  aver- 
ife  maturity  of  just  six  years  and  delivers  a 
\  tax-exempt  yield,  which  is  the  equiva-      AMER.  CENTURY  CALIF.  TM.  TAX  FREE  INV.       MUNI.  CALIF.  INTERM.  4.7%       0.51% 

fc  of  5%  after  taxes  for  investors  m  the  AMER.  CENTURY  FLA.  MUNI  BOND  INV.  MUNI.  SINGLE  STATE  LONG  5.8  0.51 

i  b  income-tax  bracket.  But  you  don't  want  AMER  jCAN  PERFORMANCE  SHORT  TERM FlNCr  SHORT  (GENERAL)  6.8 

i  go  out  too  far  in  maturities.  Vanguard  

ig  Term  Tax-Exempt  Fund,  with  an  av-  COLORADO  BONDSHARES MUNI.  SINGLE-STATE  INTERM.      6.3 

uge  maturity  of  10.3  years,  yields  just      COUNTRY  SHORT  TERM  BOND  INTERMEDIATE  (GENERAL) 

Jo,  not  much  extra  income  for  a  lot  more      DEUTSCHE  MUNICIPAL  BOND W. MUNI.  NATIONAL  LONG 

c  irest-rate  risk. 

j\nother  alternative  for  yield-hungry  in- 
ters is  to  take  on  more  credit  risk.  That's 
J  high-yield  bond  funds  work,  investing  in 

rurities  with  debt  ratings  below  BBB. 

c,jg  sector  takes  more  of  its  cues  from  the 

&  market  than  the  bond  market,  and      FIDELITY  SPARTAN  SHORT  INTM.  MUNI.  INC.    MUNI.  NATIONAL  INTERM. 4.8  0.41 

f  surprisingly,  it's  the  only  sector  of  the      FIFTH  THIRD  MICH.  MUNICIPAL  BOND  INV.      MUNI  SINGLE-STATE  INTERM.      4.5  0.84 

J,ld  ™arJc?t1_t0.^  ^  tje  red  so  far  this      HARBOR  SHORT'DURATION INTERMEDIATE  (GENERAL) 5.7 0.28 

i  r.  No  high-yield  bond  fund  receives  an     

rail  A  rating,  but  there  are  funds  that      ™WAH  INTERMEDIATE  MUNI.  SINGLE-STATE  LONG 4.3 0.88 

i(P  As  when  compared  with  other  high-  J.P  MORGAN  SHORT  TERM I  BOND  INSTL.  INTERMEDIATE  (GENERAL)  6.1  0.30 

ltd  funds.  Among  them  are  Columbia  payDEN I  GLOBAL  SHORT  BOND  R  INTERNATIONAL BOND 5.9 0.50 

^h- Yield,  EquiTrust  Strategic  Yield,  and  ;.,;>;„ ;;;,,,,„  111T,mi™; 0,1™^™™^ c"» nVn' 

long  Short-Term  High  Yield  Bond.  BWBUnOIMM^ SHORT  (GENERAL) 5.4 0.40 

i  Scoreboards  have  their  limitations.  They      RSI  RETIREMENT  SHORT  TERM  INVESTMENT    SHORT  GOVERNMENT                 4.5  0.80 

\  purely  numbers-driven,  and  numbers      SEI  DAILY  SHORT  DURATION  GOVT  A  INTERMEDIATE  GOVERNMENT       j[j 0  45 

i  ft  tell  all.  You  still  need  to  do  some  basic      stf  MINNESOTA  TAX  FREE  INCOME MUNL  SINGlTsTATE  LONG  47 61" 

inarch.  Go  back  to  the  three  high-yield      

is.  Jeffrey  Koch,  who  ran  Strong  Short      STANDISH  SHORT  TERM  ASSET  RESERVE         SHORT  (GENERAL)  5.5  0.35 

■  m  High  Yield  Bond  for  five  years,  re-      STRONG  SHORT  TERM  MUNICIPAL  BD  INV.      MUNI.  NATIONAL  INTERM.  4.6  0.60 

itly  left  Strong,  prompting  two  leading     irowE  PRICE  SUMMIT  MUNLINTERm! MUNL  NATIONAL  LONG  5.4         6.50 

;o:a  advisory  firms  to  pull  their  recommen-     

oi  ions.  That  may  not  be  enough  reason  to     T.  ROWE  PRICE  TAX-FREE  SHORT-INTERM. MUNI.  NATIONAL  INTERM. 4.8 0.52 

,:  the  fund  if  you  own  it,  but  it's  enough  to 
id  making  a  new  investment.  EquiTrust's 
.  i  has  a  1.94%  expense  ratio,  higher  than 
j  1.28%  average  for  the  category.  True, 
iC  fund  has  still  been  able  to  achieve  a  top      VANGUARD  MUNI  BOND  LIMITED  TERM  MUNI.  NATIONAL  INTERM.  4.9  0.19 

«ng  despite  its  overhead,  but  high  costs      VANGUARD I  SHORT-TERN I  TAX-EXEMPT MUNI.  SHORT  4.1 0.19 

101  eventually  weigh  a  bond  fund  down.  So, 
it  .he  three,  Columbia  High- Yield  is  the 
ts  t  option. 


DUPREE  N.C.  TAX  FREE  SH0RT-T0  MED. 
buPREE TENN LTAX  FREE  SH0RTTO-MED7 
ECLIPSED "ULTRA  SHORT  TERM  INCOME 
FEDERATED  MORTGAGE  INSTlTsERv! 


I.  SINGLE-STATE  INTERM. 

I.  SINGLE-STATE  INTERM. 

ULTRASHORT 

INTERMEDIATE  GOVERNMENT' 


5.8 

To' 
"4J 

"4.3" 
"5.6" 

a 


0.56 
0.66 
0.85 

oio 

0.48 
0.59 
0.20 
0.60 


TCW  GALILEO  SHORT-TERM  BOND  I 

THORNBURG  FLORIDA  INTERM.  MUNI.  A 
THORNBURG  NEW  MEXICO  INTERM.  MUNI.  A 


SHORT  GOVERNMENT 
I.  siNGLE-SWE  LONG 
I."  SINGLE-STATE LONG 


5.5 

'5.0 
..„„„... 


0.64 
0.89 

l.oi 


*Five  years  ended  July  31.  Appreciation  plus  reinvestment  of  dividends  and  capital  gains  before  taxes 

Data:  Standard  &  Poor's 
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Mixing  Business  with  Pleasure  by  Lincoln 
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ACROSS 

L  Revered  name  at  Disney 
5.  Security  device 
10.  "Snug  as ..." 

14.  Lotion  ingredient 

15.  Shakespearean  title  character 

16.  Ready  to  harvest 
17  Planner,  often 

19.  Bank  customer:  Abbr. 

20.  Pavement  material 
2L  Numero 

22.  One  in  charge 

24.  Suffix  for  bind  or  brew 

25.  Space  shuttle  agency 
27.  Simile  center 


28.  AMA  members:  Abbr. 

29.  Personal-aviation  pioneer 
32.  Deplorable 

35.  Semiconductor  slice 

38.  Data-transmission  unit 

39. cost  (free) 

40.  Abu  Dhabi,  for  example 

42.  Make  a  change  in  a 
balance  sheet 

44.  Mine  discovery 

45.  "Othello"  villain 

47.  Exxon  vessel 

48.  Baton  Rouge  school:  Abbr. 

49.  "Pretty  Woman"  star 

50.  Symbol  of  industriousness 
5L  Machine  part 


53.  Ashcroft  predecessor 

55.  "The  emperor's ,  fully  visible 

clothes  (see  page  at  right) 

58.  Media  buyer's  alternative 
to  a  commercial 

62.  Naval  bigwig:  Abbr. 

63.  Part  of  some  soldier's 
addresses:  Abbr. 

64.  Heavy  metal 

65.  Java  expert 

68.  Legalese  phrase 

69.  "Ici  on francais" 

70.  Symbols  of  industriousness 
7L  Ben  &  Jerry's  competitor 

72.  Spread  around 

73.  Admin. 


DOWN 

L  Efficiency  expert's  bane 

2.  Church  platform 

3.  Truck,  in  Britain 

4.  Lipton  product 

5.  Fields  of  endeavor 

6.  Corporate  identifiers 

7.  French  friend 

8.  Vacation  purpose 

9.  Flame  fancier 

10.  Many  OPEC  ministers 

1L  Like  some  working  coupll 

12.  What  register  scanners  scan: . 

13.  Acquires 

18.  Arctic  plain 

23.  Musical  discernment 

26.  Books-A-Million's 
headquarters:  Abbr. 

28.  Insignificant 

30.  Markka's  successor 

3L  Citrus  drink 

33.  Poker  ritual 

34.  Activist 

35. u.  . .  And  those  who  travel 
(see  page  at  right) 

36.  "Famous"  cookie  entrepre 

37.  Executor  or  trustee 

38.  Buyer  of  puts 

39.  Take  a  crack 

4L  Haberdashery  buy 
43.  California  wine  town 
46.  Common  Market  country:  J 

49.  BBC's  clock  setting:  Abt 

50.  Carnegie  or  Mellon 
52.  South  American  range 

54.  Postal  Service  symbol 

55.  Makes  a  personnel  appoint! 

56.  Fencing  swords 
57. -case  scenario 

58.  Ballet  bend 

59.  Tear  apart 

60.  Killer (superior  sofrw| 

6L  Mild  oath 

66.  Hockey  great  Bobby 

67.  George  W.'s  degree:  Abb| 


For  answers  to  this  puzzle: 

Turn  to  page  109  in  this  week's  issue  of  BusinessWeek  or  visit  Mixing  Business  with  Pleasure  by  Lincoln  on 

www.businessweek.com/adsections 


Puzzle  created  by:  Stanley  Newman. 


LINCOLN 

800  688-8898 
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POWER-FOLDING   3'°  ROW       SATIN  NICKEL  INTERIOR       POWER   RUNNING   BOARDS       POWER   LIFTGATE 


LINCOLN 


Is 


'AV?a&J±1.&R 


:    EMPEROR'S    NEW, 
FULLY   VISIBLE    CLOTHES 


•-*-**"■" 


The  all-new  2003  Lincoln  Navigator.  First  we  graced  it  with  modern  features, 
then  we  graced  it  with  modern  design.  There  are  those  who  travel.  And  those  who  travel  well. 
For  more  information  or  to  schedule  a  test  drive,  visit  Lincoln.com  or  call  800  688-8898. 
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Wine  Lovers:  Want  to 
Get  Your  Feet  Wet? 

New  tours  offer  vineyard  visitors  more  action 


* 


s 


BY  LINDA 
HIMELSTEIN 


F 


Harvest  Stops 

BARTHOLOMEW 
PARK  WINERY 

www.bartholomewparkwinery.com 
(707) 935-95 

RAVENSWOOD  WINERY 

www.ravenswoodwine.com 
(888)  669-4679 

ST.  SUPERY 
VINEYARDS  &  WINERY 

www.stsupery.com 
(800)  942-0809 

SEBASTIANI 
VINEYARDS  &  WINERY 

www.sebastiani.com 
(707) 933-3200 


or  many,  the  /  Love  Lucy  episode 
featuring  a  barefoot  Lucille  Ball 
stomping  in  a  barrel  of  grapes  pro- 
vides a  hilarious  lesson  in  wine- 
making.  Truth  is,  grape-stomping 
largely  went  out  decades  before  Lucy's 
escapade,  replaced  by  more  efficient — 
and  more  hygienic — machines.  But  that 
doesn't  mean  adventurous  travelers 
can't  still  dip  their  toes  in  a  good,  old- 
fashioned  grape  stomp. 

Nowhere  is  that  timer  in  the  U.S. 
than  in  Sonoma  and  Napa  Counties, 
the  heart  of  California's  $33  billion 
wine  industry.  Little  more  than  an 
hour  north  of  San  Francisco,  the  region  ~~~  ~ 
offers  an  array  of  harvest  activities  that  let  vis- 
itors observe  from  afar  or  experience  winemak- 
ing  up  close  and  personal. 

The  trick  is  knowing  where  to  go.  During  the 
height  of  the  harvest,  which  runs  from  Septem- 
ber through  October,  many  wineries  forbid  visi- 
m  tors  from  venturing  beyond  their  tasting 
rooms  for  fear  they  might  interfere  with 
serious  work.  After  all,  in  little  more  than 
two  months,  grapes  must  be  picked, 
crushed,  and  de-stemmed.  Juices  must  be 
fermented,  blended,  and,  finally,  barreled. 
Still,  by  calling  around,  you  can  find 
wineries  that  offer  fun  harvest  programs 
or  will  arrange  private  tours. 

A  great  starting  point  is  St.  Supery 
Vineyards  &  Winery  in  Napa  Valley.  It 
has  set  itself  up  as  a  destination  for  wine 
education.  Its  free,  hour-long  tour  is 
among  the  most  comprehensive  and  takes 
visitors  through  the  entire  process.  Start- 
ing with  a  trip  outside  to  a  demonstration 
vineyard,  visitors  can  see  the  different 
varietals  and  taste  grapes  right  off  the 
vine.  The  winery  has  a  balcony  that  over- 
looks the  crush  pad,  where  picked  grapes 
are  first  brought  for  de-stemming  and 
crushing  before  getting  pumped  into  the 
cellar.  It's  best  to  come  before  noon,  when 
most  of  the  crushing  takes  place.  "You 
can  see  and  smell  everything  going  on," 
says  St.  Supery  ceo  Michaela  Rodena. 

If  that's  not  enough,  for  the  first  time, 
the  winery  is  offering  a  one-day  Harvest 
Adventure  for  $250  per  person.  Starting 
at  7:30  a.m.,  groups  of  up  to  12  will  do 
everything   from    picking   grapes    and 


BIG  CRUSH:  Lucy 
trods  the  grapes 


stomping  them  with  their  fe 
tasting  juices  as  they  fermen 
blending  seminar  in  the  early  a 


SI 


noon  tops  off  the  experience 

Over  in  nearby  Sonoma,  Bartholomew  ] 
Winery  is  also  a  worthwhile  harvest  diver 
The  small  winery  produces  limited  quantiti 
wines  such  as  merlot  and  chardonnay.  Du 
the  harvest,  visitors  can  participate  for  fr* 
the  "punch-down"  process  at  11  a.m.  and  2 
As  red  wine  ferments,  grape  skins  and  pulp 
to  the  top  of  the  tank,  creating  a  "cap." 
needs  to  be  punched  down  with  a  special  to 
mix  with  the  juice.  "It  really  gets  the  de 
says  tasting-room  manager  Craig  Brunsvik, 
waives  wine-tasting  fees  for  participants 
forewarned:  The  job  is  sticky,  and  the  juice 
attract  bees 

Visitors  don't  get  the  same  hands-on  exj 
ence  at  Ravenswood  Winery,  just  five  min 
away.  But  you  can  get  so  close  to  the  crush 
juice  may  splash  on  you.  What's  more,  obser 
can  sample  grapes  as  they  are  brought  ir 
crushing,  as  well  as  sip  fermenting  juices.  Ni 
boring  Sebastiani  Vineyards  &  Winery  has  a 
facility  that  offers  visitors  various  tours,  in« 
ing  an  hour-long  "soil  to  bottle"  excursior 
$15  at  11  a.m.  daily.  It  also  has  a  viewing 
form  for  those  who  want  to  watch  the  c 
from  a  bit  farther  away. 

If  it's  more  of  a  Lucy-like  adventure  y< 
after,  don't  miss  Sonoma's  annual  Valley  ol 
Moon  Vintage  Festival  from  Sept. 
(wwvv.sonomavinfest.com).  You  can  enjoy 
tastings  and  a  parade.  Best  of  all  is  a  gr 
stomp  competition  for  kids  and  growTiups.  T« 
of  two  will  crush  25  pounds  of  grapes  for  t 
minutes.  The  team  making  the  most  juice  wir 
may  be  messy,  but  it's  sure  to  be  a  memorabl" 
perience  for  oenophiles  and  beginners  alike. 
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ME  ROSE-COLORED 
LASS  CEILING 

Lately  I've  noticed  a  growing  rift  among 
women  professionals.  On  one  side  are  those 
who  say  gender  is  irrelevant  and  that  only 
performance  counts  in  the  workplace.  Forget  about 
doing  battle  where  you  don't  need  to — just  do 
your  job  and  do  it  well.  On  the  other  side  are 
women  who  argue  that  gender  is  still  a  barrier  to 
success.  They  say  that  those  who  downplay  the 
existence  of  the  glass  ceiling  are  threatened  and 
think  "it  would  disadvantage  them  in  a  male  en- 
vironment if  they  acknowledged  the  problem," 
one  senior  bank  executive  told  me. 

I  understand  that  ceos  such  as 
Carly  Fiorina  of  Hewlett-Packard, 
Meg  Whitman  of  eBay,  and 
Pat    Russo    of    Lucent 
Technologies  want  the 
business  world  to  fo- 
cus on  their  accom- 
plishments, not  their 
gender.  No  doubt,  too, 
they    have    important 
tasks  before  them,  such  as 
running  their  megabillion-dol- 
lar  companies  in  a  difficult  busi 
ness  environment.  But  just 
look     at     the     numbers: 
Women  held  only  12.5%  of 
corporate-officer  positions  in 
2000  and  12.4%  of  the  board 
seats  in  2001  at  500  of  the 
largest  companies,  according 
to  Catalyst,  a  New  York 
City-based    nonprofit 
organization      that 
seeks     to     advance 

women  in  business.  Just  because  a  handful  of  cor- 
porate women  have  made  it  to  the  top  doesn't 
mean  the  battle  for  equal  opportunity  is  over. 

High-achieving  women  are  necessary  allies  in  ef- 
forts to  make  more  progress.  "Women  leaders 
need  to  take  an  active  role  to  continue  to  break 
down  the  barriers  impeding  women's  advance- 
ment," says  Jacki  Hoffman-Zehner,  an  advisory 
director  at  Goldman  Sachs.  One  of  those  barriers 
is  the  pay  gap.  The  General  Accounting  Office 
reported  earlier  this  year  that  from  1995  to  2000, 
women  managers  in  several  fields  not  only  made 
less  money  than  men,  but  the  wage  gap  actually 
widened  in  7  of  the  10  sectors  that  employ  71%  of 
all  female  workers.  The  old  boys'  network  is  an- 
other impediment  to  women's  advancement.  Many 
business  deals  and  job  searches  still  depend  not  on 
your  raw  qualifications  but  on  who  you  know — and 
women  typically  aren't  part  of  the  inner  circles  of 
male  executives.  Without  the  help  of  top-level 
women,  says  Hoffman-Zehner,  the  corporate  world 
has  license  to  look  the  other  way  and  act  as 
though  gender  inequity  is  no  longer  an  issue. 


rOPPi  GUTNER 

Sbusinessweek.com 

in  women 
lers  don't 
ak  up  against 
qual  treatment 
lie  workplace, 
tpanies  feel  no 
jstire  to  fix 
t's  broke 


Shelly  Lazarus,  chairman  and  ceo  of  Ogilvy  & 
Mather  Worldwide,  a  global  advertising  agency, 
is  a  leader  who  has  struck  the  right  tone.  While 
Lazarus  says  she  never  experienced  obstacles  to 
her  own  success,  she  concedes  this  is  not  the  case 
for  all  women  and  all  industries.  Her  advice:  "The 
opportunity  is  there  for  women  to  go  as  far  as 
they  want  to  go  in  the  business  world,  but  women 
must  believe  they  can  reach  the  top — otherwise, 
they  won't  want  to  make  the  necessary  sacrifices." 
Clearly,  Hewlett-Packard's  Fiorina  believed  she 
could  reach  the  top.  But  some  women  executives 
have  told  me  privately  they  would  like  to  see  her 
and  other  women  of  her  stature  take  a  more  active 
stance  on  behalf  of  those  still  striving  to  advance. 
What  set  them  off  most  recently  were  comments 
Fiorina  made  in  a  speech  at  a  closed-door  con- 
ference for  women  leaders  earlier  this  year. 
Women  must  "play  by  the  same  rules  and  be 
judged  by  the  same  standards"  as  men, 
she  is  quoted  as  saying  in  the 
notes  of  one  attendee.  That 
may  be  true,  several 
participants  told 
me,  but  it  misses 
the  point.  At 
many  companies, 
women  can't 
play  by  the 
same  rules  be- 
cause they're 
still  judged  by 
different  stan- 
dards. Fiorina's 
spokesperson,  Suz- 
ette  Stephens,  says 
her  boss  admits  dis- 
crimination still  exists, 
but  feels  the  real  issue 
is  how  to  cope  with  it. 
"I  can  see  where 
there  would  be  con- 
flict over  how  you 
deal  with  the  problem,"  Stephens  says. 

Fiorina  could  be  more  supportive  without  being 
strident.  She  might  start  by  speaking  about  these 
issues  publicly  to  broader  audiences.  She  also  doesn't 
have  to  be  modest:  She  can  use  her  own  company 
as  a  model  for  others  to  follow.  For  example,  she 
could  point  out  that  23%  of  all  department  and  di- 
vision heads  at  HP  are  women  and  two  women  are 
among  the  company's  top  five  earners.  She  could 
also  mention  that  the  National  Association  for  Fe- 
male Executives  voted  Hewlett-Packard  one  of  the 
best  places  for  executive  women  to  work  in  2002. 
Only  when  every  company  truly  promotes  on 
the  basis  of  merit  can  we  ignore  gender  in  the 
workplace.  Until  then,  women  leaders  must  rec- 
ognize that  businesses  still  have  a  long  way  to  go 
before  women  can  play  by  the  same  rules  and 
be  judged  by  the  same  standards  as  men.  ■ 


BusinessWeek  online 


To  join  a  discussion  in  our  forum,  see  hers.online  at 
www.businessweek.com/investor/ 
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How  smart  is  your  e-learning  solution? 


In  today's  high-speed,  high-tech  business  arena,  an  educated,  highly  trained  workforce  is  your  most  powerful  edge  over  the 
competition.  With  our  e-learning  solution,  your  staff  will  learn  more,  faster  and  with  greater  efficiency,  at  a  lower  cost  to  you. 

We're  Avaltus,  a  global  provider  of  e-learning  and  learning  content  management  solutions.  We'll  transform  your  training  program  into 
an  enticing,  interactive  and  rewarding  experience.  Avaltus'  learning  solution. . .  the  genius  behind  today's  intelligent  workforce. 

Call  1-877- AVALTUS  or  visit  mrw.avaltus.com  for  more  information. 


©  Avaltus  2002.  Avaltus  is  a  subsidiary  of  Precision  Response  Corporation.  PRC  is  a  division  of  USA  Interactive. 
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SPECIAL  ADVERTISING  SECTIO 


At  a  time  when  many  corporations  are  hammering  down  training  budgets,  spending  on  electronic 
learning  is  accelerating.  The  corporate  e-learning  market  will  rise  10%  this  year  and  37%  next 
year,  when  it  will  top  $2.5  billion,  predicts  Eduventures,  a  Boston  research  firm. 

Corporations  are  looking  at  potential  benefits  that  go  straight  to  the  bottom  line:  better-trained 
employees,  striking  cost  savings,  and  the  ability  to  reach  employees  and  customers  who  never  could 
be  reached  before. 

KEY  DEMAND  FOR  ECONOMIC  EFFICIENCIES 


"We  were  pioneers  in  distance  learning,"  says  H. 
Wells  Singleton,  provost  and  dean  of  the  Fischler 
Graduate  School  of  Education  and  Human 
Services  at  Nova  Southeastern  University  in  Fort 
Lauderdale,  Florida.  Nova  Southeastern  now 
offers  one  of  the  largest  choices  of  e-learning 
courses  available  from  any  educational  institu- 
tion, with  roughly  a  quarter  of  all  its  courses 
available  online,  Singleton  estimates.  The  gradu- 
ate school,  for  instance,  delivers  more  than  100 
courses  exclusively  online. 

"We  are  now  moving  quickly  and  deeply  into 
the  corporate  market,"  Singleton  emphasizes. 
Businesses,  of  course,  have  their  own  demands. 
For  one,  "they  really  aren't  interested  in  sending 
employees  to  a  university,"  so  the  university  must 
meet  them  on  their  own  terms  and  turf.  For 
another,  businesses  want  training  material  that's 
completely  customized  to  their  specific  needs. 


In  addition  to  needing  customized  training  mate- 
rials, companies  appreciate  the  cost  savings  of 
using  e-learning.  John-Robert  Curtin,  CEO  of 
Connected  Learning.Network,  of  Louisville, 
Kentucky,  notes  that  about  40%  of  traditional 
training  cost  is  for  the  training  itself  and  the  rest 
goes  to  travel,  lost  time  and  lost  opportunities. 
So  for  the  price  of  training  one  person  by  tra- 
ditional methods,  you  can  help  two  and  a  half 
people  online. 

While  courses  in  basic  human  resource 
areas  like  supervisory  skills  remain  mainstays, 
there's  also  a  big  push  toward  courses  that 
offer  certification  in  technical  areas  or  aid  in 
regulatory  compliance.  Just  as  strikingly,  after  a 
sometimes-painful  learning  curve,  more  and 
more  corporations  are  taking  firm  control  of 
their  e-learning  efforts,  demanding  material 
that  is  completely  tailored  to  their  needs. 


SPECIAL  ADVERTISING  SECTION 


"We  have  a  message  to  get  out,  and  we  need  to 
get  it  out  quickly,"  says  Brent  White,  director  of 
training  and  development  at  Trimble's 
Engineering  and  Construction  Division  in 
Dayton,  Ohio.  The  division's  worldwide  sales 
force  employs  Centra  Software's  Centra 
Symposium  platform  for  courses  ranging  in 
time  from  20  minutes  to  six  days,  White  says. 
He's  seen  trainer  productivity  climb  50%,  and 
the  number  of  users  grew  by  20%  a  month  last 
year.  White  adds  that  e-learning  also  can  make 
conventional  face-to-face  learning  more  effi- 
cient, since  much  of  the  preparation  can  be 
carried  out  online. 

"Anyone  who  was  questioning  distance 
learning  has  totally  changed  their  tune,"  reports 
Ginger  Brill  Pisik,  a  project  manager  with 
McKesson  Information  Solutions  in  Alpharetta, 
Georgia.  "We  get  to  customers  or  employees 
who  probably  wouldn't  have  received  training  in 
the  past." 

McKesson,  which  creates  software  for 
healthcare  facilities,  tapped  Centra  Symposium 
platform  to  train  its  customers.  In  one  year, 
McKesson  saw  a  tenfold  increase  in  live  presen- 
tations and  reached  its  returnon-investment— 
"that  was  a  surprise,"  Pisik  notes. 
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CAPELLA  UNIVERSITY 

Steve  Shank,  founder  and  chancellor  of  Capella 
University  believes  his  university  has  created  the 
formula  to  help  working  adults  in  undergraduate 
and  graduate  programs.  The  focus  is  on  better 
access  and  better  learning  environments.  He 
remarked,  "the  Higher  Education  institutions 
were  not  focused  on  the  market.  For  the  working 
population  Capella  is  a  better  opportunity  with 
more  flexibility."  Capella's  growth  statistics  sup- 
port his  assumption,  having  realized  a  90% 
increase  over  five  years.  And  having  been  accred- 
ited by  the  North  Central  Association  of  Colleges 
and  Schools,  Capella's  academic  integrity  and 
performance  is  officially  recognized  by  the 
regional  accrediting  agency. 

What  differentiates 
successful  eompanies  is 
their  commitment  to 
human  capital  investment 

AVALTUS 

Avaltus  Inc.,  a  subsidiary  of  Precision  Response 
Corporation,  located  in  Denver,  Colorado  originally 
considered  itself  a  software  company  that  created 
products  for  companies  needing  content  man- 
agement for  vast  repositories  of  information. 
Their  software,  however,  has  catapulted  them  into 
the  heart  of  the  e-learning  industry.  Charles  Fred, 
CEO,  remarked,  "our  software  now  creates  man- 
agement and  distribution  systems  for  vast  amounts 
of  product  information  required  by  employees  of 
global  corporations.  What  differentiates  successful 
companies  is  their  commitment  to  human  capi- 
tal investment."  The  paradigm  shift  focuses  on 
people  solving  problems,  not  just  infusions  of 


money.  Alvatus  understands  that  e-learninf 
come  to  the  forefront  of  business.  "Trainir 
used  to  take  12  months  now  is  accomplish^ 
two  months  time  with  e-learning— employees 
access  to  current  information  and  can  de\| 
products  and  services  on  the  fly.  E-learning 
become  strategic  and  tactical."  Perhaps 
Charles  Fred  summed  it  up  best  when  he  sti 
"I  wouldn't  consider  not  having  e-Learning.| 

CENTRA:  BUILDING  THE  REAL-TIME  ENTERpJ 
With  two  million  users,  Centra  Software  is  a 
ing  supplier  of  e-learning  tools  and  a  dorm] 
player  in  synchronous  learning,  claims  CEO 
Navickas.  Based  in  Lexington,  Mass.,  thel 
was  founded  in  1995.  "One  of  our  mantrl 
that  e-learning  is  much  more  than  training,"! 
Navickas.  Centra's  CentraOne  platform  offl 
rich  suite  of  collaborative  experiences  in  vij 
classrooms,  he  says,  and  its  tools  can  be  | 
aged  in  many  ways.  For  example,  Centra(| 
customers  may  use  the  synchronous  e-leal 
tools  for  regular  meetings.  The  companyl 
puts  a  lot  of  effort  into  making  it  easiel 
"novices,  subject  masters,  and  other  pi 
sionals  to  get  various  kinds  of  information 
our  system  so  it  can  be  shared,"  he  emphai 

USDLA  Executive  Director  Dr.  John  G.  It 
is  an  authority  in  education,  techno/ogyl 
telecommunications.  Before  joining  USDlA 
Flores  was  President  and  CEO  of  Global  Leal 
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Who  decided  adults  have  to  learn  in  rows? 


Say  goodbye  to  the  way  things  were.  Now  there's  adult  education  actually 
designed  for  adults.  Imagine  that.  Our  interactive  online  format  is  both  stimulating  and  built 

around  your  schedule.  It's  a  revolution  in  education.  To  learn  about  our  bachelor's, 
master's  and  Ph.D.  programs,  call  1-888-CAPELLA  ext.  6024  or  go  to  www.capella.edu/dsk 
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apella  University  is  accredited  by  the  Higher  Learning  Commission  (NCA),  the  same  body  that  accredits  Big  Ten  universities. 
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FINANCE  SOFTWARE: 
THE  UPDATING  GAME 

uch  like  new  cars,  the  two  leading  per- 
onal-finance  software  titles  appear  late 
each  summer  with  new  models.  This  being 
2002,  and  logic  being  irrelevant  to  marketing, 
that  means  Intuit  has  just  introduced  its  Quick- 
en 2003  and  Microsoft  its  Money  2003.  Often, 
the  new  features  are  hardly  notable  and  soon 
forgotten. 

Investors,  however,  may  be  tempted  by  the 
latest  Quicken  and  Money  programs  (table).  Cat- 
egory leader  Intuit  has  struck  a  deal  to  create  its 
own  Quicken  Brokerage  service 
through  Muriel  Siebert  &  Co. 
and  has  given  it  a  privi- 
leged place  within  the  soft- 
ware. Microsoft,  for  its 
part,  has  added  the  capability 
to  track  options  contracts,  a 
tricky  set  of  maneuvers  not 
yet  tried  by  Quicken.  Its  users 
have  to  use  a  complicated 
"work- around"  solution  if 
they  hope  to  track  options 

Three  years  back,  in  my 
last  review  of  Quicken  and 
Money,  I  concluded  that 
most  investors  should 
avoid  these  programs.  Al- 
though they  are  relatively 
inexpensive  in  dollars, 
they  can  suck  up  way  too 
much  time.  Getting  them 
to  answer  your  basic 
questions  correctly — How 
is  my  portfolio  doing?  Is 
my  asset  allocation  out  of 
whack? — means  paying 
strict  attention  to  seeing 
that  the  software  accu- 
rately mirrors  your  mu- 
tual funds'  actual  portfolio 

holdings.  Worse,  you  also  have  to  enter  most 
details  of  every  trade  you  make  into  the  program 
just  right.  Automated  data  entry  and  broker 
downloads  have  cut  these  chores  some.  The  ques- 
tion now:  Has  Quicken  or  Money  evolved  enough 
to  make  one  of  them  worth  your  while? 

To  find  out,  I  toured  the  latest  models.  In 
many  ways,  they  are  similar  and,  like  rival  Sun- 
belt cities,  have  sprawled  boundlessly,  stretching 
from  "downtowns"  of  household  budgeting  and 
check-writing  to  countless  "suburbs."  including 
home-value  tracking,  capital-gains  estimating, 
college-tuition  modeling,  asset  allocation,  and 
portfolio-performance  reporting.  So  I  focused 
just  on  those  parts  aimed  at  investors. 

Microsoft's  new  wizards  for  options  investors — 
that  is,  direct  option  contracts  on  stocks  or  in- 
dexes, not  employee  stock  options — worked  neat- 


ROBERT  BARKER 
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Quicken  and  Money 
2003  have  slick 
new  features  for 
investors,  but  they 
require  accurate, 
sometimes  elusive 
data— and  more 
patience  than  you 
might  have 
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Deluxe 
Premier 


'Check  retailers  or  company  Web  sites 
(www.mtcrosoft.com/money/buy/  and  www.shop  intuit.com/store/) 
for  current  rebates  up  to  $20  plus  discounts  of  $5  or  more 
Data:  BusinessWeek 


ly  to  set  up  and  track  puts  and  calls.  And 
the  peek  that  Intuit  offered  me.  Quicken's 
brokerage  service  seems  to  do  an  admirable 
of  modeling  the  tax  impact  of  any  securities  | 
before  a  trade.  Quicken  users  need  not  chc 
use  its  brokerage  service,  but  those  who 
ure  to  get  smoother  data  downloads,  plus 
extras  as  real-time  quotes  and  free  res 
ports  from  Standard  &  Poor's.  Others 
downloading  their  trading  and  account  data 
most  any  brokerage  firm. 

Despite  these  changes,  I  still  wonder 
valuable  this  software  is  for  most  people, 
reason  is  that  for  many  investors,  sizable  ch| 
of  their  portfolios  are  tied  up  in  401(k)  and 
retirement  accounts.  The  seemingly  simple 
of  getting  enough  details  of  a  401(k)  intc 
software  can  be  daunting.  While  both 
and  Money  track 
vestment  that  bea?| 
ticker  symbol  with 
ance,  keeping  up 
some  employer-spons 
retirement  account  in 
ments — many  of 
don't  come  with  ti 
symbols — is  dicier.  J 
years  of  sporadic 
dling,  I  have  ye 
get  either  prograi 
render  a  good  ace* 
ing  of  my  401(k)'s 
formance.  This  m 
that  seeing  my  ov 
portfolio's  performan< 
asset  allocation  is  in 
sible  without  resortii 
pencil  and  paper  and 
tling  ultimately  fc 
pretty  good  guesstin 
And  that's  the  mai 
that  these  programs 
lick:  If  the  data  a 
right,  you  can't  confi 
ly  draw  conclusions  h 
on  the  data.  So,  if  Q 
en  or  Money  tempt 
with  their  claims  of  I 


I: 


PRICES' 


$64.95 
$79.95 


ing  you  handle  your  money  faster  and  bett 
have  some  advice:  First,  cut  your  expecta 
for  what  the  software  will  tell  you  by  5(Kr.  ! 
double  the  amount  of  time  you  figure  it  11  ta 
get  the  program  set  up  and  working  for  yo 
Finally  start  small.  Pick  one  or  two  tasks, 
as  portfolio  rebalancing  or  estimating  capital  § 
for  which  you  need  help.  If  you  get  the  ans 
you  seek  without  having  to  spend  too  many 
Sunday  afternoons  at  your  computer,  terrific, 
stead,  you  find  you're  putting  in  hours  and  \ 
toward  an  end  that  starts  to  seem  like  a  mi 
stop  there.  You're  right. 
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Inside  Wall  Street 


A  RUNUP  AFTER 
SEPTEMBER  11 


\ORE  PHONES  TO  TAP? 


Before  September  11,  Applied  Signal  Tech- 
nology (apsg)  was  a  little-known  company 
whose  stock  hardly  moved.  Having  "tech- 
nology" in  its  name  became  a  burden  when  the 
tech  bubble  burst.  But  lately,  Applied,  a  maker  of 
signal-processing  gear  used  by  the  FBI,  CIA,  and 
other  surveillance  agencies,  has  zoomed — from 
5.19  a  share  on  Sept.  10,  2001,  to  12.80  on  June 

10.  The  stock  has  since  eased — to  10.21  on  Aug. 
21 — which  prompted  fresh  buying  from  certain 
fans,  including  some  who  already  own  shares. 
"Applied  is  a  pure  play  in  intelligence  gathering," 
says  Tim  Hasara  of  Kennedy  Capital  Manage- 
ment in  St.  Louis,  which 
owns  7%  of  the  stock. 

Allied  makes  gear  to 
bug  phones,  including  cel- 
lular sets,  and  radio  or 
satellite  communications. 
The  company  has  seen  a 
"significant  jump"  in  orders 
and  new  interest  in  its 
products  since  September 

11,  says  Hasara,  who  sees 
the  stock  hitting  18  to  20 
in  a  year.  In  mid-July,  the  company  reported 
$18  million  in  orders  during  May  and  June,  vs. 
$18  million  in  all  of  the  previous  quarter.  Applied 
is  not  only  a  play  on  the  spying  game  but  also  "a 
turnaround  bet,"  says  Hasara.  Last  year,  Allied 
was  losing  money  and  laying  off  people.  Now,  it 
is  rehiring — and  started  making  money  in  the 
first  half  of  fiscal  2002,  ending  Oct.  31.  Hasara 
figures  it  will  earn  45#  a  share  in  2002,  on  sales 
of  $80  million,  and  750  in  2003  on  $100  million,  vs. 
a  loss  of  $1.31  in  2001.  In  2004,  Hasara  sees 
earnings  of  $1  on  $125  million.  Applied  ceo  Gary 
Yancey  believes  the  rise  in  orders  will  continue. 
Applied  may  see  a  big  order  from  the  newly 
created  Homeland  Security  Dept.,  says  Hasara. 
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CONCORD  COULD 
CLICK  WITH  POLAROID 

Rivalry  in  the  fading  film-camera  business  is 
fierce,  and  small-cap  Concord  Camera  (LENS) 
has  been  hit-hard.  But  some  value  players 
are  betting  big  on  a  comeback:  They  think  Con- 
cord is  way  oversold — down  from  9.39  a  share  in 
March  to  4.95  on  Aug.  21 — and  they  see  huge 
promise  in  its  recent  licensing  of  the  name  Po- 
laroid. "It's  a  big  deal  for  Concord  because  it  can 
compete  directly  with  Kodak  and  Fuji,  with  its 
own  camera  carrying  the  Polaroid  brand,"  says 
Gary  Steiner  of  Awad  Asset  Management,  which 
owns  12%  of  the  shares.  Concord  has  mostly  been 
an  outsourcer — supplying  Eastman  Kodak  and 
Polaroid  with  single-use  and  other  cameras.  Other 
customers  include  Wal-Mart  Stores,  Walgreen, 
and  Eckerd.  Steiner  says  Concord  is  selling  a 
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greater  variety  of  products 
to  Wal-Mart.  Concord  is 
talking  to  other  outfits  for 
private-label  business,  says 
Steiner,  who  sees  the  stock 
rising  to  12  in  a  year. 

Chris  Quilty  of  Raymond 
James  &  Associates,  which 
underwrote  a  secondary  of- 
fering for  Concord  in  2000, 
says  the  Polaroid  name 
gives  Concord  a  "much- 
sought-after  weapon  to  compete  in  low-end  cam- 
eras." He  figures  the  name  could  help  Concord 
generate  sales  of  $100  million  over  three  years. 
Concord  has  talked  with  retailers  and  could  start 
selling  its  own  Polaroid  brand  by  the  end  of 
September.  He  says  Concord,  which  posted  a 
loss  in  fiscal  2002  ended  June  30,  will  recover — 
earning  15<2  a  share  in  2003  and  350  in  2004. 
The  estimates  don't  include  original-equipment 
business  Concord  might  complete  this  year. 

CRUCELL  TURNS  TO 
WEST  NILE  VIRUS 

With  the  nationwide  scare  over  West  Nile 
virus,  some  pros  are  making  sure  not  to 
pass  up  the  depressed  shares  of  Crucell 
(crxl),  a  small  Dutch  biotech  outfit.  The  compa- 
ny— which  trades  in  Amsterdam  and  on  the  Nas- 
daq, where  it  fetches  3.75  a  share — makes  vac- 
cines and  treatments  for  infectious  diseases.  It 
recently  signed  a  yet-to-be-announced  agreement 
with  the  National  Institutes  of  Health  to  develop 
a  vaccine  against  West  Nile.  A  money  manager 
who  refused  to  be  named  has  bought  500,000 
shares  and  says  a  West  Nile  vaccine  could  pro- 
duce huge  revenues  for  Crucell,  which  already 
has  partnerships  with  Merck,  Medlmmune,  John- 
son &  Johnson,  and  Novartis — on  Crucell's  cell 
production  for  treating  oth- 
er conditions,  such  as  HIV. 
Stephen  McGarry  of  Gold- 
man Sachs,  which  helped 
get  Crucell  onto  the  Nas- 
daq, says  developing  the 
West  Nile  vaccine  could 
lead  to  lucrative  opportu- 
nities. Crucell,  which  is  on 
McGarry's  recommended 
list,  is  developing  cancer 
antibodies  and  treatments 
for  inflammation,  diabetes,  and  cardiovascular 
diseases.  It's  still  uncertain  how  fast  Crucell  can 
produce  a  West  Nile  vaccine.  Crucell  has  yet  to 
join  forces  with  a  major  company  for  the  project. 
cfo  Len  Kramuir  wouldn't  talk  specifically  about 
the  West  Nile  vaccine. 
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Read  Gene  Marcial's  Inside  Wall  Street  Online  column  Tuesday 

afternoons  at  www.businessweek.com/today.htm.  And  see  him 

Fridays  at  1:40  p.m.  est  on  CNNfn's  The  Money  Gang. 
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COMMENTARY 

Stocks  held  on  to  their  four-week  gain 
by  ending  on  an  up  note  through  Aug. 
21,  though  the  way  up  was  erratic 
and  marked  by  triple-digit  gains  and 
losses  on  any  particular  day.  Assur- 
ances from  three  regional  Fed  presi- 
dents that  the  economy  was  on  the 
mend  boosted  confidence.  The  Dow  rose 
2.4%;  the  S&P,  3.2%;  and  rising  tech 
stocks  sent  the  Nasdaq  up  5.6%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  949.4 

Dow  Jones  Industrials  8957.2 

Nasdaq  Composite  1409.3 

S&P  MidCap  400  460.3 

S&P  SmallCap  600  208.5 

Wilshire  5000  8958.5 

SECTORS 

BusinessWeek  50*  590.5 
BusinessWeek  Info  Tech  100**     296.4 

S&P/BARRA  Growth  489.6 

S&P/BARRA  Value  456.5 

S&P  Energy  190.8 

S&P  Financials  321.3 

S&P  REIT  94.8 

S&P  Transportation  181.2 

S&P  Utilities  111.5 

GSTI  Internet  72.6 

PSE  Technology  487.0 
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0.0 
2.0 
1.7 
4.3 
3.1 
14.2 
7.0 


-18.0 
-12.0 
-23.0 
-6.7 
-7.3 
-16.4 


19.1 

-24.2 

29.3 

-23.8 

17.7 

-15.5 

17.3 

-21.1 

-9.7 

-13.5 

-9.6 

-12.0 

1.5 

-3.0 

-8.0 

-4.4 

23.6 

-34.8 

30.9 

-24.3 

29.2 

-22.6 

S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (TSE  300) 
Mexico  City  (IPC) 

FUNDAMENTALS 


914.0    6.5 


4364.8 
3485.2 
3868.2 
9642.6 
10,402.3 
6664.9 
6267.9 
Aug.  20 


4.6 
7.5 
7.8 
0.0 
4.4 
1.8 
3.5 

Wk. 


S&P  500  Dividend  Yield                     1.65%  1.7 

S&P  500  P/E  Ratio  (Trailing  1 2  mos.)    33. 1  31. 

S&P  500  P/E  Ratio  (Next  12  mos.)*       16.7  15. 

First  Call  Earnings  Revision*            -3.51%  -3.8 
*First  Call  Corp. 

TECHNICAL  INDICATORS       Aug   20  Wk.  a 


'■": 


"Mar.  19,  1999  =  1000 


"Feb.  7.  2000  =  1000 


S&P  500  200-day  average             1072.1  1075.7 

Stocks  above  200-day  average          37.0%  31.1, 

Options:  Put/call  ratio                      0.64  0.7! 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.56  2.34 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 

GROUPS  month  % 


Biotechnology 
Pharmaceuticals 
Food  Wholesalers 
Health-Care  Services 
Conglomerates 


32.1  Casinos  44.6 

24.9  Homebuilding  41.6 

24.8  Metal  &  Glass  Containers  40.9 

23.9  Housewares  &  Specialties  38.7 
22.0  Managed  Health  Care  24.1 


Computer  Stores 
Telecomms.  Equip. 
Paper  Packaging 
Oil  &  Gas  Refining 
Employment  Services 


-17.8 
-11.0 
-10.3 
-6.8 
-6.4 


Multi-Utilities 
Wireless  Services 
Telecomms.  Equip 
Instrumentation 
Movies  &  Entertain 


tan 


Mutual  Funds 


Week  ending  Aug.  20 
■  S&P  500  ■  U.S.  Diversified  BAH  Equity 
4-week  total  return 


20      24 


Week  ending  Aug.  20 
■  S&P  500  ■  U.S.  Diversified  ■  All  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Utilities  18.2 

Financial  17.4 

Health  16.5 

Large-cap  Blend  15.6 
Laggards 

Japan  -5.5 

Diversified  Pacific/Asia  -3.7 

Pacific/Asia  ex-Japan  -3.6 
Diversified  Emerging  Mkts.     -3.0 


52-week  total  return 

Leaders 

Precious  Metals 

Pacific/Asia  ex-Japan 

Diversified  Emerging  Mkts. 

Real  Estate 

Laggards 

Communications 

Technology 

Utilities 

Health 


42.0 
7.9 
3.3 
2.8 

-42.1 
-36.1 
-26.8 
-22.9 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -24 


Data:  Standard  &  Poor's 


Leaders 

Rydex  Dynamic  Titan  500  36.3 

ProFunds  UltraBull  Inv.  36.2 

Yorktown  Classic  Val.  Trust  28.1 

Potomac  U.S.  Plus  27.4 
Laggards 

Rydex  Dynam.  Tempest  500  -31.4 

ProFunds  UltraBear  Inv.  -31.0 

ProFunds  Ultrashort  OTC  -27.2 

Rydex  Dynam.  Venture  100  -27.2 


Leaders 

First  Eagle  SoGen  Gold  74.3 

Matthews  Korea  63.6 

Gabelli  Gold  58.8 

iShares  MSCI  S.  Korea  Indx.  57.3 
Laggards 

ProFunds  UltraOTC  Inv.  -64.0 
Rydex  Dynam.  Velocity  100  -62.9 
Black  Oak  Emerging  Tech.  -61.7 
iShares  Gold.  Sachs  Netwkg.-57.8 


Interest  Rates 


KEY  RATES 


Aug.  2 1    Week  age 


MONEY  MARKET  FUNDS 


1.39%        1.39% 


90-DAY  TREASURY  BILLS 


1.62 


1.64 


to 


2-YEAR  TREASURY  NOTES 


2.09 


2.15 


10-YEAR  TREASURY  NOTES 


4.20 


4.11 


30-YEAR  TREASURY  BONDS        5.01 


4.93 


30-YEAR  FIXED  MORTGAGEt       6.27 


6.20 


tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated.  tax-exempt 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond 


GENERAL  OBLIGATIONS 


3.82% 


TAXABLE  EQUIVALENT 


5.46 


INSURED  REVENUE  BONDS 
TAXABLE  EQUIVALENT 


3.98 
5.69 


I  THE  WEEK  AHEAD 

EXISTING  HOME  SALES  Monday,  Aug.  26, 
10  a.m.  edt*-  Sales  of  existing  homes 
during  July  probably  rose  to  an  annual 
rate  of  5.2  million,  after  falling  to  a  pace 
of  5.1  million  units  in  June.  That's  based 
on  the  median  forecast  of  economists 
surveyed  by  Standard  &  Poor's  mms,  a 
unit  of  The  McGraw-Hill  Companies. 

NEW  RESIDENTIAL  SALES  Monday,  Aug.  26, 
10  a.m.  edt>  New  single-family  home 
sales  in  July  most  likely  eased  to  an  an- 
nual rate  of  975,000.  In  June,  sales 


reached  a  record  level  pace  of  just  over  1 
million  homes. 

DURABLE  GOODS  ORDERS  Tuesday  Aug.  27 
8:30  a.m.  edt>  New  orders  for  durable 
goods  are  forecast  to  have  risen  1.5%  in 
July,  following  a  4.1%  drop  in  June. 

CONSUMER  CONFIDENCE  Tuesday,  Aug.  27, 
10  a.m.  edt*-  The  Conference  Board's 
August  confidence  index  was  probably 
virtually  unchanged  at  97,  after  tumbling 
to  97.1  in  July. 


GROSS  DOMESTIC  PRODUCT  (REVISION) 

day,  Aug.  29,  8:30  a.m.  edt>  J\ 
merce  Dept.'s  second  look  at  sec 
quarter  growth  is  expected  to  she 
gdp  grew  at  an  annual  rate  of  1. 
compared  to  the  preliminary  leve 
1.1%.  Aftertax  corporate  profits 
rose  3.5%. 

PERSONAL  INCOME  Friday,  Aug.  30, 
a.m.  edt>-  Personal  income  in  Jl 
likely  rose  0.3%.  Consumer  expe 
probably  increased  by  0.7%. 
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se  3.1%  for  the  week.  As  with  the  major  indexes,  stock  prices  fluctuated  wildly.  Leading  the  win- 
■'gy  outfit  Dynegy,  up  43.0%,  regaining  from  an  81%  freefall  earlier  in  August.  Calpine  was  also 
a  International  jumped  29.6%  on  speculation  of  a  board  shakeup.  And  retailers — such  as  Lowe's. 
nd,  and  Home  Depot — were  also  winners  this  week  as  consumers  continued  to  spend. 


COMPANY  PERFORMANCE 

%  change 


%  change 


Since 

Since 

pany 

Week 
-1.1 

3/1/02 
-9.9 

Rank     Company 

Week 

3/1/02 

I Johnson 

26 

Tenet  Healthcare 

1.6 

25.8 

IK 

0.4 

0.6 

27 

Household  International 

-2.5 

-27.9 

3.4 

-16.5 

28 

WellPoint  Health  Networks 

-0.5 

22.5 

2.0 

-13.5 

29 

Washington  Mutual 

-0.3 

15.9 

rris 

-1.5 

-3.9 

30 

Duke  Energy 

2.2 

-19.7 

» 

7.7 

-30.6 

31 

Kohl's 

6.3 

8.0 

ae 

0.8 

-2.0 

32 

Bed  Bath  &  Beyond 

5.3 

2.8 

16.6 

-5.3 

33 

Cardinal  Health 

6.4 

2.5 

0.3 

-48.6 

34 

Centex 

5.4 

-15.1 

irceBergen 

1.2 

4.1 

35 

American  Electric  Power 

4.5 

-21.6 

alth  Group 

-0.8 

23.1 

36 

Golden  West  Financial 

0.6 

6.0 

3.9 

5.3 

37 

Stryker 

1.9 

-10.5 

pot 

15.6 

-34.6 

38 

Harley-Oavidson 

6.3 

-4.6 

.  Stores 

2.8 

-12.8 

39 

PepsiCo 

-3.2 

-13.7 

43.0 

-91.7 

40 

Merck 

1.5 

-15.4 

Dynamics 

1.8 

-12.0 

41 

Apache 

2.0 

4.8 

etroleum 

-0.8 

-12.2 

42 

Amerada  Hess 

1.0 

2.1 

iboratories 

5.5 

-7.8 

43 

KB  Home 

5.7 

13.5 

W) 

7.1 

2.5 

44 

First  Data 

7.0 

-7.8 

26.9 

-41.0 

45 

Tyco  International 

29.6 

-42.5 

al  Petroleum 

2.2 

7.3 

46 

International  Game  Technology 

9.0 

-3.5 

-1.8 

-3.2 

47 

Capital  One  Financial 

13.6 

-28.4 

nes 

7.5 

-5.4 

48 

Electronic  Data  Systems 

13.7 

-29.1 

Oil 

-2.6 

-11.7 

49 

Nabors  Industries 

2.5 

-6.7 

4.0 

-19.0 

50 

Xcel  Energy 

-5.8 

-57.8 

oduction  Index 


Change  from  last  week;  -0. 1% 
Change  from  last  year:  -0.8% 


IAL  OUTPUT     Aug.  10=168.0  1992=100 
ie  index  is  a  4-week  moving  average 


Nov. 
2001 


Mar. 
2002 


Aug. 
2002 


n  index  fell  for  the  first  time  since  May. 
tion  of  the  four-week  moving  average, 
aed  to  166.7  from  168.5.  On  a  seasonal- 
is  all  but  two  components  were  lower.  Ve- 
JS  suffered  the  largest  declines,  although 
output  is  expected  to  outpace  year-ago 
than  10%.  Coal,  lumber,  rail-freight 
ectric  power  were  also  down.  Steel  and 
ng  posted  moderate  increases, 
ch  of  the  index  components  is  at  www.busmess- 
duction  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  online 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 
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Pleasure 
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Answers  from  this  week's 
puzzle  in  BusinessWeek. 


LINCOLN 


Lincoln.com 
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Index  to  Companies 

This  index  gives  the  starting  page  for  a  story  or  feature  with  a  significant 
reference  to  a  company.  Most  subsidiaries  are  indexed  under  their  own  names. 
Companies  listed  only  in  tables  are  not  included. 


AB  Coltellene  66 
Accenture  (ACN)  76 
AirTran  Holdings  (AAIR) 

36 

Alcon  (ACL)  60 
Amazon.com  (AMZN)  16, 

94 
American  Airlines  (AMR) 

36 
American  Express  (AXP) 

86 

AmeriCredit  (ACF)  86 
AOL  Time  Warner  (AOL) 

22, 42, 94 
Apple  Computer  (AAPL) 

88 
Applied  Signal  Technology 

(APSO107 
Ariba  (ARBA)  94 
Arthur  Andersen  16 
Aruze90 

Ask  Jeeves  (ASKJ)  94 
AT&T  (T)12,16, 24, 38. 

42 
AT&T  Wireless  Services 

(AWE)  16 
Awad  Asset  Management 

107 
AXA  Financial  Advisors 

(AXA)84 

B 


Babcock  Borsig  48 
Baltimore  Orioles  26 
Bank  of  America  (BAC) 

52,90 
Bank  of  Tokyo-Mitsubishi 

(MBK)  30 
Bartholomew  Park  Winery 

100 
Bear  Steams  (BSC)  66, 

76,90 

BellSouth  (BLS)  38 
Benchmark  Capital  94 
Berkshire  Hathaway 

(BRK)  16 
Blue  Orchard  66 
Boston  Red  Sox  26 
Brummer  &  Partners  84 
Buchhandlung  Kiepert  48 
Budget  Group  (BDGPA) 

42 

Business  Engine 

Software  78 


Capital  One  Financial 
(COF)  86 
Cartyle  Group  42 


Cendant  (CD)  42 
Charles  Schwab  (SCH)  88 
Charter  Communications 

(CHTR)  56 

Christiangallery.com  66 
Christiansen  Capital 

Advisors  66 
CIBC  World  Markets  94 
Cisco  Systems  (CSCO) 

16,76 
Citigroup  (016, 52, 66, 

86 
Columbia  High-Yield 

(CMHYX)  96 
Comcast  (CMCSK)  42 
Compaq  Computer  (HPQ) 

16,76 

ComScore  Networks  12 
Continental  Airlines  (CAL) 

36,37 

Creditreform  48 
Credit  Suisse  First  Boston 

(CSR)  16 
Crucell  (XCRXL)  107 

D 


Deathndementia.com  66 

Deimos  Space  83 

Dell  Computer  (DELL)  76, 

88 
Deutsche  Bank  (DB)  88, 

90 

Digital  Bridges  14 
Discover  Financial 

Services  (MWD)  66 
Dynegy  (DYN)  16 

E 


Eastman  Kodak  (EK)  107 
eBay  (EBAY)  66, 101 
Eckerd  (JCP)  107 
Eclat  Consulting  36 
Electronic  Data  Systems 

(EDS)  76 
Elite  Fitness  66 
EMC  (EMC)  76 
Enron(ENRNQ)16.42, 

47,86 
Enterprise  Storage  Group 

76 
EquiTrust  Strategic  Yield 

(FBYBX)  96 
Expedia  (EXPE)  94 

F 


Fannie  Mae  (FNM)  86 
Ferrari  90 


Fidelity  Investments  96 
FleetBoston  Financial 

(FBF0  52 
Ford  (F)  12 
Forrester  Research 

(FORR)  94 
Fuji  Photo  Film  (FUJIY) 

107 

G 


General  Mills  (GIS)  60 
Geron(GERN)16 
GlaxoSmithKline  (GSK)  42 
Global  Crossing  (GBLXQ) 

16 

Goeken  Group  14 
Goldman  Sachs  (GS)  32, 

84,101,107 
Gontard  &  MetallBank  48 
Google  66 
G7  Group  30 

H 


HBO  (AOL)  42 
Herlitz  48 

Herrenhaus  Fischer  48 
Hershey  Entertainment  & 

Resort  62 
Hershey  Foods  (HSY)  60, 

62 
Hewlett-Packard  (HPQ) 

76, 101 
Hotels.com  (ROOM)  94 


IBM  (IBM)  26B,  49, 76, 
83,88 

ImClone  Systems  (IMCL) 
42 

IndyMac  Bancorp  (NDE) 
94 

Intellibridge  24 
Intuit  (INTU)  106 
i2  Technologies  (ITWO) 
26B.94 


JetBlue  Airways  (JBLU) 

36,37 
Johnson  &  Johnson  (JNJ) 

107 
J.R  Morgan  Chase  0PM) 

86.88 


Kennedy  Capital 
Management  107 

Kern  River  Gas 
Transmission  16 

KPMG12.86 

Kraft  Foods  (KFT)  60 

L 


LECG36 

Lehman  Brothers  (LEH) 

32, 42, 56 

LendingTree  (TREE)  94 
Level  3  Communications 

(LVLT)  16 

Liberty  Media  (L)  42 
Lloyd's  of  London  78 
Lloyds-TSB  Scotland  49 
Lucent  Technologies  (LU) 

16,101 

M 


Mail  Boxes  Etc.  (UPS)  66 
Marijuana.com  66 
Maserati  90 
McGraw-Hill  (MHP)  108 
MCI  Group  (MCIT)  14 
Medlmmune(MEDI)107 
Merck  (MRK)  107 
Metabolite  International 

40 

Metris  (MXT)  86 
MGM  Grand  90 
Microsoft  (MSFT)  16, 22, 

88, 106 
Mitsubishi  50 
Mizuho  Holdings  50 
Morgan  Stanley  (MWD) 

84,88 

Motorola  (MOT)  49, 112 
MSN.com  (MSFT)  66 
Muriel  Siebert  106 

N 


Nabisco  (MO)  42 
National  Economic 
Research  Associates  36 
NEC  (NIPNY)  49 
Nestle  (NSRGY)  16, 60 
New  York  Mets  26 
New  York  Yankees  26 
Nike(NKE)  12.78 
Niku  (NIKU)  78 
Nion  83 

Nissan  (NSANY)  50 
Novartis(NVS)  107 

O 


Ogilvy  &  Mather 
Worldwide  101 

1-800-Flowers.com 
(FLWS)94 


Overture  Services  (OVER) 
94 


Pacific  Crest  Securities 

(PCCI)  94 
Payden  Global  Short  Bond 

Fund  (PYGSX)  96 
PayPal  (PYPL)  66 
Penstock  Partners  86 
PepsiCo  (PEP)  16 
Philipp  Holzman  Group 

48 

Priceline.com  (PCLN)  94 
Providian  Financial  (PFGI) 

86 
Prudential  Securities 

(PRU)  60, 94 


Qwest  Communications 
International  (Q)  42 

R 


RadioShack  (RSH)  42 
Ravenswood  Winery  100 
Raymond  James  & 
Associates  107 
Register.com  (RCOM)  94 
Royce  Technology  Value 
Fund  94 


Salomon  Smith  Barney 

(016 
Sanford  0  Bernstein  (AC) 

76 

Sanmina-SCI(SANM)49 
SBC  Communications 

(SBC)  38 
Sebastani  Vineyards  & 

Winery  100 
Siemens  (SI)  16 
Softbank  94 
Southwest  Airlines  (LUV) 

36 

SRI  International  83 
Standard  &  Poor's  (MHP) 

36,86.106,108 
Staples  (SPLS)  76 
State  Street  Research  56 
Strong  Short-Term  High 

Yield  Bond  (STHYX)  96 
Strong  Short-Term 

Municipal  Bond  (STSMX) 
St.  Supery  Vineyards  & 

Winery  100 
Switchblades.it  66 


Texas  Pacific  Group  37 
TIAA-CREF  96 


Times  Square  Capri 

Management  84, 1 
Time  Warner  Cable  I 

42 
Time  Warner 

Entertainment  (AC 
Toyota  (TM)  16 
Tyco  International 

42 


UBS  PaineWebber 
24 

United  Airlines  (W 
United  Online  (Uf 
Universal  Studios  (I 
USA  Interactive  (Ul 
94 

US  Airways  (U)  36. 
U.S.  Bancorp  PiperJ 
(USB)  76 


Valueprescribe.co 
Vanguard  Intei 

Term  Tax-Exempt 

(VWIUX)  96 
Vanguard  Long  Te 

Exempt  (VNIUX) 
Verizon  Communic 

(VZ)38 

Verticalnet  (VERT) 
Viacom  (VIA)  56 
Vivendi  Universal 
Vogel  Capital 

Management  56 

W 


Walgreen  (WAG)  11   Kl 
Wal-Mart  Stores  (V 

107 

Warner  Bros.  (AOL. 
WebEx.com  78 
Wells  Fargo  (WFC) 
Welsh  Carson  And   »•  \ 

Stowe16,42 
Westdeutsche 

Landesbank  48 
Williams  (WMB)  11 
WorldCom  (WC0E( 

14.16,38,47,5 
Wynn  Resorts  90 

Y 


Yahoo!  (YHOO)  66 
Yellow  Pages  (Q) 

Z 


Zenith  Insurance  i 
90 
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Problem.    Solution 


many  great  business  books, 
little  time. 


WELCH 

and  the 

GEWAY 

ROBERT  SLATER 


important  books  like  this  one  come  out  every  year, 
purse  you  know  that,  as  an  executive  in  todays 
Jess  environment,  you  must  keep  current  with  the 
iding  base  of  knowledge. 

4ow  can  you  possibly  keep  up  with 
t  information?  We  can  help. 

ow  you  need  easy  access  to 
itest  business  intelligence.  That's 
we  invite  you  to  subscribe  to 
view  Executive  Book  Summaries. 
II 
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COHTEHTS 
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Decide  WM  You  Do  BeS 

And  Do  n  Benei 

PapiS 

Gel  Rid  01  Boontttfles 
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Fad  Am)  Grow  W*  I"  * 


Key  Management  Techniques  of 
General  Electric's  CEO 

JACK  WELCH  AND 
THE  GE  WAY 

mESUWAintiBHEF 

!:.  l*»nA^  wt-c.i  he  ■*>*  ewr  <5F  »i  IWI 
What  be  cm  there  concerned  bim.  Vhc  (vcmow  ikc*k '-  fctjb  mtlnxw  me 
joJ  crKTojchiiif  comptlUMfi  from  Jjfw  were  ctanpng  the  ntca  u*  the 
paiK  Wckh  kiiev  (ha  while  GE  kx*eu  hcstdiy  caovgti  to  uauiden.  n  had 
10  "get  a  lot  hvttcr.  tttUr" 

That  meant  change  —  a  lot  of  dwvee 

Welch  itaAed  the  tux  of  the  wwi  force.  drfocroi  mmaperaent.  **1 
reduced  ihe  number  of  buancas  uniu. 

Kir  Ihts.  he  earned  the  name  Neuin.ni  Jaci 

Wckh  also  lore  down  internal  bouodariei.  inprovitif  corarnBmtauon 
and  speeding  up  operation*  lie  tmptenxnted  frr-pfflwAatostoMsdite 
a»  rcwankd  quality,  lie  npanled  the  corrwrawn'*  jV*al  reach 

Pi*  ihts  fortvw  majanoe  wtcd  GE  ihe  nwa  adtmrtd  compart)  in 
AjaeTiai  in  19"*  and  entitled  Welch  for  having  -rewrmen  the  boo*  on 
mmuement  *hthr  keeptng  c;»:  hagc.  fwnNc.  and  .mnxn*t>  profiaNe 

Mamgerrcnt  *on>  Warm.  Bcnnb  added  thai  Wekh  rated  Gbhwn 
"the  and  rooxT  h>  "ttic  and  great " 

»  iron)  lewis  by  l>*  >«  I"90"  *""*  d")"  ""  "y 
Bv  umlettumhn*  lm  rok  *>  J  la*' 
By  mtoadtng  rhc  b»™»a«>  Hal  «n»tal  ■<*<">• 
hkOHttMldalrl 
B,  Jr-vi*  q«J«y  ,h™!*!*  ?lSn?™  cmm  a»  Mk» 

„d»  foe  «  "»•«»»•  tSlwTwl  Lrw  (>«*■  "»■ «•» 


crson 
nasif 


WM  to  knowroxc  •'Radoo^- 


KUteQmMr  A  Priority 


Experienced  editors  make  it  easy  for  you  —  after 
reviewing  all  the  newly  published  books,  they  select 
the  year's  30  best.  Each  of  these  tides  is  condensed  into 
an  8-page  power-packed  summary  —  with  the  essential 
information  that  will  keep  you  abreast  of  today's  leaders. 
You'll  quickly  gain  a  working  knowledge,  helping 
you  to  prepare  for  presentations,  make  decisions, 
assume  leadership  responsibilities,  and  respond  to  high 
pressure  situations. 

Gain  the  confidence  that  only  such  a 
broad  scope  of  knowledge  can  provide 
—  subscribe  today! 


We  even  make  subscribing  quick  and  easy. 


lline:  Toll-Free: 

sinessweek.com/summaty/     800-345-81 99 

"'!CI 

j'»-  Please  send  me  Soundview  Executive  Book  Summaries  for 

nonths  at  only  $129.  That's  two  months  FREE,  plus  please 

i  me  my  FREE  copy  of  Skills  for  Success  —  a  compilation 

n  our  best  summaries  of  great  ideas  for  executive  success. 


By  Fax: 
800-453-5062 


By  Mail: 

Soundview  Executive  Book  Summaries 

Dept.  S4839001 

P.O.  Box  1053,  Concordville,  PA  19331  USA 


heck  Enclosed 


□  Visa     □  Mastercard     QAmex     □  Discover 


No.     Expiration  Date 


iture 

'll  Soundview  Executive  Book  Summaries.  All  rights  reserved.  Printed  in  the  USA.  Outside  the 
-  nd  Canada,  call  610-558-9495  or  fax:  610-558-9491.  Payment  in  U.S.  funds  onlv  please. To  Canada, 
29  plus  GST  HST.to  Mexico  USJ1 29,  all  other  countries  US$159. 


Name 

Title 

Company 

Address 

City 

State 

Zip 

Phone  (for  Customer  Service  purposes  only) 


Editorials 


THE  ECONOMY  NEEDS  A  KICK  IN  THE  PANTS 


It  may  be  time  for  Washington  to  take  out  a  modest  in- 
surance policy  on  the  economic  recovery.  Momentum  has 
clearly  slowed,  leading  indicators  are  falling,  corporate  layoffs 
are  ticking  up,  and  consumer  confidence  is  declining.  The 
approaching  anniversary  of  the  September  11  terrorist  attacks 
and  talk  of  war  with  Iraq  have  people  skittish  about  the 
stock  market.  Increasingly,  the  worry  is  that  post-bubble 
America  will  mimic  Japan's  post-bubble  decade  of  stagna- 
tion. Washington  needs  to  give  the  economy  a  kick  in  the 
pants  with  a  new  stimulus  package.  We  would  start  by  bring- 
ing the  scheduled  2004  tax  cut  forward  to  this  fall  and  boost- 
ing spending  on  defense  and  homeland  security.  In  tandem, 
the  Federal  Reserve  should  cut  interest  rates  at  its  next 
meeting  in  September.  With  inflation  very  low,  the  major 
risk  today  to  the  economy  is  not  taking  action. 

How  much  stimulus  is  needed?  Maybe  $75  billion  to  $100 
billion.  Fortunately,  there  is  already  plenty  of  stimulus  work- 
ing its  way  through  the  economy.  To  their  credit,  Washington 
policymakers  moved  quickly  last  year  when  the  stock  market 
tanked  and  the  economy  fell.  The  Fed  cut  interest  rates 
faster  and  steeper  than  Japan  did  when  its  bubble  burst,  and 
Congress  came  up  with  a  hefty  tax-rebate  plan  in  record 
time.  New  post-September  11  outlays  for  the  military,  home- 
land security,  and  domestic  programs  such  as  agriculture 
have  increased  the  flow  of  dollars  into  the  economy. 

But  it's  not  enough.  After  one  strong  quarter,  the  rebound 
has  weakened  markedly.  Factory  output  today  is  no  higher 
than  it  was  a  year  ago.  Recent  revisions  also  show  that 
what  appeared  to  be  a  mild  economic  slowdown  in  2001  was 
actually  a  longer,  deeper  recession.  With  telecom  still  a  mess, 
with  higher  oil  prices  (up  50%  so  far  this  year)  taking  a  big 
bite  out  of  consumer  spending,  and  with  investors  still  trau- 
matized by  corporate  crime,  Washington  must  act  again. 
When  bubbles  burst,  demand  deflates,  and  the  only  answer  is 
to  increase  spending.  Sharply. 

CUT  TAXES— FAST 

President  Bush  has  the  right  answer  to  the  wrong  problem. 
He  is  absolutely  right  in  seeking  to  stimulate  investment 
and  growth  by  suggesting  the  end  to  double  taxation  on 
dividends,  lowering  the  capital-gains  tax,  increasing  the  cap- 
ital-loss deduction,  and  increasing  contributions  to  iras  and 
401(k)s.  In  the  short  run,  however,  the  actual  economic  impact 
of  these  proposals  would  be  to  raise  savings,  not  spending. 
Bush's  ideas  are  pro-investment  but  anti-stimulation.  His 
timing  is  off.  The  proposals  are  good  for  the  long  term  but 
could  hurt  growth  in  the  months  ahead. 

Cutting  interest  rates  further  will  help,  but  not  as  much  as 
previously.  The  Federal  Reserve  has  chopped  rates  down  to 
a  40-year  low,  successfully  buoying  demand  in  the  auto  and 
housing  markets.  But  increasingly,  peopk  are  refinancing  to 
shorten  their  mortgages  from  30  to  15  years,  not  to  cash  in  on 
higher  house  prices.  They  are,  in  effect,  using  refis  to  save 


money,  not  spend  it.  This  too,  will  not  stimulate  spending  | 
demand.  Just  the  opposite. 

The  smart  policy  move  is  for  Congress  to  increase  fed! 
spending  decisively.  Cutting  the  deficit,  as  some  Democ| 
and  a  few  Republicans  are  suggesting,  is  exactly  the 
thing  to  do  in  a  post-bubble  economic  slump. 

The  2004  tax  cut  calls  for  lopping  one  percentage  pon- 
tile top  four  income  tax  brackets,  bringing  them  do^ 
37.6%,  34%,  29%,  and  26%,  respectively.  If  enacted  in 
or  November,  billions  of  additional  dollars  would  be  punl 
into  taxpayer  pockets.  Congress  might  even  consider  g\ 
further  and  cutting  the  next  two  brackets  by  one  percer 
point  as  well,  taking  them  down  to  14%  and  9%.  This  wj 
inject  billions  more  into  the  economy. 

SPEED  UP  OUTLAYS  FOR  SECURITY 

An  even  more  efficient  way  to  stimulate  growth  would 
Washington  to  raise  spending  on  the  military  and  homelani 
fense.  People  often  save  a  portion  of  their  tax  windfall 
eminent  spending,  however,  on  securing  airports  and 
and  buying  missiles  and  jets  will  go  straight  into  the  econ 
And  much  of  it  will  bolster  the  slack  high-tech  industry.  Foi 
ample,  as  the  World  Trade  Center  attack  highlighted,  fire 
police  departments  in  every  city  in  America  need  to  up; 
their  communications  equipment.  Companies  such  as  Mott 
Inc.  stand  ready  to  supply  them.  Other  companies  are 
produce  "Trusted  Traveler"  electronic  cards  to  speed  busi 
and  other  travelers  through  airports.  And  Silicon  Valle 
trepreneurs  are  showing  off  new  handhelds  that  could  d« 
anthrax  and  smallpox.  Security-related  technology  and  del 
electronics  can  be  a  major  driver  for  growth  in  the  near 
The  new  Homeland  Defense  Dept.  could  generate  a  lot  o: 
mand — if  the  Administration  and  Congress  show  leadershi] 
tablish  the  right  priorities,  and  move  ahead  to  finance 
With  their  economic  fate  so  uncertain,  Americans  could 
the  confidence  building  they  can  get.  Strong  action  in 
ington  can  help  turn  the  nation's  psychology  around. 

Congress  would  also  be  wise  to  reallocate  some  of) 
outsize  farm  bill  it  recently  passed.  For  every  dollar  sperj 
security  and  infrastructure,  roughly  $2  worth  of  consump 
is  generated.  Subsidizing  farmers  doesn't  have  nearly 
same  multiplier  effect  on  consumption. 

Certainly  there  are  long-term  concerns  about  a  sharp 
in  government  spending.  The  budget  surplus  has  disap] 
for  the  moment,  and  the  deficit  will  approach  $200  billion 
year.  But  the  best  way  to  ensure  a  steady  stream  of  tax 
enues  and  a  surplus  in  the  future  is  to  build  a  solid  baa 
growth.  That  is  the  pressing  issue  confronting  America, 
recovery's  fragility  makes  it  exceedingly  vulnerable.  Anc 
terrorist  attack,  a  sharp  drop  in  the  stock  market,  and  al 
certainly  a  war  in  Iraq  could  send  it  down  into  a  doubk 
recession.  Right  now,  the  economy  needs  a  kick  and 
Washington  can  give  it  one. 
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We  all  know  how  important  it  is  to  pay  attention  to  the  road  but,  once  in  a  while,  your  mind  wanders.  We  are  wc 
on  ways  to  help  prevent  your  car  from  wandering  too.  We're  also  developing  the  'electronic  eye',  which 
may  recognize  obstacles  on  the  road.  And  bring  your  car  to  a  stop  if  necessary.  Now  do  we  have  your  att> 
Find  out  more  about  the  'Vision  for  Accident  Free  Driving'  at  www.daimlerchrysler.com. 
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The  uncertainty  in  the 
investment  world  these 
days  is  a  bit  unnerving 
for  all  of  us.  (After  all, 
we're  investors,  too.)  But 
at  Schwab,  we  still 
believe  firmly  in  the 
fundamentals  of  the 
free  market  and  the 
opportunities  it  continues 

CHARLES  SCHWAB 
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SINCE  1926,  THE  S&P 

ANNUAL  RETURN  HAS  AVERAGED 

OVER  10  PERCENT* 

Over     the     years,     the     stock     market     hasl 
had    many   ups   and   downs.   Through   it   alll 
it  has   been   resilient.    It   has  survived   wars, 
natural  disasters  and  economic  hard  times  — | 
and     continued      to     prosper     over     time. 
And    over    time    we    believe    today's    market^** 
will  recover. 


'Average  annual  return  since  1926  is  10:7  percent  based  on  the  S&P  500  Index,  which  is  a  capitalization-weighted  index  of  widely  trade 
Equity  investing  involves  risk.  ©2002  Charles  Schwab  &  Co..  Inc.  All  rights  reserved.  Member  SIPC/NYSE  (0802-9645).  ADS23977SPf 


t  Schwab,  we  believe  investing 
the  market  should  involve 
long-term  plan.  Proper 
versification  in  bonds,  cash 
d  stocks  spread  across  different 
ctors  can  help  you  weather 
arket  fluctuations. 
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le  fiast  few  months  have  been 
inful  for  all  of  us.  But  there 
e  things  you  can  do  —  and  it's 
iportant  not  to  wait  because 
covery  can  happen  quickly. 
le  first  step  is  to  review  your 
isting  portfolio.  And  that's 
lere  a  Schwab  Investment 
insultant  can  help. 


ADVICE  THAT'S 

OBJECTIVE  AND  NOT 

DRIVEN  BY  COMMISSION 

A  Schwab  Investment  Consultant 
can  help  you  analyze  your 
current  holdings  and  refine 
your  strategy.  And  because 
our  consultants  are  not  paid 
sales  commissions,  the  advice 
you  get  is  objective  and  in  your 
best  interest. 

FINDING  POTENTIAL 
OPPORTUNITIES 

Today's  investors  should 
consider  reallocating  certain 
underperforming  assets.  For 
example,  we  believe  some  equity 
sectors  will  lag  the  market  in 
the  next  year.  That  may  mean 
selling  some  stocks  you're  still 
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hanging  on  to  in  hopes  of  a 
bounceback,  taking  the  loss 
and  possible  tax  write-offs  and 
then  reallocating  that  money 
into  areas  that  look  to  offer 
greater  potential  for  returns. 

WANT  TO  GET 
YOUR  PORTFOLIO 
BACK  ON  TRACK? 

You  can  get  started  today. 
For  an  objective  look  at  your 
portfolio,  we  have  a  simple 
suggestion  —  just  give  us  a  call. 


NOW  IS  NOT  THE 

TIME  TO  IGNORE 

YOUR  PORTFOLIO. 


SCHEDULE  AN  INITIAL  CONSULTATION  AND 
GET  A  SECOND  OPINION  FROM  SCHWAB. 

CALL  1-800-216-5420. 
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are  unmanaged,  do  not  incur  costs  and  expenses  and  cannot  be  invested  in  directly.  Past  performance  is  no  guarantee  of  future  results. 
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TALK  SHOW  "It's  less  important  to  have  unanimity  tha 
is  making  the  right  decision  and  doing  the  right  thing,  e\ 
though  at  the  onset  it  may  seem  lonesome." 

— Defense  Secretary  Donald  Rumsfeld,  on  whether  to  attack  /r| 


THE  (FAT)  WAGES 
OF  SCANDAL 


THE   LATEST   CORPORATE 
scandals  have   revealed 
that  a  lot  of  top  execs  got 
very  rich  for  doing  very 
little  for  shareholders.  Now 
we  know  just  how  rich. 

A  new  study  of  ceo  pay 
at  23  companies  under  in-  ' 
vestigation  for  accounting  ir- 
regularities found  this  star- 
tling result:  Their  CEOs  earned 
70%  more  than  the  typical 
CEO  at  a  large  company. 
Specifically,  an  average  of  $62 
million  from  1999  to  2001, 
compared  with  $36  million  for 
the  remaining  300-some  CEOs 
in  the  survey.  Conducted  by 
United  for  a  Fair  Economy,  a 


Boston  nonprofit  group,  and 
the  Washington-based  Insti- 
tute for  Policy  Studies,  the 
study  used  data  from  Busi- 
nessWeek's annual  Executive 
Pay  Scoreboard.  Some  of  this 
compensation  includes  stock 
options  exercises.  To  the  ex- 
tent the  execs  held  on  to  their 
stock,  they  suffered  along  with 
other  shareholders. 


In  all,  the  23  ceos  took 
home  $1.4  billion  in  a  three- 
year  period  during  which  the 
value  of  their  companies 
plunged  by  $530  billion 
and  162,000  of  their  em- 
ployees lost  their  jobs. 
The  highest-paid  ceo 
was  Tyco's  Dennis  Koz- 
lowski,  who  took  home 
$466.7  million  for  the  pe- 
riod in  pay  and  perks  be- 
fore he  quit  amid  tax-eva- 
sion charges.  He's  followed 
by  Qwest  Communications' 
Joseph  Nacchio  ($266  million), 
Enron's  Kenneth  Lay  ($251 
million),  and  AOL  Time  Warn- 
er's Gerald  Levin  ($178.4  mil- 
lion), all  of  whom  have  since 
left.  What  do  the  study's  au- 
thors make  of  all  this?  It's  in 
the  title:  Executive  Excess 
2002:  ceos  Cook  the  Books, 
Skewer  the  Rest  of  Us. 

Louis  Lavelle 


JUST  IN  TIME 

EXCESS  INVENTORY? 
EBAY  TO  THE  RESCUE 

IX  THESE  TOUGH  TIMES,  MORE 

big  companies  are  boosting 
their  balance  sheets  by  using 
eBay  to  move  excess  inven- 
tory off  the  books  rather 
than  selling  supercheap  to  liq- 
uidators. The  reason:  They 
can  recoup  45c  on  the  dollar 
instead  of  the  15<2  to  20c  they 
would  get  otherwise. 

At  least  71  large  compa- 
nies, including  Bloomingdales, 
Dell  Computer,  Home  Depot, 
IBM,  and  Motorola,  now  sell 
outdated  merchandise,  rang- 
ing from  tractors  to  laptops, 
on  eBay.  That's  up  from  a 
dozen  big  retailers  a  year 
ago.  All  told,  eBay  estimates 
that  big  companies  now  make 
up  5%  of  its  sales — roughly 
$500  million  a  year — a  figure 
eBay  started  tallying  in  April. 
"We're  seeing  a  large  in- 
crease," says  Jordan  Glazier, 
general  manager  of  eBay's 
business  and  industrial  sales. 

EBay  officials  say  Motoro- 
la started  Net  auctions  in 
April  and  now  unloads  $1 


NICE  LIFT  for  71  companies 

million  of  outdated  phones  a 
month.  Motorola  won't  com- 
ment, but  its  bulk  sales  of 
100  phones  per  order  fetch 


up  to  45%  more  than 
what  liquidators  pay. 

While  many  items 
are  sold  in  lots,  there 
are  individual  items, 
too.  Ritz  Interactive,  a  large 
online  retailer  of  photo  equip- 
ment, can  get  $340  on  eBay 
for  an  unwrapped  display 
model  of  a  $799  Panasonic  pv- 
dvioo  Mini  DV  Camcorder, 
compared  with  about  $200 
from  a  liquidator,  who  would 
resell  it  to  a  discount  store 
or  ship  it  overseas.  Not  a  bad 
deal  all  around.    Brian  Grow 


THE  BIG  PICTURE 


CRIME  SPREE 

One  in  five  employees  say  they've 
witnessed  fraud  in  the  workplace. 
Here's  what  their  co-workers  are  doing 

TAKINfi  OFFICE  SUPPLIES,  SHOPLIFTING 
STEALING  PRODUCT  OR  CASH 
CLAIMING  EXTRA  HOURS  WORKED 
INFLATING  EXPENSE  ACCOUNTS 

■EH 

ACCEPTING  KICK3ACKS  FROM  SUPPLIERS 


PHONY  BOOKKEEPING 

Poll  of  617  wortiefs.  June  3-6 

Data:  Ernst  &  Young  mere  than  one  answer 


CAR  TALK 

THE  CADILLAC  OF 
CADILLACS? 

WILL  PEOPLE  PAY  MORE 

$150,000  for  a  Cadillac?  I 
eral  Motors'  luxury  dhl 
wants  to  find  out.  gm| 
show  an  ostentatiously  A 
concept  car  at  the  Dtl 
auto  show  in  January] 
hopes  for  the  cachet  of  | 
Royces  and  Bentleys| 
sources  say  the  car's  V-f 
gine  is  brawnier  thanl 
thing  on  the  road,  and 
feet,  the  Caddy  rivah| 
length  of  Mercedes- 
$300,000  ultraluxe  Maybl 


CADDY'S  CIEN:  Shelved 

Cadillac  execs  say  the 
cept  is  more  an  idea  tt 
blueprint  for  a  car,  but 
eager  to  move  into  the  si 
lux  category.  They  unvef 
V-12  engine  sport  coup 
Cien,  in  January,  but  dc 
not  to  put  it  into  prodv 
because  it  didn't    suit  <| 
lac's  image.  Caddy 
Manager  Mark  La-Neve| 
it  makes  more  sense  to 
wealthy  buyers  with  a  hi 
sedan  priced  up  to  $2C| 
than  to  follow  Mercedes,  [ 
and  Audi  into  mass-ml 
luxury  cars  priced  in  thel 
$20,000  range.  When  cl 
was  king  in  the  '50s,  it  ;| 
car  priced  like  a  Rolls.  jNI 
Rolls  goes  for  $300,000 
Caddy's  priciest  is  the  $| 
xlr  roadster,  due  out 
year.  Says  LaNeve:  "]| 
want  to  be  the  standal 
the  world  again,  we  ha| 
go  upmarket."     David 
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Up  Front 


MEDIA  MATTERS 


FOR  CABLE  COMPANIES,  A  TIGHTER  NOOSE 


THE  GORE  ON  CABLE  TV  ISN  T 

confined  to  the  screen.  Ac- 
counting woes,  investigations, 
and  huge  debt  have  slashed 
cable  stock  prices,  though 


alysts  say.  As  for  Charter, 
rating  agencies  worry  about 
its  $17.6  billion  debt  and  a 
looming  accounting  investiga- 
tion.   Like    other    cable 


some  larger 
players  say 
they're  selling 
more  cable 
modems,  digi- 
tal TV,  and 
phone  service. 
That  could 
mean  a  shake- 
out.  Adelphia 
Communica- 


'99        '00 
A  MILLIONS  OF  HOUSEHOLDS 

Data:  Paul  Kagan  Associates,  The  Carmel  Group 


players, 
losing  mar- 
ket share  to 
satellite  op- 
erators, who 
are  adding  2 
million  sub- 
scribers a 
year  at  cable's 
expense. 
With      $60 


tions  and  Cablevision  Sys- 
tems are  goners,  figures  Mer- 
rill Lynch  analyst  Jessica 
Reif  Cohen,  who  thinks  Char- 
ter Communications  and  Cox 
Communications  could  be  ac- 
quired, too.  "The  cable  in- 
dustry [could]  ultimately  con- 
solidate down  to  only  a 
handful  of  players,  including 
AT&T  Comcast  and  Time 
Warner  Cable,"  she  writes  in 
an  Aug.  22  report.  Adelphia 
is  bankrupt,  and  Cablevision 
is  selling  off  such  assets  as 
The  Wiz  electronics  stores  to 
avoid  a  cash  crunch.  Both  are 
likely  acquisition  targets,  an- 


billion  in  upgrades  since  1997, 
cable  operators'  slowing  cus- 
tomer base  could  make  it  dif- 
ficult to  show  positive  cash 
flow  for  a  year  or  longer,  says 
Sharon  Armbrust  of  cable  an- 
alysts Paul  Kagan  Associates. 
Consolidation  may  speed 
up  now  that  aol  Time  Warn- 
er is  spending  $3.6  billion  to 
buy  back  from  AT&T  its  inter- 
est in  a  partnership  that 
owned  a  chunk  of  Time 
Warner  Cable,  Warner  Bros., 
and  hbo.  That  deal's  uncer- 
tainty had  kept  some  buyers 
on  the  sidelines.  Ronald 
Grover  and  Tom  Lowry 


DRAWN  &  QUARTERED 


RANK  AND  FILE 

LESS  WORK, 
MORE  SHOPPING? 


this  summer,  the  goverr 
of  President  Kim  Dae 
plans  to  introduce  a  law' 
dating  a  five-day  work 
this  fall. 

But  he  may  have  to 
six-day  weeks  himself  t 
it  through.  The  oppos 
the  business-friendly  G 
National  Party,  which 


SOUTH  KOREA  IS  ONE  OF  THE 
world's  only  industrialized  na- 
tions to  still  have  a  six-day 
workweek.  Its  offices  and  fac- 
tories remain  open  on  Satur- 
days for  at  least  half 
a  day.  Yet  government 
economists  believe  that 
the  country  can  boost 
economic   growth   by 
making  South  Koreans 
stop     working     on 
Saturdays. 

Some  calculate  an 
additional  1%  of  eco- 
nomic growth  if  Kore- 
ans went  shopping  and  KOREA:  No  rest  on  Saturdays 
pursued  leisure  activi- 
ties  on  weekends  instead.  So, 
after     already     pressuring 


banks  to  close  on  Saturdays 


REMEMBERING  SEPTEMBER  11 


TV  networks  will  show  the  memorial 
events  planned  for  the  anniversary  of 
the  terrorist  attacks  with  few  ads. 
Government  offices  and  banks  will  be 
open,  but  some  businesses  will  close 
or  scale  back,  and  others  will  offer 
special  deals.  Here's  a  sampling: 


AIRLINES 

Free  tickets  on  Spirit  Air- 
lines' 90-plus  flights,  and 
$1  one-way  flights  on 
National  Airlines.  Other 
airlines,  including  Ameri- 
can, cancelled  flights 
because  of  low  demand. 

STOCK  MARKETS 

Nasdaq  and  the  New 
York  Stock  Exchange 
will  delay  opening  until 
11  a.m. 

RESTAURANTS 

Alain  Ducasse  at  the 
Essex  House,  along 
with  various  others, 
will  close  for  the  day. 


cantor  fitzgerald; 
marsh  &  Mclennan 

Bicycle  ride  from  New 
York  to  the  Pentagon, 
with  senior  management 
and  victims'  families. 

BROADWAY 

Canceled  performances 
for  a  dozen  shows,  in- 
cluding The  Lion  King, 
Les  Miserables,  and 
Chicago. 

CLEAR  CHANNEL 
COMMUNICATIONS 

All-request  format  on 
its  five  New  York  radio 
stations. 


trols  more  than  half  o 
National  Assembly,  is  su 
put  up  a  fight.  The  gnp 
it  agrees  in  principle  w 
two-day  weekend  but 
implementing  it  needs  t 

That's  because  Big 
ness  would  like  to  see 
to  other  types  of  comp 
tion,  such  as  one  day  of 
monthly  leave  for  all  \ 
ers  (in  addition  to  reguls 
cation)  and  additional 
day-a-month  leave  for  ft 
workers  during  menstru. 
It  also  would  like  fewer 
days — 10  instead  of  the 
rent  17 — and  a  reductii 
overtime  pay.  Big  LaboJ 
poses  any  loss  of  comp 
tion,  even  if  working  1 
are  cut.  As  the  two  sides 
tie  out  a  compromise,  K» 
workers  will  go  on  toilin 
days  a  week.     Moon  Ih 


w 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upf rontc  businessweek.com 
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CHANCES  ARE  LESS  THAN  1% 
YOUR  KID  WILL  BE  OFFERED 
AN  ATHLETIC  SCHOLARSHIP 


Get  ready.  Sooner  or  later  it's  going  to  hit  you.  And  if  you've  been  banking  on  your  kid's  jump  shot  to 
pay  for  school,  you  just  may  need  to  make  another  plan.  No  one  is  better  prepared  to  help  you  than  AIG. 
The  organization  with  more  long-term  financial  solutions  than  anyone  else.  The  AIG  Life  and  Retirement 
Savings  companies — American  General,  AIG  Annuity,  SunAmerica  and  VALIC — offer  everything  from 
life  insurance  to  annuities  and  mutual  funds  to  IRAs  and  qualified  retirement  plans.  Not  to  mention  custom- 
tailored  financial  plans  to  help  sock  away  money  for  other  little  things,  like  the  perfect  wedding,  a 
vacation  house  at  the  beach  or  a  retirement  that  allows  you  to  pursue  your  dreams.  To  learn  how  we 
can  help  you  be  financially  prepared,  contact  the  AIG  companies.  You'll  turn  the  odds  in  your  favor. 
THE  GREATEST  RISK  IS  NOT  TAKING  ONE. 


AIG 


INSURANCE,  FINANCIAL  SERVICES  AND  THE  FREEDOM  TO  DARE. 


Insurance  and  ambers  of  American  International  Group.  Irtc ,  70  Pine  Street.  Dept  A.  New  York.  NY  10270  tuf.; 
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ANDERSEN:  WHO 
IS  TO  BLAME? 


Kudos  to  John  A.  Byrne  for  high- 
lighting that  even  good  people  can  go 
astray  when  they  have  an  overwhelming 
economic  incentive  to  do  so  ("Fall  from 
grace,"  Cover  Story,  Aug.  12).  Auditors, 
like  everyone  else,  respond  to  economic 
incentives.  If  the  only  thing  an  account- 
ing firm  rewards  is  revenue  growth, 
then  the  partners  will  de- 
liver more  revenues — at 
the  great  cost  of  reduced 
audit  quality. 

Current  efforts  to  re- 
form auditing,  corporate 
governance,  and  even  the 
analyst  community  all 
seem  to  address  this  real- 
ity. In  the  future,  we 
should  expect  to  see  less 
potential  for  auditor  judg- 
ment being  compromised 
by  consulting  fees,  director 
diligence  wavering  in  the 
face  of  personal  economic  ties  to  the 
corporation,  and  analyst  reports  being 
skewed  by  investment  banking  concerns. 
Dana  R.  Hermanson 
Kennesaw,  Ga. 

I  was  with  Arthur  Andersen  LLP 
from  1973-79,  and  again  from  1993-97. 
The  difference  in  the  firm  in  the  14 
years  was  enormous.  It  went  from  the 
"one  firm"  concept  of  client  service  and 
professionalism  to  every  office  out  for 
its  own  revenues.  I'm  sorry  to  see  the 
original  Arthur  Andersen  &  Co.  go,  but 
the  Andersen  that  took  its  place  needed 
an  incredible  amount  of  reform. 

Charles  Napier 
El  Paso 

You  reported  that  Joseph  F.  Berardi- 
no's  ire  about  the  WorldCom  Inc.  scan- 


dal was  directed  at  the  media,  wjj 
he  believed  was  exaggerating  the 
How  can  the  press  overstate  accounj 
lies  to  the  tune  of  $2.8  billion,  the 
fer  of  wealth  from  the  investment 
munity  to  insiders  who  sold  their 
at  premium  prices,  or  the  under-auc 
performed  by  his  firm?  The  stock 
decline  of  WorldCom  was  rationally  I 
to  the  reduction  in  the  expected  o) 
flows  combined  with  the  increased 
of  capital  because  of  I 
known  risk  of  managen| 
deceptions. 

J.  Edward  H 
Penn  State  Univerl 
University  Park, 


Despite  Joe  Berard 
"poor  me"  attitude,  I 
ply  can't  feel  sorry 
him.  It  is  extremely  11 
to  believe  that  someonl 
his  position  could  have 
loiowledge  of  some  of  J 
shady  practices  that 
going  on  inside  his  company.  If  ;| 
thing,  Berardino  should  be  accept] 
the  brunt  of  the  blame. 

Mark 
Winchester,  I 

Berardino  cries,  "I  may  never  w| 
again,"  but  he  has  millions  he 
with  the  firm  and  doesn't  have  to  \vd 
where  his  next  meal  is  coming  fr| 
He  should  have  to  spend  his  retirer 
years  working  as  a  greeter  at  Wal- 
like  the  workers  whose  retiremel 
were  wiped  out.  That  would  be  justj 
Robert  E. 
Irving, 

As  an  Arthur  Andersen  employe 
over  20  years,  I  wholeheartedly  ag 
that  arrogance  and  greed  ultimatelyj 
to  its  downfall.  However,  line  parti 
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It's  all  in  the  approach. 

A  disciplined  approach  allows  tnu  o  ju  wnar  jTheis  ;hh  ' 
At  AEP  discipline  juides  ever/thing  nh  ju.  Jur  ung-sianuing 
commitment  :u  "s:<  nanagement  insures  we  lave  he  rgm 
ntend  jrrecks  jnu  laiances.  -Vnu  we  jse  jui  up  .lUTm 
financiai  anu  anai'/ncai  >k:Ns  wrsen/  'u  jeiivei  fame  icross 
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CORRECTIONS  &  CLARIFICATIONS 

"Options  are  useful — but  only  if  they're 
used  right"  (Economic  Viewpoint,  Aug.  5)  in- 
correctly stated  that  by  expensing  stock 
options,  companies  might  be  able  to  re- 
duce their  tax  liabilities  by  lowering  re- 
ported profits.  In  fact,  expensing  options 
can  lower  reported  profits  but  it  generally 
has  no  effect  on  taxes. 

A  table  with  "The  Best  Global  Brands"  (Spe- 
cial Report,  Aug.  5)  wrongly  said  that  Merck 
&  Co.'s  painkiller  drug  Vioxx  faces  patent 
expiration.  Vioxx'  patent  runs  through  2013. 

"Health-insurance  scams  that  will  make 
you  sick,"  (News:  Analysis  &  Commentary, 
Aug.  26)  should  have  identified  Mila  Kofman 
as  a  former  Labor  Dept.  regulator,  not 
investigator. 


did  not  have  the  authority  to  override 
the  firm's  Professional  Standards  Group 
(psg).  Andersen  had  an  appeals  process 
to  resolve  disputes  between  an  engage- 
ment partner  and  the  psg.  It  was  this 
process,  in  fact,  that  resulted  in  psg 
partner  Carl  E.  Bass  being  replaced  on 
the  Enron  account. 

Berardino  warned  against  looking  for 
scapegoats.  But  that  is  exactly  what  he 
was  doing  when  he  fired  Enron  en- 
gagement partner  David  Duncan.  Un- 
fortunately, Joe  and  his  lieutenants  bet 
the  firm  on  this  "rogue  partner"  strate- 
gy. The  truth  is,  Andersen  management 
knew  very  well  what  was  going  on  at 
Enron.  That  is  why  Berardino  decided 
on  a  showdown  with  the  Justice  Dept. 
rather  than  to  cut  a  deal  and  hold  his 
management  team  accountable. 

F.  Shanes 
La  Jolla,  Calif. 

As  self-serving  as  Berardino  is,  he  is 
right  about  one  thing.  Board  members, 
who  get  paid  huge  sums  for  attending 
meetings  that  they  appear  to  have  slept 
through,  need  to  be  held  financially  ac- 
countable for  their  misfeasance. 

David  Tropf 
Oviedo,  Fla. 

It  is  unfair  to  place  the  blame  for 
what  happened  solely  on  Joe  Berardino. 
When  he  became  ceo,  he  inherited  a 
host  of  problems.  Some  he  knew  about, 
but  a  lot  he  didn't.  Things  cannot  be 
changed  overnight  in  a  company  with 
85,000  employees  in  84  countries.  It 
wasn't  Berardino  who  signed  off  on  Sun- 
beam Corp.'s  accounts.  And  as  for  En- 
ron, Jeffrey  K.  Skilling  and  Andrew  S. 
Fastow,  with  their  teams  of  bankers 


and  lawyers,  cooked  up  the  asset-hiding 
partnerships,  not  the  accountants. 

There's  an  enormous  difference  be- 
tween Berardino  and  the  likes  of  Im- 
Clone  Systems'  Sam  Waksal,  Enron's 
Skilling,  and  Tyco  International's  L. 
Dennis  Kozlowski. 

Alison  Onianwa 
Atlanta 

The  role  of  internal  auditors  has  got- 
ten little  attention  during  the  recent 
corporate  scandals.  Many  companies  and 
the  Institute  of  Internal  Auditors  have 
stressed  the  need  for  internal  auditors 
to  become  "consultants"  to  management 
by  uncovering  operational  inefficiencies. 
Often,  this  has  come  at  the  expense  of 
their  primary  role  to  independently  re- 
view controls  over  financial  transactions 
and  the  quality  of  operations  and  re- 
port directly  to  the  audit  committee. 
Problems  at  WorldCom  were  brought 
to  light  by  its  internal  auditors.  How 
many  other  failures  could  have  been 
avoided  had  more  audit  committees  used 
their  auditors  correctly? 

Mike  Vahey 
Boston 

UNITED  AIRLINES'  MANAGEMENT 
BEARS  RESPONSIBILITY,  TOO 

As  a  mechanic  for  United  Airlines 
Inc.  for  17  years,  I  am  tired  of  hearing 
how  greedy  we  are  ("An  unscheduled 
landing  for  United:  Bankruptcy?"  News: 
Analysis  &  Commentary,  Aug.  12).  We 
gave  up  six  years'  worth  of  salary  rais- 
es in  exchange  for  stock  in  the  employ- 
ee stock  ownership  plan  formed  in  1994. 
After  eight  years  without  a  pay  in- 
crease, we  finally  received  a  contract 
in  March  for  a  29%  raise  spread  over 
five  years.  Meantime,  our  esop  funds 
are  worthless,  and  our  retro  pay  is  in 
jeopardy. 

Ask  the  upper  management  at  ual 
Corp.  how  much  it  is  willing  to  sacrifice 
to  get  the  government-backed  loans. 
The  three  unions  have  been  asked  to 
give  back  10%  of  wages  while  manage- 
ment gives  up  a  measly  5%. 

Rocky  Ross 
Puyallup,  Wash. 

You  make  it  sound  as  if  James  E. 
Goodwin  lost  his  job  forecasting  the 
airline's  possible  demise.  In  fact,  it  was 
his  and  Rono  J.  Dutta's  blundering  and 
miscalculation  that  weakened  United. 
Their  failed  attempts  at  merging  with 
us  Airways  Group  Inc.  and  flying  cor- 
porate jets  wasted  hundreds  of  mil- 
lions of  dollars.  Likewise,  stonewalling 
contract  renewals  for  mechanics  and 


pilots,  who  were  stuck  at  1993  j 
els,  while  giving  raises  to  manager 
cost  the  company  even  more.  If  Ur 
had  better  leadership  prior  to 
tember  11,  it  would  be  no  worse 
now  than  American  Airlines  or  I  | 
Air  Lines. 

John  E.  Bl 

(United  Airlines,  retil 

Golden,  C| 

HIGHER  PRODUCTIVITY, 
UNHAPPY  WORKERS 

It  is  somewhat  baffling  to  see  a 
est  rise  in  productivity  cited  as 
dence  that  the  economy  is  back  on  tJ 
("A  dimmer  past.  A  brighter  futuJ 
Business  Outlook,  Aug.  12).  Withf 
recent  massive  layoffs,  a  rise  in  pre 
tivity  may  only  reflect  that  fewer  i 
ers  are  producing  the  same  or  sli 
less.  Those  who  now  must  do  the 
of  two  people  may  find  it  hard  tc| 
cheerful  about  rising  productivity. 
Claude  M.  Grue 
Austin,  J 

MAKING  SURE  THE  BUCK  STOPS  I 
AT  JUST  THE  RIGHT  PLACE 

In  "Don't  toss  this  stock-fraud 
Just  fix  it"  (Legal  Affairs,  Aug.  5), 
Carney  advocates  eliminating  the  " 
portionate  liability"  provisions  of 
Private  Securities  Litigation  Refi 
Act  (pslra).  Mr.  Carney  opines  that 
provision  effectively  shields  professio 
such  as  accountants  from  the  true 
of  litigation  and  somehow  offers 
the  comfort  they  wouldn't  othe 
have  to  stand  behind  specific  posit: 
they  advocate  with  their  clients 

Proportionate  liability  is  a  conce 
fundamental  fairness.  That's  what 
pslra  is  about.  Individuals  and  en 
should  be  responsible  for  their  own  : 
and  not  be  held  responsible  for  the  : 
of  others  just  because  they  are  j 
ceived  to  have  more  assets  than 
wrongdoer.  That  is  not — and  should 
be — the  American  system  of  justice 
Eugene  D.  O'K 
Chairman  and 

KPMG 

New  \ 

RUSSIA'S  YOUNG  TYCOONS 
USE  UNSAVORY  TACTICS 


Why  do  you  feel  it  is  necessarj 
credit  Russia's  new  breed  of  gangs 
capitalists  with  doing  anything  good 
the  Russian  economy  ("Russia's  i 
wealth,"  International  Business,  A 
5)?  I  don't  recall  ever  seeing  posil 
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Here's  a  sign  of  Microsoft's 
new  pricing  structure. 


Ill 


Steer  clear  of  costly  new  licensing  "agreements? 
Head  straight  for  Novell  one  Net  Business  Solutions. 


«i 


The  signs- are  all  there.  Microsoft  wants  more  money  from  you.  And  they'll  do  whatever 

it  takes  to  set  it.  Because  one  thing's  for  sure,  their  new  licensing  initiative  only  benefits 
their  bottom  line — and  not  yours.  Of  course,  if  you  want  to  mine  your  business  in  a 
direction  where  you  slay  in  control  of  your  software  costs,  then  head  straight  to  Novell. 
With  Novell  one  Net  Business  Solutions,  you  can  solve  your  most  complex  business 
challenges  while  avoiding  the  detours  and  unexpected  technology  costs  that  can  slow 
down  your  growing  business.  Learn  more  now  by  downloading  your  FREE  white  paper. 
"What  Microsoft  doesn't  want  you  to  know."  at  MWM.novell.com/toll 


Other  company,  product  and  service  nam 


ed  Nom-ii  i^  .1  regi; 


tdcmafk  ol  W 
larkv  of  olhep< 


in  ilk'  I  'nilcd  Slates  .unl  oilu 


Novell 


baders  Report 


age  of  an  organized-crime  group 
jt  magazine,  yet  these  "young  cap- 
s'' use  many  of  the  same  strategies 
tactics.  You  did  not  excuse  the 
gdoings  of  the  executives  involved 
e  recently  uncovered  U.S.  corpo- 
,candals.  What  makes  this  band  of 
oligarch-thugs  so  attractive? 

Larissa  0.  Kebuz 
Maplewood,  N.J. 

(EROX  MISLEAD 
SHAREHOLDERS? 

witnessed  self-destructive  behavior 
rox  Corp.  during  my  14  years  with 
)mpany  ("Xerox  has  bigger  worries 
the  sec,"  Management,  Aug.  12).  It 
azing  that  the  chief  executive  offi- 
as  the  temerity  to  state  that  she 
s  everything  and  that  the  account- 
rersight  was  one  of  "timing  of  rev- 
not  the  authenticity  of  revenue." 
plain  truth  of  the  matter  is  that 
nanagement  of  Xerox  misled  its 
holders. 

Maarten  R.  Heybroek 
Naples,  Fla. 

ING  JEEP  CUSTOMERS 

THER  BRANDS 

bert  Lutz's  dictate  that  all  Jeeps 
the  Rubicon  Trail  test  created  the 
flaws  that  have  driven  many  cus- 
p's— me  included — to  other  brands 
j's  identity  crisis,"  Marketing,  Aug. 
?he  design  requirement  of  steer- 
lat  reduces  kickback  on  rough  ter- 
vas  unlivable  in  the  long  term. 

Scott  R.  Lictus 
Sinking  Spring,  Pa. 

ITEL:  SETTING  THE  RECORD 
ilGHT  ON  BOLIVIA 

his  review  of  the  book  Blue  Gold 
er  everywhere  and  not  a  drop  to 
,"  Books,  Aug.  12),  Adam  Aston 
ited  the  author's  mischaracteriza- 
)f  the  failed  water  concession  in 
bamba,  Bolivia,  held  by  the  Aguas 
inari  consortium  and  27.5%  owned 
schtel. 

2  Bolivian  government  turned  to 
ivate  sector  because  Cochabamba's 
had  been  poorly  managed  and 
t  a  loss  for  years.  In  response  to 
!  criticism,  increased  rates  set  by 
)vernment  were  rolled  back  after  a 
i.  Half  the  raise  was  geared  to 
such  government  requirements  as 
g  down  the  more  than  $30  million 
at  accumulated  by  the  utility  that 
ted  the  system  previously, 
stomers  still  would  have  paid  20% 


less  for  water  than  the  South  American 
average.  After  the  government  rescind- 
ed its  contract  with  Aguas  del  Tunari  in 
April,  2000,  the  60%  of  Cochabambinos 
connected  to  the  system  receive  the 
same  erratic  service  they  endured  for 
years. 

Jeff  Berger 

Public  Communications  Manager 

Bechtel  Corp. 

San  Francisco 

GETTING  PEOPLE  TO  BRUSH 

IS  HALF  THE  BATTLE 

As  a  dentist,  I  must  say  that  there  is 
no  way  flat  bristles  spinning  in  circles 
can  effectively  remove  plaque  from 
three-dimensional  teeth  ("Why  P&g's 
smile  is  so  bright,"  The  Corporation, 
Aug.  12).  This  product  is  a  toy  at  best. 
If  it  at  least  gets  someone  to  brush,  it  is 
better  than  nothing. 

Jerry  Tankersley 
Jackson,  Miss. 
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ADVERTISEMENT 


Novell 

presents 

one  Net 

tech  fact 
of  the  week. 


Employees  are  most  likely  to 
use  the  Web  to  access  which 
applications? 

a.  Creating  and  submitting 
expense  reports 

b.  Order  taking 

c.  Registering  for 
employee  benefits 

d.  Inventory  tracking 


answer:  "c" 

An  online  survey  of  434  business 
people  revealed  that  nearly  two-thirds 
of  their  employees  use  a  browser 
to  access  applications  in  order  to 
register  for  employee  benefits,  such 
as  40 IK  plans  or  healthcare  services. 


Percentage  of  respondents  indicating 
that  employees  in  their  company  use 
a  browser  to  access  the  application: 


Employee 
benefits 

1  65 

Other  HR 

1  64 

Personal 
productivity 

1 62 

Purchasing 

1  56 

Expense 
reports 

1  47 

Order  taking 

I42 

Financial 

39 

Inventory 
tracking 

39 

Data  prov 

1 

'ided  by 

n-StatC 

ilrid 

www.instat.com 

http://www.novell.com/ 
solutions/aip 
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First  of  all.  declaration 
is  spelled  wrong. 
Second  of  all,  can't  this  wait 
until  I  get  back  on  the  6th? 
-B.F. 


.-—v 


Adobe 


How  do  you  get 

feedback  from 

52  busy  partners 

over  4th  of  July 

weekend? 


{Digital  Review  and  Comment} 

Get  feedback  on  a  document  from  multiple  people 

wherever  and  whenever  with  digital  sticky  notes.  It's  the  revolutionary 

way  to  keep  all  of  your  comments  in  one  place. 

Adobe  Acrobat.  Create  an  Adobe  PDF  and  do  more  with  your  documents. 
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BAMBOOZLED! 

How  America  Loses  the  Intellectual  Game  with  Japan  and  Its  Implications  for  Our  Future  in  Asia 

By  Ivan  P.  Hall 

M.E.  Sharpe  •  324pp  .  $68.95  cloth,  $26.95  paper  s 

JAPAN- 

A  PATIENT  PREDATOR? 


Three  years  ago,  Ivan  P.  Hall 
turned  out  a  gem  of  a  book,  Car- 
tels of  the  Mind:  Japan's  Intel- 
lectual Closed  Shop,  which  detailed  how 
Japan  systematically  shuts  out  foreign 
scholars,  lawyers,  and  scientific  re- 
searchers from  positions  of  influence. 
That  volume  went  a  long  way  toward 
explaining  Japan's  intellectual  insularity. 
Hall's  new  book,  Bamboozled!  How 
America  Loses  the  Intellectual  Game 
with  Japan  and  Its  Implications  for  Our 
Future  in  Asia,  considers  the  distorted 
images,  faulty  analysis,  and  naivete  that, 
the  author  believes,  too  often  shape  U.  S. 
policy  toward  Japan.  Hall  thinks  that 
Japan  has  outfoxed  Washington  with 
empty  promises  on  economic  reform 
while  keeping  its  predatory  and  mercan- 
tilist economic  model  pretty  much  in 
place.  Bamboozled!  offers  stimulating  if 
somewhat  exaggerated  analysis. 

During  the  1990s,  Japan  fell  into  a 
decade  of  stagnation  as  the  U.  S.  basked 
in  a  sense  of  economic  triumph.  This 
has  led  American  policymakers,  aca- 
demics, and  journalists  to  feel  compla- 
cent about  a  Japan  that  is  becoming 
less  democratic  and  more  nationalistic, 
says  Hall.  What's  more,  he  feels  Japan 
may  lead  other  Asian  societies  away 
from  U.  S.  economic  values  as  it  at- 
tempts to  win  back  its  influence  in  Asia. 
Warns  Hall:  "Japan  is  the  only  country 
in  the  world  capable  of  mounting  a  real 
challenge  to  America's  universalistic 
gospel  of  liberal  capitalistic  democracy." 

This  may  strike  some  as  a  little  over- 
wrought. Yet  Hall  has  spent  most  of 
his  adult  life  thinking  about  the  puzzle 
that  is  Japan.  He  earned  a  PhD  in 
Japanese  history  from  Harvard  Univer- 
sity in  the  1960s  and  has  since  spent 
three  decades  working  and  living  in 
Japan.  He  is  fluent  in  the  language  and 
in  the  inner  workings  of  Japan's  society, 
government,  and  academies. 

As  Hall  sees  it,  Japan  doesn't  receive 


the  critical  scrutiny  that  the  U.S.  gives 
other  allies.  Part  of  this  is  just  plain 
inattention.  But  he  also  believes  that 
Washington's  fixation  on  maintaining  se- 
curity ties  leads  the  U.S.  to  gloss  over 
the  reality  of  Japan's  full,  unreciprocated 
access  to  the  massive  U.S.  market.  He 
also  thinks  Tokyo  officialdom  is  masterful 
at  manipulation — labeling  any 
criticism  as  "Japan  bashing^' 
while  pumping  millions  of  dol- 
lars into  its  Washington  lob- 
bying networks  and  into 
friendly  academic  research. 

Those  who  follow  the  so- 
called  revisionist  school  of 
commentary  on  Japan  will 
find  many  of  Hall's  points  fa- 
miliar. In  this  view,  Japan's 
largely  closed,  bureaucratic, 
export-driven  economy  rep- 
resents a  separate  kind  of 
capitalism,  and  the  country  has  no  in- 
tention of  adopting  the  more  open,  An- 
glo-American system.  To  imagine  oth- 
erwise, they  say,  is  dangerous. 

During  the  late  1980s,  as  Japanese 
companies  took  leadership  roles  in  one 
industry  after  another,  such  analysis 
carried  plenty  of  weight.  But  if  Japan  is 
no  longer  the  economic  juggernaut  it 
once  was — or  if  it  is  becoming  more, 
not  less,  dependent  on  U.S.  markets 
and  military  protection — one  must  ask: 
Which  country  really  has  the  upper 
hand?  Hall  too  easily  buys  into  the  no- 
tion that  Japan's  economic  problems  are 
a  passing  squall  rather  than  deep-root- 
ed and  structural.  He  feels  that  its  po- 
sition as  a  net  creditor,  with  more  than 
$1  trillion  in  net  external  assets — every- 
thing from  U.  S.  Treasury  bonds  to  Toy- 
ota truck  plants  in  Indiana — bestows 
undisputed  power  over  America.  If  the 
U.  S.  pushes  too  hard,  Japan  can  threat- 
en to  repatriate  the  assets,  leaving  the 
U.S.  economy  in  dire  straits. 

Given  that  the  U.  S.  is  a  vital  market 


BAMBOOZLED 

How  America 

Loses  me  Intellectual 

Gome  with  Japan 

and  its  implications 

,0,  Our  Future 

mAsia 


VAN  P-  HALL 


for  its  exports  and  investments,  t  it 
far-fetched.  All  the  same,  Hall  is  spl 
in  his  analysis  of  a  deep  resistan<p 
U.S.-style  business  practices.  M 
Japan  recovers  fully,  he  suspects  lp 
officialdom  will  become  even  mor  r- 
luctant  to  change.  Hence,  the  neepi 
the  U.  S.  to  smarten  up  and  cast  a  I 
let  eye  on  Japanese  trade  practice  fi 
HaD  also  thinks  the  U.  S.  has  fail  t 
appreciate  a  huge  right  ward  shiB 
Japanese  politics.  It  is  true  thatB 
pacifist  doves  of  the  Japanese  left  ■ 
much-diminished  force.  Hall  sees  a  to 
of-war  on  the  right.  On  the  one  I 
there  are  conservative  moderates,  ■ 
want  Japan  to  play  a  more  cons 
tive  role  in  the  world.  On  the  oth, 
an  ultraconservative  group  that 
nurses  the  shame  of  defeat,  v 
Japan's  postwar  democ 
dispensation  as  an  Ame 
imposition,  remains  root' 
a  prewar-style  nationa 
psychology,  and  hanker 
ter  some  device  or  devi 
ment  that  will  settle 
scores  and  wipe  the  emo 
al  state  clean." 

He  worries,  too,  about 
a  pan-Asian  ideology  n 
spread  from  Japan  acros;- 
region.  If  the  U.  S.  is  not 
lant,  it  could  find  itself  unwelcome 
as  an  economic  model  and  as  a  reg 
security  czar.  Hall  acknowledges 
Japan's  war  history  blocks  it  from  I 
too  assertive  in  the  region,  but  its  s 
economic  clout  in  South  Asia  and  gn 
China  could  offset  that  problem. 

The  author  is  at  his  best  whe 
surveys  the  fitful  U.S.  attempts 
the  years  to  many  free-market  idee 
with  scholarship  and  when  he  desci 
Americans'  conflicting  and  naive  im 
of  Japan.  Hall  also  rages  against 
dearth  of  Japanese-language  skills 
the  lack  of  intellectual  rigor  among 
diplomats  and  other  professionals. 
Although  Bamboozled!  has  its  7 
points,  it  nonetheless  represents  a 
vocative  call  to  cut  through  "the 
webs  of  the  mind"  involving  Japai 
the  post-September  11  era,  a  consis 
well-reasoned,  and  sometimes  hard-e 
U.S.  foreign  policy  matters  more 
ever.  In  the  case  of  Japan,  Hall 
tough  love  is  the  best  approach. 

BY  BRIAN  BRErV 
Bremner  is  Tokyo  bureau  c 


HALL  SEES  A  JAPAN  CAPABLE  OF  CHALLENGING 


THE  U.S.  MODEL  OF  CAPITALIST  DEMOCRACY 
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IS  THE  BEAR 
MANAGING  YOU? 


OR  ARE  YOU 


MANAGING  THE  BEAR? 


THERE'S  ALWAYS 

A  SMART  PLACE 

FOR  YOUR  MONEY 


Take  a  breath.  Take  a  step  back. 

And  with  as  little  emotion  as  possible,  ask  yourself,  what's  right  for  me?  What  are  my  real  alternatives  today? 

Those  questions  are  the  cool,  logical  essence  of  Merrill  Lynch  Wealth  Management. 
It's  the  antidote  to  the  challenges  gripping  today's  markets. 

Working  with  a  Merrill  Lynch  Financial  Advisor,  wealth  management  takes  you  through 
a  very  personal  and  disciplined  four-step  process. 

One,  we  look  at  your  entire  financial  life  and  establish  your  objectives. 

Two,  we  look  at  all  your  options  -  there's  a  big  world  beyond  stocks  -  and  set  a  strategy. 

Three,  we  recommend  specific  solutions. 

And  four,  we  monitor  your  progress  and  recommend  adjustments  as  necessary. 

To  grow  and  protect  your  wealth,  we  replace  emotion  with  logic. 

Herd  mentality  with  personal  attention. 

Narrow  thinking  with  broad  choices.  And  doubt  with  a  plan. 

No  market  has  ever  needed  this  approach  more. 

While  bear  markets  may  be  new  to  some  investors,  they  aren't  new  to  us. 

Merrill  Lynch  Financial  Advisors  have  guided  clients  through  seven  of  them  in  the  last  32  years. 

We've  learned  a  powerful,  and  logical,  lesson. 

There's  always  a  smart  place  for  your  money. 


TOGETHER,  WE  CAN  FIND  IT. 


MERRILL     LYNCH     WEALTH     MANAGEMENT 


1-800-MERRILL  OR  VISIT  ASKMERRILL.ML.COM 
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PROTECTED  GROWTH 
INVESTMENTS5" 

"I'm  one  of  those  people  who 
was  lulled  into  believing  the 
market  would  take  care  of  my 
retirement.  Wrong.  Now  I  need 
to  make  up  lost  ground  but  I 
can't  afford  to  be  aggressive." 

Your  Merrill  Lynch  Financial 
Advisor  might  suggest  our 
Protected  Growth  lnvestmentssuas  a  way  of  participating  in  the 
growth  potential  inherent  in  the  financial  markets  without  risking 
loss  of  your  principal. 


TAX  MINIMIZATION 
STRATEGIES 

"As  if  the  financial  markets  aren't 
tough  enough,  there  are  taxes 
to  deal  with.  Is  there  a  way  to 
rebalance  my  portfolio  that  will 
also  reduce  my  tax  liability?" 

Your  Merrill  Lynch  Financial 
Advisor  might  suggest  taking 
advantage  of  municipal  bonds  and 
tax-exempt  funds  which  usually 
provide  higher  after-tax  returns  than  do  taxable  securities. 
Your  Financial  Advisor  might  also  recommend  the  creation  of  a 
charitable  trust  as  a  way  to  reduce  your  current  tax  burden. 


h 


TAX-DEFERRED 
ANNUITIES 

"How  can  I  make  my 
portfolio  last  a  lifetime? 
If  I  live  into  my  nineties, 
I  want  to  make  sure  there's 
something  left." 

Your  Merrill  Lynch  Financial  Advisor 
could  suggest  investing  in  tax- 
deferred  fixed  annuities  as  a  way 
to  supplement  your  retirement 

savings.  This  will  protect  your  principal  and  could  generate  an 

income  stream  for  years  to  come. 

— — —  -i  ■       '■»■■■»'       ■!■        ^-~r-~~- 


EQUITIES 

"/  think  eguities  are  now  a  long- 
term  value,  but  to  help  protect  my 
downside  I  want  to  make  sure 
my  portfolio  stays  balanced." 

A  Merrill  Lynch  Financial  Advisor 
might  suggest  our  Merrill  Lynch 
Consults'  Diversified  Portfolios 
which  can  provide  you  with  access 
to  leading  money  managers  who 
will  actively  structure,  rebalance 
and  monitor  your  holdings  across  asset  classes  and  investment 
styles.  That  way,  no  single  investment  can  disproportionately 
affect  your  overall  performance. 


BULLISH  on  AMERICA 


IF  YOU  WANT  TO  BUILD 

YOUR  FUTURE  ON  LOGIC 

AND  EXPERIENCE, 

TALK  TO  A  MERRILL  LYNCH 

FINANCIAL  ADVISOR. 


Is  today  too  soon  to  gain  more  control  over  your  financial  life?  A  Merrill  Lynch  Financial  Advisor  will  match  your  needs 

and  goals  to  smart  solutions.  Solutions  that  are  specific,  diversified  and  go  far  beyond  simply  stocks. 

And  because  Wealth  Management  is  an  ongoing,  pro-active  process,  we  can  quickly  help  you  adjust  to  changing  conditions, 

risks  and  opportunities.  It  helps  keep  you.  not  the  bear,  in  control. 

Call  1-800-MERRILL. 


MERRILL     LYNCH     WEALTH     MANAGEMENT 


1-800-MERRILL  OR  VISIT  ASKMERRILL.ML.COM 


BULLISH  on  AMERI 
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FANS  OF  PETER  DRUCKER  PROBABLY  WON'T 

be  surprised  to  learn  that  his  new 
ne,  Managing  in  the  Next  Society  (St.  Martin's  Press, 
95),  is  not  a  how-to  guidebook.  With  no  maxims  to  mem- 
readers  will  emerge  from  this  collection  of  previously 
shed  articles  feeling  stimulated,  as  if  they  had  had  a 
srsation  with  a  clever,  unconventional  acquaintance, 
ucker's  discussion  touches  on  a  wide  range  of  topics, 
e  include  the  high  failure  rate  of  CEOs,  the  future  emer- 


gence of  many  different  kinds  of  corporations,  the  vitality  of 
the  nonprofit  sector,  and  demographic  upheaval — which  he 
calls  "the  basic  disturbance"  of  the  21st  century. 

But  uppermost  in  the  author's  mind,  it  seems,  is  the  role  of 
knowledge  workers.  Given  their  control  over  the  key  resource, 
"knowledge  workers  collectively  own  the  means  of  produc- 
tion," he  asserts.  They  will  be  the  ones  who  will  transform  so- 
ciety, and  perhaps  politics,  over  the  next  decades. 

BY  HARDY  GREEN 
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HIGH  SCHOOLS 
ARE  FLUNKING  TECH 


Computers 
have  had  little 
effect  on  how 
institutions 
operate  and 
communicate 
with  parents 
and  students. 
And  the 
teachers  are 
out  to  lunch, 
too 
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NEED  LABELS  FOR  HOME 
OR  OFFICE?  For  info  on 
PC  printers  that  make 
creating  label  tapes  a 
snap,  go  to  Technology 
&  You  at  www.business- 
week.com/technology/ 


As  freshmen  descend  on  U. S.  colleges  this 
fall,  they  are  discovering  that  their  aca- 
demic lives  revolve  around  computer  net- 
works. At  nearly  every  institution,  course  de- 
scriptions and  schedules  are  available  online. 
Many  classes  have  their  own  Web  sites,  where 
students  can  find  problem  sets  and  solutions, 
supplementary  course  materials,  even  lecture 
notes.  There  may  be  a  chat  room,  where  stu- 
dents can  meet  in  virtual  study  groups,  and 
work  may  be  submitted  and  returned  by  e-mail. 

By  comparison,  U.  S.  high  schools,  not  to  men- 
tion the  elementary  grades,  are  practically 
technology-free  zones.  There  are  computers 
around,  an  average  of  a  bit  more  than  two 
per  "instructional  room,"  according  to  Edu- 
cation Dept.  statistics  for  2000.  But  many 
computers  are  concentrated  in  labs  or  class- 
rooms used  to  teach  computer  skills,  leaving 
regular  classrooms  bereft.  More  important, 
all  those  computers  have  made  little  difference 
in  how  schools  operate  or  communicate  with  stu- 
dents and  their  families.  "To  a  first-order  ap- 
proximation, the  effect  of  computing  technology 
over  the  past  25  years  on  primary  and  secondary 
education  has  been  zero,"  wrote  University  of 
North  Texas  researchers  Cathleen  Norris  and 
Terry  Sullivan  and  University  of  Michigan  re- 
searcher Elliot  Soloway  in  a  recent  report. 

Class  Web  pages  would  seem  to  be  a  perfect 
way  to  satisfy  the  parental  clamor  for  more  in- 
formation on  what's  going  on  in  kids'  schools. 
Just  giving  mom  or  dad  a  means  to  find  out 
about  that  big  science  project  earlier  than  the 
night  before  it's  due  would  be  progress.  But 
few  school  systems  encourage  such  efforts.  My 
informal  survey  shows  that  the  relatively  small 
number  of  K-12  teachers  who  offer  Web  sites 
generally  do  so  at  their  own  initiative  and  often 
their  own  expense. 

Moreover,  teachers  often  cannot  count  on  stu- 
dents and  parents  to  be  online.  "Higher  education 
can  assume  that  students  have  access  to  com- 
puters," says  Wendy  Hawkins,  director  of  edu- 
cation for  chipmaker  Intel  Corp.  "In  K-12,  there's 
limited  access  for  most  kids,  and  by  no  means 
can  you  assume  access  for  parents.  And  once 
teachers  have  to  go  in  two  directions,  they  say, 
'I'll  just  send  a  note  home  and  forget  about  the 
computer' " 

But  the  problems  go  well  beyond  access. 
Teachers  are  reluctant  users  of  information  tech- 
nology because  "it  isn't  part  of  their  culture," 
says  Soloway.  "Colleges  were  willing  to  take  the 


risk  of  saying  that  technology  is  relevant 
ucation.  K-12  doesn't  believe  it." 

Another  problem  is  the  almost  complet 
connect  between  those  concerned  with  inst: 
and  those  in  the  information-technology  d 
ment  in  schools.  Their  lack  of  communi 
hinders  effective  use  of  technology.  M 
simple  for  teachers  to  run  class  Web  sites, 
ample,  is  a  complex  job  that  requires  coope 

Still  more  difficulty  comes  from  the 
tention  span  of  the  education  Establis 
which  seems  to  demand  gratification  as  qui 
a  first  grader.  "Schools  don't  give  it  e 
time,"  says  Norris.  "The  decision  has  been 
that  this  technology  has  failed  us."  Tod 
way  to  wrest  dollars  from  tight  school  bud 
to  talk  about  research  in  brain  science  < 
neurological  basis  of  learning — 2002's  fad 
promise  improved  scores  on  standardized 

Eventually,  the  technology  that  has  b 
/*»        ^  so   pervasive 

J  n  I  i  ^L.  %.      where  wil 
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into  schools.  One  factor  that  could  well 
change  is  the  massive  turnover  hitting  te  i 
ranks  as  baby-boomer  instructors  reth 
younger,  more  tech-sawy  teachers  replace 
Intel  is  trying  to  speed  the  process  with 
gram  called  Teach  to  the  Future,  desig 
train  individual  teachers  in  the  skills  nee 
use  computers  effectively  in  instruction, 
end  of  the  year,  about  100,000  U.S.  teacht 
have  participated.  "We  work  from  the  tt 
out,"  says  Hawkins.  "The  evidence  is  that 
train  a  cadre  of  teachers  in  how  to  use  te 
gy  effectively,  there  can  be  rapid  change. 
In  the  first  rush  to  school  computers 
hoped  for  miracles  and  were  disappoint* 
that's  no  reason  for  abandoning  technoloj 
has  dramatically  boosted  productivity  in 
the  economy.  Schools  need  to  improve  coj 
cations  with  parents  and  increase  efficier 
formation  technology  can  help  them  do  bo 
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ina,  8%  of  the  world's  water  has 
22%  of  the  world's  people. 
Industries  helps  make  that  easier  to  I^^Hith 


J 


Flygt  pump  stations  in  Shanghai. 
Sanitaire  treatment  installations  in 
Kunming.  Goulds  pump*  for  the 
monumental  Three  Gorges  Dam 
project.  Night  and  day,  ITT  facilities 
like  these  quietly  help  China  preserve 
her  resources. 

ITT  believes  technology  should  go 
unnoticed.  It  should  become  a  resource 
"o  draw  on  naturally,  without  worry.   ' 

Just  like  water. 
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Economic  Viewpoint 


BY  ROBERT  KUTTNER 


THE  CASE  OF  THE 
DISAPPEARING  DIVIDEND 


VANISHED: 

The  payout 
is  a  casualty 
oftheM&A 
and  stock- 
option 
explosions, 
trends  in 
which 
shareholder 
interests 
often  took 
second  place 


Robert  Kuttner  is  co-editor  of 
The  American  Prospect  and 
author  of  Everything  for  Sale. 


Whatever  happened  to  dividends?  A  gen- 
eration ago,  shareholders  took  much  of 
their  return  as  dividends.  The  capital 
value  of  the  stock  could  fluctuate,  but  at  least 
there  would  be  some  yield  year  in  and  year  out. 
In  the  roaring  1990s,  dwindling  dividends  didn't 
seem  to  matter.  With  stocks  soaring,  some  capi- 
tal gains  could  always  be  cashed  in  for  con- 
sumption. But  in  this  decade,  investors  have  the 
comfort  of  neither  rising  gains  nor  dividends. 

How  large  is  the  decline  in  the  number  of 
companies  paying  dividends?  A  study  by  Eu- 
gene F.  Fama  of  the  University  of  Chicago  Busi- 
ness School  and  Kenneth  French  of  Massachu- 
setts Institute  of  Technology's  Sloan  School  of 
Management  found  that  paying  dividends  was 
the  norm  among  publicly  traded  profitable  com- 
panies until  the  late  1970s.  In  1978,  66.5%  of 
companies  fisted  on  the  major  stock  exchanges 
paid  dividends.  By  1999,  however,  that  percent- 
age had  fallen  to  20.8%.  Fama  and  French,  whose 
study  was  published  last  year  in  The  Journal  of 
Financial  Economics,  showed  that  startups, 
small  companies,  and  high-growth  companies 
were  the  least  likely  to  pay  dividends,  but  the 
practice  of  paying  dividends  had  fallen  off  across 
all  categories  of  companies. 

Why  the  change?  Some  critics  of  "double  tax- 
ation" blame  the  increasing  rarity  of  dividends  on 
the  fact  that  such  payouts  are  taxed  as  ordi- 
nary income,  while  capital  gains  enjoy  deferred 
taxation  until  the  stock  is  sold.  Then  they  are 
taxed  at  a  much  lower  rate.  But  that  disparity 
existed  both  before  and  after  the  late  1970s, 
when  dividends  were  in  vogue,  so  it  doesn't  ad- 
equately explain  the  recent  decline.  Since  1978, 
tax  rates  on  capital  gains  and  on  ordinary  income 
have  both  dropped  and  at  about  the  same  rate. 
Moreover,  an  increasing  portion  of  stock  holdings 
are  now  in  tax-deferred  retirement  accounts, 
where  tax  calculations  aren't  relevant. 

Two  other  trends  that  began  in  the  1970s 
provide  a  better  explanation  for  the  disappearing 
dividend:  the  boom  in  mergers  and  acquisitions 
and  the  explosion  of  stock  options.  Both  are  the 
latest  variant  on  the  persistent  problem  bril- 
liantly analyzed  in  the  1932  book  by  A.  A.  Berle 
and  Gardiner  C.  Means,  The  Modern  Corpora- 
tion &  Private  Property:  namely,  that  corporate 
insiders  don't  necessarily  serve  the  shareholders 
who  are  the  company's  owners.  For  all  the  hul- 
labaloo in  the  '90s  about  strategies  to  align  man- 
agement interests  with  shareholder  interests, 
not  much  has  really  changed  since  Berle  and 
Means — except  for  new  schemes  to  help  execu- 


tives profit  at  the  expense  of  investJ 

Stock  issued  to  finance  a  merger  or  to  payj 
tion  benefits  means  less  available  money  to 
out  as  dividends  to  shareholders.  The  con.l 
sus  among  scholars  of  the  two  recent  M&A  wq 
is  that  most  big  mergers  failed  to  maxin 
shareholder  value.  Acquiring  companies  o 
paid  too  much  (the  so-called  winners  curse)^ 
sider  executives  of  the  enlarged  enterprise, 
ever,  commanded  heftier  compensation,  anc 
sider  investment  bankers  often  made  money  1| 
on  the  merger  and  the  subsequent  breal 
Likewise,  free  cash  spent  on  a  stock  buy! 
(which  has  the  convenient  effect  of  pumping! 
the  stock  price  for  a  chief  executive  waitinjf 
exercise  an  option)  is  money  that  can't  be  sjj 
on  dividends. 

From  the  vantage  point  of  many  ceos,  paj 
dividends  is  about  the  last  thing  one  would 
to  do  with  corporate  earnings.  In  theory,  a 
by  definition  is  carrying  out  shareholder  wis| 
In  practice,  as  the  spate  of  recent  scandals 
demonstrated,  the  interests  of  a  chief  execul 
and  his  shareholders  can  wildly  diverge.  M{ 
while,  some  New  Economy  companies,  suclj 
Microsoft  Corp.,  are  sitting  on  tens  of  billior 
dollars  of  cash,  but  they  don't  pay  dividend^ 
most  as  a  matter  of  principle.  Microsoft, 
its  Windows  monopoly,  is  a  remarkable  comf 
but  its  shareholders  are  beginning  to  worl 
whether  it  can  truly  find  optimal  uses  foil 
that  cash,  either  internally  via  research  andl 
velopment  or  through  acquisitions.  Wouldn't  il 
more  efficient  for  Microsoft  to  disgorge  soml 
those  earnings  to  its  owners  as  dividends  ancj 
the  market  allocate  that  capital? 

In  theory,  too,  an  investor  with  a  preferc 
for  dividends  is  always  free  to  shift  to  a  port! 
of  stocks  that  still  pay  dividends.  But  this  isl 
other  classic  dilemma  of  the  kind  outlinetl 
Professor  Albert  Hirschman's  famous  forml 
tion  of  "exit"  vs.  "voice."  Selling  the  shares  (t| 
is  the  only  practical  option  because  voice 
manding  dividends)  is  denied.  Shareholders 
given  company  might  actually  prefer  divide] 
but  in  practice  they  have  little  influence  <1 
company  policy. 

Ultimately,  the  vanishing  dividend  is  one  nj 
example  of  the  power  of  insiders  over  ordiil 
shareholders.  With  little  faith  in  accounting 
Wall  Street  analysts,  investors  today  want  l\ 
evidence  that  company  earnings  are  truly  vl 
executives  claim.  What  better  proof  than  shal 
those  earnings  with  the  company's  owners?  l| 
bring  back  dividends. 
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(ONE  DRIVER.  ONE  PICKUP.  ONE  RELIABLE  NETWORK.  ONE  FEWER  WRINKLE  ON  YOUR  FOREHEAD.) 


Instead  of  three  different  pickups  and  three  different  drivers  for  ground,  overnight  and 
international,  Brown  gives  you  one  pickup  and  one  driver.  The  same  driver  you  know  and 
count  on.  UPS's  seamless,  unified  network  makes  shipping  reliable,  simple  and  easy  -  no 
matter  what  you're  sending,  no  matter  when  it  has  to  be  there.  So  relax.  You've  got  Brown. 


WHAT  CAN  BROWN  DO  FOR  YOU?1 


Economic  Trends 


EDITED  BY  MICHAEL  J.  MANDEL 

HAS  THE  FED 
SAVED  THE  DAY? 

The  virtues  of  rapid  rate  cuts 

With  an  anemic  economic  recovery 
under  way,  many  economists  wor- 
ry that  the  Federal  Reserve  has  not 
done  enough  to  stimulate  the  economy. 
The  fear  is  that  the  U.S.  will  follow 
Japan's  lead  into  a  long-term  deflation- 
ary spiral. 

The  good  news  is  that  real  interest 

LEARNING  FROM 
JAPANS  MISTAKES 
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QUARTER  AFTER  MARKET  BUBBLE  BURSTS** 

▲  PERCENT 
■CENTRAL  BANK  INTEREST  RATE  MINUS  INFLATION  RATE 
"FIRST  QUARTER  1990  FOR  JAPAN.  SECOND  QUARTER  2000  FOR  THE  US 
Data:  ORI-WEFA 

rates — short-term  interest  rates  minus 
inflation — have  dropped  far  more  rapidly 
in  the  U.  S.  over  the  last  two  years  than 
they  did  in  the  early  1990s  in  Japan. 
Since  the  U.S.  stock  market  peaked  in 
early  2000,  U.  S.  real  rates,  which  deter- 
mine the  effective  cost  of  borrowing,  have 
come  down  to  almost  zero  (chart).  By 
comparison,  real  interest  rates  in  Japan  in 
mid- 1992  were  barely  lower  than  they 
were  at  the  beginning  of  1990,  when  the 
Japanese  market  started  falling. 

That  makes  a  big  difference.  A  new 
study  by  a  team  of  economists  at  the 
Federal  Reserve  Board  suggests  that 
Japan's  problems  probably  could  have 
been  avoided  through  more  aggressive 
interest-rate  cuts  in  the  early  '90s.  In- 
stead, the  Bank  of  Japan  waited  to  cut 
rates,  already  at  historic  lows,  betting 
on  a  glimmer  of  recovery  that  occurred 
in  1994.  By  1995,  inflation  was  already 
so  low  that  the  central  bank  had  lost  its 
chance  for  further  effective  monetary 
policy,  the  study  concludes. 

For  monetary  policy  to  work,  a  rate 
cut  has  to  generate  very  low  short-term 
real  interest  rates.  "The  1993-94  period 
may  have  been  particularly  crucial  for 
monetary  policy  [in  Japan],  since  that  is 
the  last  time  . . .  that  inflation  rates  ex- 
ceeded zero  by  a  reasonable  margin," 
says  the  study. 


It  was  easy  enough  for  the  boj  to  miss 
the  cues  back  in  1993.  It  had  already  cut 
short-term  interest  rates,  and  most  fore- 
casters had  a  much  rosier  butlook  for  the 
Japanese  economy  than  actually  came  to 
pass.  It  wasn't  until  the  second  half  of  the 
decade  that  economists  around  the  globe 
got  their  projections  in  line  with  reality. 
By  then,  it  was  too  late.  Observes  the 
study:  "Deflation  can  be  very  difficult"  to 
predict  in  advance." 

Still,  while  the  Fed  pushed  down  real 
rates  much  faster  than  the  boj,  Japan's 
example  serves  as  a  cautionary  tale  for 
U.S.  policymakers,  say  the  authors  of 
the  Fed  paper.  The  moral  of  the  story: 
When  interest  rates  and  inflation — which 
is  now  at  1.5%  in  the  U.S. — are  low, 
the  central  bank  has  to  pay  more  at- 
tention to  downside  risks  in  the  econo- 
my than  it  would  normally. 

By  Margaret  Popper 


COLLEGE  GRADS: 
NOT  SO  SCARCE 

Forget  predictions  of  a  shortfall 

Economists  regularly  warned  in  the 
1990s  that  the  U.  S.  faced  a  shortage 
of  educated  workers.  The  fears  were  fed 
by  official  projections  from  the  Education 
Dept.  which  seemed  to  show  an  impend- 
ing decline  in  the  number  of  new  col- 
lege graduates.  For  example,  an  Educa- 
tion Dept.  report  released  in  1997 
projected  that  the  number  of  new  bach- 
elor's degrees  granted  each  year  would 
actually  decline  for  the  rest  of  the  1990s. 

But  the  latest  data  and  projections, 
released  by  the  Education  Dept.  on  Aug. 
23,  show  that  the  number  of  new  col- 
lege graduates  continued  to  increase  in 
the  second  half  of  the  1990s.  As  a  re- 
sult, colleges  and  universities  are  churn- 
ing out  far  more  graduates  than  antici- 
pated. For  example,  the  latest  report 
estimates  that  1.3  million  bachelor's  de- 
grees will  be  granted  in  2002.  That's 
about  10%  higher  than  what  was  forecast 
five  years  ago.  Moreover,  the  number  of 
new  college  graduates  is  now  expected  to 
climb  for  the  foreseeable  future. 

The  differential  is  even  bigger  at 
two-year  schools,  such  as  community 
colleges.  According  to  the  report,  the 
number  of  recipients  of  associate  de- 
grees in  2002  is  estimated  to  be  about 
14%  higher  than  previously  forecast. 

That  implies  fears  of  a  shortage  of 
educated  workers  were  overblown.  On 
the  downside,  however,  college  grads 
may  face  more  competition  for  jobs, 
especially  if  slow  growth  continues. 


THE  EU  MAY  S00II 
PUT  ON  WEIGHT 

Ten  healthy  nations  are  set  to  joi| 

The  economic  gap  between  the 
member  European  Union  and 
10  Central  and  East  European  co 
tries  that  hope  to  join  it  in  2004  is  r 
rowing  by  the  day.  At  a  time  when 
EU  is  flirting  with  recession,  most  ol 
formerly  Communist  neighbors  to 
east  have  respectable  growth  rate; 
between  3.5%  (the  Czech  Republic)  . 
5%  (Latvia).  Only  Poland,  which 
grow  by  only  1%  this  year,  is  lag 

Looking  at  16  variables,  includ 
productivity,  real  incomes,  and  inflat' 
Deutsche  Bank  has  calculated  "com 
gence  indicators"  for  each  candid 
country  showing  the  extent  to  wr 
their  economies  have  closed  the  j 
with  the  EU  average  (chart). 

Slovenia,  the  most  prosperous  coun 
in  the  region,  leads  the  pack  with  an 
dicator  of  75%.  It  boasts  a  gross 
mestic  product  per  capita  of  $17,f 
calculated  according  to  purchasing-] 
er  parity.  That  compares  with  an 
average  of  $23,000.  All  of  the  candid 
countries  now  conduct  more  than  hal 
their  trade  with  the  EU.  That's  not  s 
prising:  EU  manufacturers  have  sp 
more  than  $100  billion  in  the  reg 
over  the  past  decade  making  acqu 
tions  or  setting  up  new  plants,  and  r 
treat  their  East  European  subsidi 
as  integral  parts  of  their  EU  operatii 

Given  the  pace  of  convergence,  it' 
creasingly  looks  as  if  the  EU  will 
cide  to  let  all  10  countries  join  at  o 
in  a  Big  Bang  expansion.  To  be  si 
Brussels  still  needs  to  hammer  out  sc 
controversial  issues,  notably  the  sizt|*~ 
the  costly  agricul- 
tural subsidies  the 
new  members  will 
be  eligible  for.  The 
EU  also  needs  to 
streamline  its  pon- 
derous   decision- 
making processes. 
But    officials    in 
Brussels  are  con- 
fident most  prob- 
lems  can  be  re- 
solved in  time  for 
the    Copenhagen 
summit  in  Decem- 
ber,   when    they 
will  decide  whom 
to  let  into  their 
wealthy  club. 

By  David 
Fairlamb 
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hy  this  recovery 
;nt  raising  spirits 

srvasive  uncertainty  and  poor  job  growth  make  the  rebound  seem  weak 


U.S.  ECONOMY 
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AIRCRAFT 


KENT  CHANGE  FROM  A  MONTH  AGO 
-i  meres  De«..  DRl-WFA 


So  far  this  year,  it  doesn't  feel 
much  like  a  recovery,  does  it? 
ere's  the  surge  in  orders?  The  profits?  The  jobs? 
et  economic  growth  has  averaged  3%  for  the  past 
e  quarters,  and  third-quarter  growth  is  shaping 
o  be  about  that  pace  as  well.  That's  a  far  sight  bet- 
than  the  1.8%  slog  during  the  first  three  quarters  of 
weak  1991  recovery.  But  despite  the  faster  pace, 
nesses  are  just  as  hesitant  to  invest  in  new  equip- 
it  now  as  they  were  then,  and  the  recovery  re- 
ns  just  as  jobless. 

What's  going  on?  The  dif- 
ference between  2002  and 
1991  has  to  do  with  both  psy- 
chology and  economic  funda- 
mentals. First  of  all,  pervasive 
uncertainty  generated  largely 
by  noneconomic  factors  is 
clouding  the  future.  The  cur- 
rent climate  of  corporate 
scandals,  the  related  plunge  in 
the  stock  market,  and  threats 
of  terrorism  and  war  in  Iraq 
making  corporations  hesitant  to  plan  ahead.  Those 
ors  are  also  undermining  consumer  confidence,  and 
iters  are  increasingly  worried  about  sales  in  the 
>nd  half  (page  44). 

econd,  and  more  fundamentally,  rapid  productivity 
vth  means  the  economy  needs  to  run  hotter  than  it 
a  decade  ago  in  order  to  get  payrolls  growing  at  a 
ificant  clip  and  to  pull  the  unemployment  rate  low- 
rowth  at  3%  is  close  to  the  economy's  new  long- 
trend,  but  that  pace  has  generated  little  in  the  way 
pb  growth,  and  the  jobless  rate  remains  stuck  at 
e  to  6%.  The  bottom  line:  It's  going  to  take  at 
!  growth  to  make  this  upturn  feel  like  a  re- 
iy  and  offset  some  of  the  worries  about  the  future. 

IT  MAY  TAKE  A  WHILE.  However,  after  some 
bling  reports  a  few  weeks  ago  that  fueled  fears  of 
cond  dip  into  recession,  fresh  data  for  July  suggest 
economy  continues  to  move  forward  at  a  moderate 
(charts).  Consumers,  for  instance,  are  still  shelling 
for  new  homes  and  cars,  spurred  on  by  low  interest 
b  and  good  income  growth.  And  businesses  may  not 
learly  as  glum  as  earlier  reports  had  suggested, 
durable-goods  orders  overcame  a  worrisome 
ige  in  June  and  surged  broadly  in  July. 
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The  reversal,  especially  in  the  capital-equipment  sec- 
tor, puts  a  new  light  on  third-quarter  prospects  for 
manufacturing  and  business  spending,  suggesting  the 
summer  weakness  in  activity  may  have  been  only  fleet- 
ing. However,  further  corroboration  of  this  notion  must 
come  from  upcoming  August  reports  from  the  nation's 
purchasing  managers  on  Sept.  3  and  from  the  Labor 
Dept.'s  employment  data  on  Sept.  6. 

Even  so,  there's  no  denying 
the  July  numbers  were  im- 
pressive. Orders  booked  by 
durable-goods  makers  jumped 
8.7%  from  June,  when  they 
dropped  a  steep  4.5%.  Big 
gains  in  aircraft  and  autos  led 
the  advance,  but  even  exclud- 
ing the  transportation  sector, 
orders  still  rose  a  sturdy  3.9%, 
reversing  June's  3.9%  drop. 
Most  important,  core  orders 
for  capital  goods,  which  exclude  the  volatile  ups  and 
downs  in  commercial  aircraft  and  defense,  leapt  8.1%, 
more  than  balancing  out  June's  6.3%  plunge. 

It  was  that  June  fall  that  first  created  worry  over  the 
second-half  outlook  for  capital  spending  and  the  econo- 
my, because  capital-goods  orders  are  generally  viewed 
as  a  proxy  for  business  confidence.  The  July  bounceback 
suggests  that  the  earlier  weakness  was  a  reaction  to 
the  corporate  scandals  and  their  effect  on  stock  prices. 
Now,  investors  are  beginning  to  shake  off  the  effects  of 
Enron  Corp.,  WorldCom  Inc.,  and  the  rest,  and  com- 
panies may  be  focusing  on  better  prospects  for  the 
second  half. 

FOR  EXAMPLE,  THE  FACTORY  DATA  show  that  in 

ventories  of  durable-goods  manufacturers  keep  shrink- 
ing, even  as  shipments  accelerate.  Inventories  fell  0.4% 
in  July  from  June,  while  shipments  jumped  3.1%.  Over 
the  past  six  months,  stockpiles  have  shrunk  at  an  an- 
nual rate  of  6.6%,  but  shipments  are  up  4.2%. 

As  a  result,  the  ratio  of  inventories  to  shipments  has 
fallen  to  levels  not  seen  since  the  boom  year  of  1999. 
The  ratio  is  now  below  its  downward-sloping  trend 
for  the  past  decade,  which  could  mean  inventories  are 
slightly  lower  than  most  manufacturers  would  desire.  If 
so,  factories  will  need  to  lift  production  schedules  soon. 

Yet  while  business  executives  seem  to  be  regaining 
their  confidence,  consumers  appear  to  be  losing  some  of 
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theirs.  The  Conference  Board's  index  of  consumer  con- 
fidence fell  from  97.4  in  July  to  93.5  in  August,  the 
lowest  reading  since  November,  2001.  The  indexes 
covering  householders'  assessments  of  the  current 
economy  and  their  expectations  for  six  months  down 
the  road  each  fell  in  August.  The  Conference  Board 
said  the  readings  are  consistent  with  a  "continued, 
but  slow,  economic  expansion." 

But  to  a  large  extent,  consumer  worries  are  driven 
by  the  noneconomic  clouds  over  the  outlook,  in  addition 
to  economic-related  concerns  such  as  job  security  and 
rising  energy  prices.  Even  though  the  jobless  rate  has 
stabilized,  consumers  perceive  employment  prospects  as 
worsening,  not  improving  (chart). 

However,  while  consumers  may  tell  pollsters  they  are 
concerned  about  the  outlook,  their  actions  indicate  oth- 
erwise. Consumers  continue  to  buy  big-ticket  items 
such  as  cars  and  homes,  which  require  long-term  fi- 
nancial commitments — and  confidence  in  the  future. 

HOUSING,  IN  PARTICULAR,  remains  one  of  the  most 
vibrant  sectors  of  the  economy.  Existing  home  sales 
rose  4.5%,  to  an  annual  rate  of  5.3  million  in  July, 
while  new-home  sales  increased  6.7%,  to  a  record  an- 
nual clip  of  1.02  million  homes.  Indeed,  builders  of 
new  homes  are  on  track  to  have  their  best  year  ever 
in  2002. 

Clearly,  low  mortgage  rates  of  just  over  6%  for  a  30- 


GERMANY 


year  fixed  loan  are  boosting  demand,  but  consunj 
must  also  have  some  faith  in  their  job  prospects  ani 
come  potential  in  order  to  take  on  a  mortgage.  T| 
confidence  is  supported  by  the  downtrend  in  job: 
claims  and  rising  aftertax  incomes.  In  addition,  m 
consumers  now  view  housing  as  a  better  investor] 
than  stocks,  which  provides  another  boost  to  dem; 
But  because  housing  never  slowed  during  the  recess 
the  sector  has  limited  capacity  to  add  to  gross  don) 
tic  product  growth  in  the  second  half,  given  that  m 
gage  rates  appear  to  have  bottomed  out  and  ho 
ownership  is  at  a  record  high. 

Moreover,  further  advances 
in  real  consumer  spending  will 
depend  on  job  growth,  which 
in  turn  will  rely  heavily  on 
how  businesses  view  the  econ- 
omy. That's  why  the  durable- 
goods  data  were  a  good  omen 
for  consumers  as  much  as  for 
businesses  in  the  second  half. 

So  far,  this  lackluster  recov- 
ery has  been  less  than  satis- 
fying for  investors,  executives, 
and  workers.  Until  job  growth  takes  off  and  busi: 
es  begin  to  mark  up  their  profit  expectations  and  in 
more,  don't  look  for  this  recovery  to  provide  the 
ty  of  past  rebounds. 
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STICK  IN  THE  SLOW  LANE 


Germany's  federal  elections,  set 
for  Sept.  22,  are  too  close  to 
call,  but  one  thing  is  certain:  The 
next  government  will  inherit  a 
sluggish  economy  set  to  lag  be- 
hind its  euro  zone  neighbors  for 
the  rest  of  the  year. 

Real  gross  domestic 
product  grew  at  an  an- 
nual rate  of  1.1%  in  the 
second  quarter,  with 
first-quarter  growth  re- 
vised up  to  a  similar 
1.1%  pace.  Growth 
through  the  second  half 
is  expected  to  continue 
near  this  tepid  pace, 
resulting  in  gdp  growth 
for  2002  averaging  about  1.4%, 
compared  to  just  under  2%  for  the 
entire  euro  zone. 

Inventories  provided  one  of  the 
few  boosts.  They  declined  at  a 
much  slower  pace — a  sign  of 


THE  RECOVERY  IS 
LOSING  MOMENTUM 
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strengthening  demand — contribut- 
ing 3.1  percentage  points  to  sec- 
ond-quarter GDP. 

And  household  spending  rose  for 
the  first  time  in  a  year.  Many  con- 
sumers are  benefiting  from  union 
wage  gains  and  tame 
inflation.  Early  August 
data  showed  consumer 
prices  up  just  1%  from 
a  year  ago.  Inflation 
should  remain  sub- 
dued, although  the  re- 
cent floods  could  lead 
to  a  temporary  spike 
in  food  prices,  while 
oil,  now  at  $30  per 
barrel,  could  get 
pushed  up  by  worries  that  the 
U.  S.  is  gearing  up  to  attack  Iraq. 
But  a  strong  recovery  in  consumer 
spending  won't  happen  until  the  la- 
bor market  begins  to  turn  around. 
Businesses  remain  the  linchpin 


AUG.  '02 


to  the  recovery.  Capital  invest- 
ment fell  over  10%  in  the  second 
quarter,  exacerbated  by  strikes 
May,  and  a  quick  turnaround  isrl 
likely.  The  August  ifo  Institute  [ 
for  Economic  Research  index  of| 
business  confidence  fell  for  the 
third  month  in  a  row.  Firms 
less  optimistic  about  both  curre:| 
conditions  and  future  prospects.] 
So  businesses  probably  won't 
start  hiring  again  anytime  sooi 

The  impact  of  recent  floods 
mains  a  wild  card.  Rebuilding  vl 
bolster  a  weak  construction  seel 
and  give  a  lift  to  gdp  in  the  conj 
ing  quarters.  However,  the  cur- 
rent government's  proposal  to 
fund  flood  relief  projects  by  frei| 
ing  $6.7  billion  in  income-tax  ci 
scheduled  for  2003  would  keep 
much-needed  broader  stimulus 
from  reaching  all  consumers. 

By  James  Mehring  in  New  Yt\ 
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Special  Report 


As  the  stock  slips,  loans 
sour,  scandals  surface, 
and  conflicts  proliferate, 
Sandy  Weill's  legacy  as 
architect  of  the  universal 
bank  is  on  the  line 
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By  Anthony  Bianco  And  Heather  Timmons 


n  Wall  Street  they  call  Sanford  I.  Weill  "the  Post- 
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decades.  Investors  flocked  to  Weill,  who  measured 
his  success  by  a  share  price  that  rose  as  inex- 
orably as  did  net.  income.  Citigroup,  the  globe- 
girdling  financial  supermarket  that  is  Weill's  ulti- 
mate creation,  returned  a  staggering  40.8$  a  year  on  average 
to  its  shareholders  during  the1  1990s — outpacing  Jack  Welch's 
General  Electric  Co.  and  every  other  big  U.S.  corporation. 

Citigroup,  the  world's  largest  and  only  true  global  bank,  re- 
mains a  paragon  of  profitability.  In  the  second  quarter,  it  re 
ported  record  earnings  of  $4.1  billion,  slightly  topping  analysts' 
estimates,  as  usual.  Yet  now,  investors  are  deserting  the 
Postman  in  droves.  Citigroup's  stock  has  plummeted  from  a 
high  of  48.50  in  January  to  34,  wiping  out  $74  billion  in  mar- 
ket capitalization.  "There  is  no  Weill  premium  in  the  stock 
anymore,"  says  Anna  M.  Dopkin,  portfolio  manager  of  T. 
Rowe  Price  Financial  Services  fund,  a  Citigroup  investor.  If 
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UNWIELDY  BEHEMOTH 

IfCitiistoobig 
to  manage,  it  spells 
doom  for  the 
idea  of  a  one-stop 
financial  shop 


ever  there  was  a  bank  too  big  to 
fail,  it  is  Citigroup,  with  its  $1 
trillion  in  assets  and  270,000  em- 
ployees in  100  countries.  But 
Weill's  legacy  as  the  supreme  fi- 
nancial-company builder  of  his 
generation — if  not  his  job  as 
chairman  and  chief  executive — is 
on  the  line. 

Weill,  who  turns  70  in  March, 
is  a  risk-averse  manager  who  despises  surprises.  But  for 
months  now,  he's  been  blindsided  by  one  mishap  after  another. 
A  platoon  of  state  and  federal  investigators  is  homing  in  on 
the  question  of  Citigroup's  complicity  in  each  of  the  defining 
business  catastrophes  of  this  post-bubble  era:  the  fall  of 
Enron  Corp.  and  the  great  telecom  meltdown.  In  South 
America,  Weill  is  trying  to  stanch  loan  losses  in  Argentina 
that  already  have  topped  $1  billion  while  paring  the  bank's 
exposure  to  Brazil's  shaky  economy.  Even  Citi's  consumer- 
lending  operation,  which  generates  half  of  its  earnings,  is 
afflicted  by  rising  credit-card  charge-offs  and  by  conflicts 
with  regulators  over  its  marketing  of  loans  to  consumers 
with  bad  credit  ratings. 

These  are  all  significant  problems  in  their  own  right.  But 
investors  worry  that  they  are  symptoms  of  a  deeper  malaise. 
The  fear  is  that  Weill's  unrelenting  emphasis  on  opportunistic 
acquisitions  and  double-digit  earnings  growth  has  produced  a 
behemoth  so  large  and  complex  that  it  cannot  be  properly 
managed.  Citigroup  "had  an  aura  of  great  deal-making  and 
fast  growth  and  better-than-peer-group  performance,  which 
was  what  supported  a  high  multiple.  That  is  gone,"  says 
Richard  X.  Bove,  managing  director  of  money  manager  Hoe- 
fer  &  Arnett  Inc.  "Now  the  aura  is,  'This  company  can't  be 
trusted  and  has  great  problems  and  can't  grow.'" 


CITI  MAKES  PLENTY  OF  M0NI 

With  $1  trillion  in  assets,  it  is  the  worlds  largl 
most  profitable  financial  conglomerate.  \ 
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The  most  pressing  of  these  problems  are  the  scanc 
rocking  Wall  Street.  It's  starting  to  look  as  though  the  v 
model  of  the  financial  conglomerate  is  fundamentally  flaw 
Sprawling  institutions  such  as  Citi,  J.  P.  Morgan  Chase, 
rill  Lynch,  and  others  are  riddled  with  conflicts  of  interi 
compounded  by  abuses  by  aggressive  bankers.  Consi 
how  banks  and  brokers  have  used  loans  as  loss  leaders 
win  lucrative  investment-banking  assignments  or  how  t 
have  cobbled  together  dubious  structured-finance  deals  t 
have  helped  corporate  clients  mask  their  true  condition 
how  research  analysts  at  some  firms  have  hyped  the  sto 
of  banking  clients  to  investors  even  as  they  disparaged  tl 
in  private  e-mails.  In  the  latest  revelation,  Citi's  Salor 
Smith  Barney  (ssb)  investment-banking  subsidiary  gave  t 
com  CEOs  preferential  access  to  shares  of  hot  initial  public 
ferings  that  could  be  flipped  in  hours  or  days  at  great  p 
it.  All  of  these  schemes  were  designed  to  lock  in  fees  at 
expense  of  smaller  shareholders  who,  in  many  cases,  w 
stuck  holding  worthless  securities. 

Not  long  ago,  this  long  daisy  chain  of  interlocking  busir 
was  held  up  as  a  model  of  efficiency,  but  others  see  a  m 
darker  side  to  it  all.  "I  don't  think  there  is  any  ques» 
that  bringing  many  elements  of  financial  services  together 
created  more  complex  relationships  that  need  to  be  prop< 
controlled,"  says  New  York  Attorney  General  Eliot  Spit 
who  has  launched  a  sweeping  investigation  of  ssb.  He  decli 
to  comment  on  specifics  of  the  ssb  probe.  "Many  of  the  < 
flicts  that  we  are  trying  to  unravel  . . .  come  from  the  no 
that  the  concentration  of  financial  services  would  be  a 
and  healthy  thing  for  the  economy." 

Citi's  stumbles  strengthen  the  case  of  Representa- 
John  D.  Dingell  (D-Mich.),  the  ranking  member  of 
House  Energy  &  Commerce  Committee,  and  other  po 
cians  and  regulators  who  think  financial  liberation  has  g 


The  stumbles  at  Citibank  strengthen  the  hand  of  those 
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JT  ITS  MODEL  HAS  FLAWS... 

aging  conflicts  of  interest  arose,  while 
iromised  synergies  proved  elusive 


...AND  IT  FACES  PROBLEMS 


Arranging  loans  and  doing 
nent  banking  for  the  same  company  set  up 
ts.  Citi  arranged  off-balance-sheet  deals 
on,  earning  big  fees — but  that  helped 
se  $4.8  billion  in  Enron  debt. 

ERAGE  The  interests  of  corporate 
lers  and  investing  clients  diverge  strongly, 
m  analyst  Jack  Grubman  helped  Citigroup 
nking  business,  but  investors  who  followed 
jys"  on  the  stocks  lost  heavily. 

TE  BANKING  Handling  corporate  execu- 
xivate  accounts  while  trying  to  win  bank- 
siness  from  their  companies  creates  a  fur- 
t  of  conflicts.  For  instance,  WorldCom 
ives  received  substantial  share  allocations 
s  the  bank  underwrote.  Citi  now  says  some 
sufficiently  large  to  raise  questions." 


Efforts  to  sell  Travelers'  insurance  to 
lients  flopped,  and  insurance  agents  resis- 
ling  banking  products  to  their  clients.  Citi 
un  off  the  insurer.  Financial  planners  in 
nk  branches  brought  little  business  to  SSB. 


INVESTIGATIONS  New  York 
Attorney  General  Eliot  Spitzer, 
Congress,  and  the  SEC  are 
all  looking  into  potential 
conflicts  of  interest  at  Citi- 
group. Former  analyst  Grub- 
man  and  Weill  face  scrutiny  of 
their  own. 

LAWSUITS  Holders  of  World- 
Com and  Enron  stock  and 
bonds  are  suing  Citi,  which 
underwrote  them.  Citi  denies 
any  wrongdoing. 

LATIN  AMERICA  Losses  in 
Argentina  totaled  nearly 
$1  billion.  Exposure  in  Brazil 
is  about  $9  billion,  and  further 
write-offs  are  possible. 

ENERGY  TRADES  The  bank's 
off-balance-sheet  deals  with 
Enron  are  in  dispute.  The 

counterparties  with  which  it 
hedged  them  may  not  pay  out 
on  any  losses. 


CONSUMER  BANK  New  guide- 
lines for  bad-debt  reserves  on 
consumer  lending  could  reduce 
profits.  Subprime  lending — 
which  produces  a  quarter  of 
Citi's  consumer  banking  profits — 
is  under  scrutiny  by  regulators. 


FALLING  STOCK  PRICE 

Citigroup's  plummeting  stock 
price  has  whacked  $74 
billion  from  its  market  cap 
this  year 


JAN.  4,  '02 
,  DOLLARS 


AUG.  26 


Data:  Yahoo' Finance 


far.  Wholesale  reregulation  is  highly  unlikely,  but  the 

ibination  of  investor  suspicion  and  stricter  enforcement 

xisting  laws  could  convince  financial  conglomerateurs 

t  it's  just  not  worth  the  trouble.  Says  Samuel  L.  Hayes 

professor  of  investment  banking  at  Harvard  Business 
ool:  "I've  always  felt  the  notion  of  a  one-stop  financial 
•ketplace  was  more  of  a  theoretical  model  than  a  prac- 
1  one.  I  predict  that  these  large  financial  conglomerates 
1  redivide  into  components  and  will  be  spun  off  because 
y  don't  pay  for  themselves." 

Veill  has  not  renounced  the  financial  supermarket  con- 
t,  but  Citi's  exposure  to  Enron  and  the  telecom  bust  has 
)ired  much  soul-searching  inside  the  company.  "Your 
)le  frame  of  reference  shifts  when  you  have  something 
matic  happen  like  this,  and  [it]  changes  everyone's  per- 
tion,"  says  Charles  0.  "Chuck"  Prince  III,  Citi's  chief  op- 
ting officer  and  one  of  Weill's  most  trusted  trouble- 
oters.  "We're  reflecting  the  new  reality  as  quickly  as 
Bible." 

n  the  last  few  weeks,  Weill  has  announced  that  Citi  will 
>unt  for  all  options  issued  to  employees  as  an  expense  and 

create  a  new  committee  of  independent  directors  to  im- 
ve  corporate  governance.  He  also  has  toughened  conflict- 
iterest  prohibitions  and  investor  disclosure  requirements 
SB.  These  may  be  just  the  beginning.  Says  Prince:  "We 

reviewing  all  our  businesses We  have  to  deal  with  peo- 

we  can  vouch  for." 

oefer  &  Arnett's  Bove,  like  many  professional  investors, 
>ects  that  the  sell-off  in  Citi's  shares  has  gone  too  far.  But 

does  not  necessarily  mean  that  they  want  to  own  the 
k.  David  Ellison,  a  portfolio  manager  at  Friedman,  Billings, 
isey  &  Co.,  says  that  he  would  rather  "buy  something  with 
ear  sense  of  what's  going  on,  as  opposed  to  crossing  my 
ers  and  hoping.  The  last  thing  you  want  to  do  is  bet 


other  people's  money  on  one  person,  even  Sandy  Weill." 
Investors  certainly  would  like  to  see  a  bona  fide  succes- 
sion plan.  After  all,  Weill  has  long  epitomized  the  imperial 
CEO,  from  his  well-documented  aversion  to  power-sharing 
and  famously  explosive  temper  to  his  flouting  of  the  con- 
ventions of  succession  planning  and  his  gargantuan  pay 
packets.  During  the  1990s,  Weill's  total  compensation  topped 
$1  billion,  ranking  him  high  on  the  list  of  history's  highest- 
paid  execs.  He  did  pretty  well  for  himself  in  2001,  too, 
raking  in  $28.2  million,  $18  million  of  it  in  cash.  But  unlike 
many  of  his  peers,  Weill  actually  held  on  to  the  majority  of 
his  stock  after  exercising  most  of  his  options.  He  owns 
32.6  million  Citi  shares,  worth  some  $470  million  less  than  in 
January. 

No  one  has  greater  incentive  to  fix  what  ails  Citigroup 
than  Weill,  but  the  question  is  whether  the  same  man  who 
built  a  company  slavishly  devoted  to  making  its  quarterly 
numbers  is  capable  now  of  moderating  its  crasser  impulses. 
Prince  Alwaleed  bin 
Talal,  Citi's  largest 
shareholder,  is  a  be- 
liever. "Sandy's  in- 
tegrity should  not  be  questioned  at  all,  and  I  really  want  to 
emphasize  that,"  says  the  Saudi  Arabian  royal,  who  owns 
266  million  shares,  or  a  bit  more  than  5%  of  Citi.  "He's  a 
very  honorable  man."  All  the  same,  Weill's  ability  to  in- 
spire the  troops  has  been  progressively  undermined  over  the 
years  by  his  propensity  for  firing  them  if  they  don't  make 
their  numbers.  "To  say  it  is  a  difficult  place  to  work  is  an 
understatement,"  says  a  former  SSB  executive.  "Sandy's 
with  you,  win — or  tie." 

It  is  far  too  early  to  write  off  Weill,  but  his  personal  vul- 
nerability to  the  reform  movement  now  rolling  over  Corpo- 
rate America  was  underscored  recently  when  Spitzer  broad- 
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Weill's  ability  to  inspire  the  troops  has  been  undermined 
by  his  habit  of  firing  them  if  they  don't  make  their  numbed 


ened  his  investigation  of  ssb  to  include 
the  Citi  ceo.  The  immediate  issue  is 
whether  Weill  pressured  star  research 
analyst  Jack  Grubman  to  upgrade  his 
rating  on  AT&T  from  "neutral"  to  "buy" 
to  help  SSB  win  a  lucrative  underwrit- 
ing assignment  from  the  telecom  gi- 
ant in  2000.  Weill  declined  to  be  in- 
terviewed, but  a  Citigroup  spokesman 
says  that  he  never  told  any  of  ssb's  re- 
search analysts  what  to  do  and  that 
any  suggestion  to  the  contrary"  is  "out- 
rageous and  untrue." 

On  the  face  of  it,  Salomon  has  come 
a  long  way  since  Citi  acquired  it  in 
1997.  It  was  a  dominant  force  in  debt 
underwriting  long  before  Weill  bought 
the  firm  and  combined  it  with  Smith 
Barney's  nationwide  retail  brokerage. 
But  in  recent  years,  ssb  has  muscled 
its  way  up  the  rankings  in  some  of 
the  Street's  more  lucrative  specialties. 
Most  important,  it  boosted  its  market 
share  of  global-equity  underwriting 
from  5.4%  in  1997  to"  14.8%  through 
the  first  eight  months  of  2002,  behind 
only  Goldman  Sachs  &  Co.,  according 
to  Thomson  Financial. 

Along  with  Attorney  General 
Spitzer.  New  York  City  District  At- 
torney Robert  Morgenthau,  several 
congressional  committees,  and  various 
securities-industry  regulators  are  all  busily  trying  to  de- 
termine whether,  in  its  eagerness  to  move  up  in  the  world, 
ssb  violated  laws  and  regulations  designed  to  enforce  fair 
competition  on  Wall  Street  and  to  protect  investors.  No 

charges  have  been 
brought  against  the 
firm  or  any  of  its  em- 
ployees, but  a  great 
deal  of  unflattering  and  possibly  incriminating  information 
has  surfaced. 

To  date,  suspicion  has  fallen  most  heavily  not  on  Weill 
nor  on  any  of  ssb's  top  brass  but  on  Grubman  (BW — Aug.  5). 
There  is  no  question  that  Grubman  gave  investors  bad  advice, 
maintaining  buy  recommendations  on  WorldCom  Inc.,  Global 
Crossing  Ltd.,  and  other  failed  telecoms  to  the  bitter  end.  The 
crucial  legal  issue  is  whether  Grubman's  advice  was  tainted  by 


UNDER  A  DARK  CLOUD 

There's  no  doubt  Grubman 
gave  bad  advice,  pushing 
WorldCom  till  the  bitter  end 
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self-interest — whether  he  deliberat 
misled  investors  to  help  ssb  win  ba 
ing  assignments. 

It  has  long  been  an  open  secret  t 
the  Chinese  Wall  that  is  supposed 
insulate  analysts  from  bankers  i: 
myth.  "There  has  not  been  an  anal 
of  any  note  who  has  not  been  lean 
on  by  the  investment-banking  divis 
which  cares  more  about  pleasing  a 
tential  or  current  client  than  ab 
the  overall  objectivity  of  an  analy 
rating,"  says  John  C.  Coffee  Jr.,  a 
curities  law  professor  at  Colum 
University. 

Grubman,  however,  was  more  thai 
pressured  analyst.  He  styled  himjj 
as  the  avatar  of  a  new  hybrid  of 
Streeter — a  "banking-intensive  a 
lyst."  as  he  put  it.  He  not  only  iss 
recommendations,  but  personally 
friended  many  telecom  ceos,  offe 
them  business  advice,  and  even  sai 
on  board  meetings. 

Grubman's  brashness  did  not  en 
him  to  competitors  or  even  to  manj 
his  colleagues,  but  the  big  boss  di 
mind.  "Jack  probably  knows  more  at 
the  business  [telecom]  than  anyb 
I've  ever  met,"  Weill  told  Business 
in  2001.  "He's  also,  in  my  opinioi 
tremendous  team  player." 
Grubman's  annual  pay  soared  to  $20  million  a  year  as 
became  the  investment  banker  of  choice  to  the  go-go  teL 
crowd.  The  firm  has  raised  $190  billion  in  debt  and  e 
for  81  telecom  companies  since  1996,  when  Congress  de: 
ulated  the  telephone  industry,  ssb  owned  WorldCom,  It 
managing  65.8%  of  the  $18.9  billion  that  the  company  rai| 
on  the  Street,  according  to  Thomson  Financial.  Citi  w; 
large  commercial  lender  to  WorldCom  until  May,  2001, 
the  bank  co-led  an  $11.8  billion  bond  issue.  From  the  ] 
ceeds,  the  company  paid  back  loans  from  Citi  and  others, 
hindsight,  what  we've  learned  is  that  separate  from  cr< 
risk  and  execution  risk,  there  is  concentration  risk,"  Pri 
says.  "If  you  do  so  much  business  with  someone,  in 
public's  eye  you  end  up  essentially  vouching  for  them." 
On  Aug.  15,  the  48-year-old  Grubman  resigned  from 
his  passage  eased  by  a  $32  million  severance  package 
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SEPT.  1997 

Travelers,  which 
already  owns 
Smith  Barney 
and  Shearson 
Lehman   buys 
Salomon 
Brothers. 

APR.  1998 

Travelers 
merges  with 
Citicorp. 


Weill  and  Reed 


NOV.  1998 

Weill's  heir 
apparent,  Jamie 
Dimon,  resigns. 

OCT.  1999 

Former 
Treasury 
Secretary 
Robert  Rubin 
joins  office  of 
the  chairman 


Ousted  Dimon 


APR.  2000 

Former  Citicorp  CE 
John  Reed  leaves 
after  losing  power 
struggle  with  Weill 

SEPT.  2000 

Citi  buys  subprime 
lender  Associates 
First  Capital. 
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his  resignation  letter,  Grubman  seemed  to  veer  between 
contrition  and  anger,  apologizing  only  for  failing,  like 
most  everybody  else,  to  predict  the  telecom  collapse.  "I 
am  nevertheless  proud  of  the  work  I,  and  the  analysts 
who  worked  with  me,  did,"  Grubman  declared.  "I  always 
wrote  what  I  believed."  Prince  Alaweed,  who  recently 
discussed  Grubman's  resignation  with  Weill,  says  that 
the  Citi  CEO  was  "relieved"  to  see  Grubman  go.  The  bet- 
ting is  that  other 
heads  will  roll  at  ssb 
as  the  poison  drip  of 
well-publicized  reve- 
lations about  its  conduct  continues. 

Like  most  CEOs,  Weill  did  not  try  to  climb  on  the  corporate 
reform  bandwagon  until  it  was  well  on  its  way.  In  a  July  8 
speech  accepting  Chief  Executive  magazine's  2001  ceo  of  the 
Year  award,  Weill  called  on  his  fellow  corporate  chieftains  to 
take  the  lead  in  restoring  faith  in  business  post-Enron:  "The 
responsibility  starts  at  the  top,  and  we  must  begin  by  asking 
what  we,  as  CEOs,  have  to  do,  however  challenging  and  un- 
comfortable it  might  be." 

Weill  did  not  begin  to  answer  his  own  challenge  publicly 
until  after  Citigroup  was  raked  over  the  coals  at  a  Senate 
healing  into  Enron  on  July  23-24.  Members  of  the  Permanent 

Subcommittee  on  Inves- 
tigations accused  both 
Citi  and  J.  P.  Morgan 
Chase  of  helping  Enron 


CAREFUL  DIGGING 

No  charges  have  been  brought  against  Salom 
Smith  Barney,  but  Attorney  General  Spitzer  i 
probing  the  bank's  dealings  with  AT&T 

s 

to  mask  its  deteriorating  finances  by  arranging  $8  billior 
"pre-pay"  transactions — loans  artfully  contrived  to  look 
commodity  purchases.  Internal  e-mails  obtained  by  the  c( 
mittee  seemed  to  show  that  ssb  bankers  allowed  Enron  to 
properly  account  for  one  such  1999  financing  in  order 
keep  $125  millidn  off  its  books. 

After  the  hearing,  Weill  sent  a  letter  to  Citi's  employ 
in  which  he  slipped  on  the  mantle  of  reformer  even  as 
denied  that  his  company  had  done  anything  wrong.  "Fi 
everything  we  know,  our  activities  with  Enron  were  lej 
met  accounting  standards,  and  reflected  industry  practic< 
Weill  declared.  Even  so,  Weill  said  that  Citi  would  vol 
tarily  make  changes  in  the  way  it  did  business.  Investm 
bankers  no  longer  would  be  allowed  to  screen  research 
ports  or  have  any  say  in  how  analysts  are  paid — a  change! 
ready  made  by  Merrill  Lynch  in  settling  a  conflict-of-inter 
case  brought  by  Spitzer  earlier  this  year.  Weill  went  bey 
the  so-called  Spitzer  principles  in  calling  on  regulators 
pass  new  rules  that  would  preclude  analysts  from  accom 
nying  bankers  to  pitch  corporate  clients  or  participating 
investor  roadshows.  Meanwhile,  analysts  would  have  to 
mally  certify  that  their  reports  "accurately  reflect  t 
personal  views"  and  that  they  were  not  influenced  by 
kind  of  payment. 

That  was  a  substantive  response,  but  it  did  not  put  < 
ahead  of  the  reform  curve  for  long.  On  Aug.  7,  Weill 
nounced  more  changes  in  a  second  employee  letter  in  wi 
he  announced  the  expensing  of  options  and  the  formatior 
a  new  board  committee.  Moreover,  Weill  continued,  C 
group  will  not  countenance  the  use  of  arcane  finano 
techniques  to  help  clients  hide  debt:  "Quite  simply,  i 
company  does  not  agree  to  record  a  material  financing 
debt  on  its  balance  sheet,  Citigroup  will  only  execute 
transaction  if  the  company  agrees  to  publicly  disclose 
impact  to  investors,"  he  wrote.  Translation:  We  pron 
not  to  do  again  what  we  don't  admit  to  having  d 
for  Enron. 

By  now,  the  story  of  Weill's  rise  and  fall  and  late-c; 
resurrection  as  the  King  of  Capital  is  the  stuff  of 
Street  legend.  He  is  the  humbly  born  Brooklyn  boy 
built   Shearson  Loeb 
Rhodes  from  the  parts 
of  dozens  of  broker- 
ages and  then  sold  it 
to  American  Express. 
Weill  aspired  to  the 
top  job  at  AmEx  but 


At  just-acquired  Banmnex 

MAY  2001  Citi  buys 
Mexican  bank  Banamex. 

DEC.  2001  Spin-off  of 
Travelers  announced. 
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APR.  2002  Citi 
declares  an  $800 
million  write-off  on 
loans  to  Argentina. 


Protest  in  Argentina 


IL 


MAY,  2002  Citi 
buys  California 
thrift  Golden  State 
Bancorp. 

JUNE  2002 

The  NASD  and  New 
York  Attorney 
General  Eliot 
Spitzer  investigate 
star  telecom  analyst 
Jack  Grubman. 


Swearing  in  Citigroup  witnesses 

JULY  2002  Citi  bankers 
testify  before  Congress. 

AUG.  2002  Grubman  resigns. 
Spitzer  investigates  Weill's 
AT&T  connection.  House  Fi- 
nancial Services  Committee 
investigates  share  allocations 
by  Salomon  Smith  Barney. 


'What  are  the  oil  companies'  priorities? 
Their  biggest  priority  is  to  make  money. 
There's  got  to  be  a  balance  and  maybe 
their  balance  is  a  little  bit  off." 


▲  Miranda  Richardson/Ballet  Teacher 


We're  finding  that  profits  and  cleaner  air  can  go 
hand  in  hand.  We  were  the  first  oil  company  to 
voluntarily  introduce  cleaner  fuels,  6  years  ahead 
of  E.R  A.  mandates. These  fuels  are  now  available 
in  over  40  cities  in  the  U.S.  By  2005,  cleaner  fuels 
will  account  for  50%  of  our  worldwide  sales. 

It's  a  start. 
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The  latest  shake-up  was  classic  Weill-designed  as  muc| 
as  anything  to  keep  people  guessing  about  successioi 
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finally  resigned  in  frustration,  retreating  to  a  tiny  office 
accompanied  only  by  number-crunching  protege  Jamie  Di- 
mon.  In  1986,  he  acquired  an  obscure  consumer-loan  com- 
pany and  through  one  shrewd  acquisition  after  another 
built  it  into  Travelers.  The  capper  came  in  1998,  when  Weill 
merged  Travelers  into  Citicorp,  the  nation's  largest  bank 
holding  company,  and  became  co-CEO  of  the  combined  entity 

with  John  Reed.  In 
2000,  Reed  withdrew, 
leaving  Weill  happily 
alone  at  the  top. 
The  domineering  Weill  can  be  disarmingly  casual.  He 
prefers  informal  chats  with  employees  to  group  meetings  but 
keeps  an  eagle  eye  on  the  numbers.  In  repose,  he  can  be  af- 
fable and  quite  funny.  But  woe  betide  anyone  who  crosses 
him  or  who  fails  to  per- 
form to  his  demanding 
standards.  It  came  as 
no  great  surprise  that 
he  has  rid  Citi's  execu- 
tive suite  of  Reed  loyal- 
ists, but  many  members 
of  his  own  inner  circle 
have  departed,  as  well. 
In  1998,  Weill  even 
turned  on  Dimon,  de- 
manding his  resignation. 
Dimon,  now  ceo  of 
Bank  One  Corp.,  com- 
mitted the  ultimate  of- 
fense: He  seemed  capa- 
ble of  replacing  Weill 
one  day. 

In  June,  Weill  shuffled 
Citi's  senior  ranks.  A 
trio  of  longtime  Weill 
subalterns — Robert  B. 
Willumstad,  56,  Michael 
A.  Carpenter,  55,  and 
Thomas  W.  Jones,  53 — 
now  will  run  the 
consumer,  investment- 
banking,  and  asset- 
management  divisions, 
respectively,  unencum- 
bered by  geographical 
areas.  However,  the  Big 
Three's  gains  in  influence 
were  diluted  by  the  pro- 
motion of  Deryck  C. 
Maughan,  54,  to  head  a  new  international  division.  Citi's 
many  regional  chiefs  around  the  world  report  to  Maughan, 
who,  like  the  Big  Three,  reports  to  Weill. 

In  effect,  Maughan  replaced  Victor  J.  Menezes,  the  last  of 
the  Citibank  Old  Guard,  whom  Weill  put  in  charge  of  Citi's 
emerging  markets  expansion  drive  in  2000.  Menezes  took 
the  fall  for  Argentina,  though  Weill  refrained  from  criticiz- 
ing him  by  name,  publicly  conceding  that  Citi  had  screwed 
up  in  one  of  its  most  important  foreign  markets.  "I  be- 
lieve that  we  didn't  move  fast  enough  in  Argentina,  and  we 
didn't  understand  the  risks  as  much  as  we  might  have," 
Weill  said. 

The  latest  shake-up  was  classic  Weill:  designed  not  only 
to  boost  bottom-line  performance  but  to  keep  everyone 
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RUBIN  A  wild  card,  he  serves  as 
a  roving  corporate  ambassador 


WILLUMSTAD  Runs  global  con- 
sumer banking  for  Citi 


guessing  about  who,  if  anyone,  has  the  inside  succes 
track.  When  Reed  left,  Citi's  board  extracted  a  pro: 
from  Weill  to  put  a  succession  plan  in  place  within 
years.  Weill  elevated  Willumstad  to  president  in  April, 
ing  a  post  that  had  remained  vacant  since  Dimon's  ou 
Willumstad  has  an  impressive  record  in  consumer  fin 
but  has  an  utter  lack  of  investment  banking  or  internati 
experience.  In  short,  Dimon  has  departed,  but  he's 
been  replaced. 

The  wild  card  in  Citi's  managerial  deck  is  Robe 
Rubin,  who  joined  the  company  at  Weill's  behest  in  19 
ter  stepping  down  as  Treasury  Secretary  and  serves 
kind  of  roving  corporate  ambassador.  Like  Prince  Alw; 
Rubin  says  that  he  still  stands  with  Weill.  "Obviously  t 
a  difficult  period  . . .  but  he's  dealing  with  this  in  exactly 

way  that  he  shoi 
says  Rubin,  a  fori 
ceo      of      Gold- 
Sachs.  Rubin,  64, 
said  that  he  is 
interested  in  rum 
Citi.    But    if    M 
were  to  leave  > 
hurry,  it  is  likely 
Citi's    board    wr 
draft  Rubin,  at  1 
on  an  interim  ba> 
Naturally,      V 
has  every  inten 
of  departing  in 
own  time  and  on 
own  terms.  One 
fidant  says  that  'N 
is  likely  to  stay 
for   another   one 
five  years,  depen 
on  his  health,  w 
is      excellent, 
"whether  or  not 
having  a  good  tir 

The  damage 
trol    that    now 
occupies    Weill 
tainly  does  not  qu 
as  fun.  Above 
is  a  dealmaker, 
the  punishing  sel 
in  Citi's  stock  ha 
least  temporarily! 
prived  him  of  his 
vorite  deal  currency.  Weill  would  like  to  continue  to  c| 
Citi's  presence  in  consumer  finance  around  the  world 
retail  banking  in  the  U.S. — through  mid-size  acquisitl 
such  as  his  recent  $5.8  billion  buyout  of  Golden  State  Banc" 
a  California  thrift. 

Even  if  Citi  were  trading  at  its  old  premium,  it  is 
ly  that  Weill  has  another  eye-popping  mega-deal  left  in 
Citigroup  is  just  too  big  to  transform  it  in  the  way  he  i| 
vented  Travelers  by  merging  with  Citi.  Who  knows? 
Postman's  final  delivery  may  be  a  Citigroup  that  looks  r| 
like  yesterday's  Citibank  than  the  scandal-plagued  final  j 
supermarket  of  today. 

With  Emily  Thornton  and  Mara  Der  Hovanesian  in 
York  and  John  Rossant  in  Paris 


MAUGHAN  His 

promotion  to 
chief  of  a  new 
international 
division  dilutes 
the  clout  of  oth- 
er lieutenants 


CARPENTER  The 

head  of  invest- 
ment banking 
around  the 
world  runs 
the  scandal- 
plagued 
Salomon 


JONES  Oversees 
the  bank's 
asset-manage- 
ment activities 
in  all  the 
countries 
where  it  does 
business 
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RETAILING 


BACK-TO-SCHOOL 
SEASON  GETS  AN  T 


So  far,  shoppers  aren't 
fueling  the  second-half 
rebound  that  retailers  need 
-and  were  counting  on 

Perhaps  you've  seen  the  television 
commercial  for  Staples  Inc.  office- 
supply  stores.  A  smiling  father 
dances  though  the  aisles,  plunk- 
ing pencils  and  notebooks  in  a  shopping 
cart  as  he  gleefully  anticipates  sending 
the  brats  back  to  school.  His  kids  trail 
glumly  behind  him.  The  commercial's 
theme  music:  "It's  the  Most  Wonderful 
Tune  of  the  Year." 

Alas,  if  only  it  were  so  for  the  na- 
tion's retailers.  Just  a  few  months  ago, 
many  merchants  were  predicting  a  ro- 
bust second  half  for  2002.  But  based  on 
early  results  from  the  back-to-school 
season,  the  next  six  months  could  be 
more  of  a  slog  than  a  waltz.  Excluding 
cars  and  gasoline,  retail  sales  slipped 
0.2%  in  July.  And  weekly  surveys  show 
that  early  August  receipts  are  flagging 
as  well— down  as  much  as  1.6%  from 
July.  Federated  Department  Stores,  the 
Gap,  and  Sears  Roebuck  all  say  sales 
were  worse  than  expected  in  the  first 
two  weeks  of  August.  Even  discount 
chains  Target  Corp.  and  Wal-Mart 
Stores  Inc.,  which  have  been  gaining 
market  share  from  department  and  spe- 
cialty stores,  said  sales  gains  were  run- 
ning at  the  low  end  of  their  forecasts. 

If  that  were  not  enough,  consumer 
confidence  seems  to  be  eroding.  On  Aug. 
27,      the      Conference 
Board  announced 


its  consumer  confidence  index  was 
plumbing  a  nine-month  low.  The  same 
day,  Merrill  Lynch  &  Co.  analyst  Daniel 
D.  Barry  downgraded  the  entire  retail 
sector  thanks  to  reduced  expectations 
for  the  second  half.  The  news  sent  retail 
stocks — which  have  been  sinking  since 
May — down  across  the  board. 

All  of  this  could  have  serious  impli- 
cations for  economic  recovery.  Consumer 
spending  on  goods  besides  cars — which 
are  selling  briskly  thanks  to  0%  financ- 
ing and  other  incentives — is  projected  to 
barely  rise  in  the  third  and  fourth  quar- 
ters, after  adjusting  for  inflation.  That 
means  other  sectors  of  the  economy,  es- 
pecially business  spending  on  equipment 
and  inventory  building,  will  have  to  kick 
up  a  notch  if  the  economy  is  to  maintain 
the  3%  annual  rate  of  growth  it  has  en- 
joyed in  the  past  three  quarters.  "There 
hasn't  been  a  recession  or  depression 
where  the  consumer  hasn't  cushioned 
the  downside  and  restrained  the  up- 
side," says  Steven  Wieting,  senior  U.  S. 
economist  at  Salomon  Smith  Barney. 

For  retailers,  a  consumer  pullback 
during  the  crucial  back-to-school  period 
could  mean  a  very  unmerry  Christmas. 
Because  stores  order  goods  up  to  a  year 
in  advance,  it's  hard  to  switch  gears  if 
demand  slows.  In  recent  months,  retail- 
ers have  been  rebuilding  inventories 
based  on  earlier  predictions  of  a  robust 
second  half.  In  fact,  in  July,  store  in- 
ventories, excluding  cars,  were  up  for 
the  third  month  in  a  row — something 
that  hasn't  happened  since  mid-2000. 


But  if  demand  doesn't  accelerate 
apparel,  personal  computers,  and 
pact  disks,  retailers  may  find  themsell 
with  overcrowded  shelves  during  the  1 J 
iday  season.  The  result:  profit-killing  <  ] 
counting  and  promotions.  Marc  Gerst 
director  of  investment  research  at 
ings  tracker  Multex.com  Inc.,  reports  tl 
in  the  past  month,  analysts  have  adjusj 
their  third-quarter  earnings  estir 
downward  for  retailers  more  than 
as  often  as  they  have  raised  them. 

Already,  stuff  that  would  norms 
go  on  sale  late  in  the  fall  is  being  de 
discounted.  Sheila  Harvey,  a  mother 
three,  took  advantage  of  a  buy-one-g 
one-half-price  deal  at  the  Foot  Lc 
Inc.  store  in  the  Beverly  Center  ma 


im«mi 


Angeles  on  a  re- 
Monday  night, 
erybody  got  two 
>s,"  she  said,  point- 
to  her  kids,  who 
e  carrying  bags 
ost  as  big  as  they 
e.  "We're  done  for 
c-to-school  shoes." 
is  are  also  going 
a  song.  The  Gap 
been  offering  $20 
selected  styles — a 
ount  of  as  much 
■10%.  Says  Elana 
eves,  a  mother  of  two,  shopping  re- 
bly  at  the  Gap's  Old  Navy  store  in 
ntown  San  Francisco:  "You  never 
1  to  see  $20  jeans  at  Old  Navy." 
or  some  retailers,  the  discounting 
't  be  so  painful.  Abercrombie  & 
h  and  Limited  Brands  have  promo- 
s  in  which  buyers  pay  full  price  for 
item  and  get  a  second  one  at  a  dis- 
lt.  Such  price-cutting  minimizes  the 
-o  the  bottom  line.  But  in  the  ultra- 
petitive — and  fickle — teen  apparel 
or,  retailers  are  turning  to  more  un- 
il  measures.  Trendy  chain  Wet  Seal 
is  launching  a  promotion  in  Sep- 
ber  that  gives  shoppers  buying  a 
pact  disk  at  Trans  World  Enter- 
ment's  F.Y.E.  stores  a  15%  off 
»n  for  Wet  Seal.  "I  get  our  brand  in 


More  chains  are 
offering  early  sales 
or  promotions, 
which  spells 
trouble  for  weaker 
merchants 


TEENS  CHECK  OUT  THE  GOODS 
AT  A  WET  SEAL  IN  PARAMUS,  NJ. 


their  500  stores,"  says 
Wet  Seal's  director  of 
marketing,  Steven 
Strickland.  "If  it 
works,  you'll  see  more 
of  those." 

In  an  attempt  to 
boost  back-to-school 
sales,  Best  Buy  Co. 
and  Circuit  City 
Stores  Inc.  are  wag- 
ing a  price  war.  At 
Best  Buy  recently,  a 
2-gigahertz  Compaq 
computer  bundled 
with  a  Hewlett-Packard  printer  cost 
$1,099.  That's  a  $500  discount  from  two 
weeks  ago,  after  in-store  and  manufac- 
turer rebates.  But  the  lower  prices  and 
weaker  sales  are  hurting  electronics  sell- 
ers. Best  Buy  cut  its  earnings  estimates 
twice  this  quarter,  reducing  its  target  by 
nearly  a  third  on  Aug.  8.  RadioShack 
Corp.  said  that  after  a  strong  July,  Au- 
gust sales  have  dropped  dramatically, 
forcing  the  electronics  retailer  to  lower 
its  third-quarter  earnings  outlook  by 
30%.  "We've  seen  18  months  of  no-in- 
terest financing,"  says  Stephen  Baker,  a 
consumer-electronics  analyst  at  market 
researcher  NPDTechworld.  "We've  seen 
rebate  on  rebate  on  top  of  rebate." 

Not  all  retailers  are  suffering.  Target 
Corp.  says  it's  doing  particularly  well 


with  a  new  line  of  col- 
orful furnishings,  such 
as  lamps,  wastebaskets, 
and  sheets,  created  by 
designer  Todd  Oldham. 
They're  especially  pop- 
ular in  student  dormi- 
tories, the  company 
says.  Other  youth- 
friendly  items  flying  off 
the  shelves  at  apparel 
sellers  include  hooded 
sweatshirts,  denim,  and 
short-sleeve  shirts.  And 
while  some  youth-ori- 
ented outlets  are  hurt- 
ing, others  are  hanging 
in  there.  "Some  of 
these  skateboard-ori- 
ented retailers  like 
Pacific  Sunwear  of  Cal- 
ifornia Inc.  and 
Quiksilver  Inc.  will  do 
well,"  says  Jeffrey  P. 
Klinefelter,  a  research 
analyst  at  us  Bancorp 
Piper  Jaffray  Inc. 

But  weaker  sales 
spell  trouble  for  much 
of  the  industry,  which  is 
still  suffering  from  over- 
capacity after  a  store- 
building  boom  in  the  late  1990s.  The  total 
amount  of  U.S.  retail  store  space  has 
risen  75%  in  the  past  decade,  to  5.6  bil- 
lion square  feet.  The  overcapacity  is  es- 
pecially noticeable  in  teen  and  pre-teen 
apparel.  Companies  that  expanded  rapidly 
and  are  suffering  include  American  Eagle 
Outfitters,  Wet  Seal,  and  Hot  Topic. 

For  merchants  that  are  already  in 
trouble,  this  year  could  be  the  death 
knell.  It's  not  an  exaggeration  to  say 
that  the  rest  of  2002  is  critical  for 
Kmart  Corp.,  which  is  now  targeting 
Hispanic  shoppers  in  the  wake  of  its 
January  bankruptcy-protection  filing 
(page  46).  The  Gap,  too,  is  struggling.  In 
mid-August,  the  company  was  already 
projecting  third-quarter  results  to  be 
below  last  year's.  Its  back-to-basics  ap- 
proach— khakis,  jeans,  and  white 
shirts — doesn't  seem  to  be  resonating. 
"Fashion  is  selling,"  says  Emme  P.  Koz- 
loff,  an  analyst  at  Sanford  C.  Bernstein 
&  Co.  "But  it  will  not  be  strong  enough 
to  offset  extreme  weakness  in  tradi- 
tional basics." 

So  what  will  retailers  do  if  demand 
does  soften  in  the  coming  months? 
Salomon  Smith  Barney  hedge  fund 
manager  and  former  retail  analyst 
Richard  Church  says  it's  too  early  to 
expect  retailers  to  start  canceling  or- 
ders. But  he  expects  stores  to  keep  in- 
ventory flat  this  year.  "I  never  thought 
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the  second  half  would  be  good."  says 
Henry  Kaczmarek.  a  retail  analyst  at 
American  Express  Financial  Advisors. 
"We're  more  bearish  now."  At  the  same 
time,  retailers  will  likely  continue  what 
they've  been  doing  for  the  past  two 
years:  cutting  staff  and  learning  to  run 
their  warehouses  more  efficiently. 

Much  will  depend  on  the  American 
consumer.  For  two  years,  shoppers  have 
largely  kept  the  economy  going.  But 


the  combination  of  rising  oil  prices,  surg- 
ing personal  debt,  and  growing  fears 
that  this  will  be  a  jobless  recovery  could 
finally  convince  consumersHhat  it's  pru- 
dent to  pull  back.  And  a  host  of  other 
factors  could  also  leave  malls  quieter 
this  holiday  season.  Because  states  are 
cutting  their  budgets,  Florida,  for  one,  is 
not  offering  any  sales-tax  holidays  this 
year,  as  it  did  in  2001.  Even  the  calen- 
dar isn't  helping:  There  are  six  fewer 


shopping  days  coming  between  Than 
giving  and  Christmas  this  year  th 
there  were  last  year. 

So  with  wary,  bargain-hunting  « 
sumers  willing  to  wait  them  out  a 
with  too  much  competition  next  dc 
retailers  may  be  singing  the  blues  w 
into  the  New  Year. 

By  Christopher  Palmeri  in  Los 
geles,  with  Robert  Berner  in  Chica 
and  bureau  reports 


KMART  CON  SALSA: 
WILL  IT  BE  ENOUGH? 


M 


Iove  over,  Martha.  Here  comes 
Thalia.  The  sexy  Mexico-born 
pop  star  is  about  to  add  some 
sizzle  to  Kmart  Corp.'s  tired  image. 
Industry  sources  say  the  queen  of 
Latin  pop  will  lend  her  name  to  a 
new  line  of  clothing,  shoes,  and  cos- 
metics for  Kmart.  Although  unknown 
to  many  English-speaking  Ameri- 
cans, Thalia  (pronounced  Tah-lee-ah) 
has  a  big  following  among  Hispanics 
in  the  U.S.  The  exclusive  appar 
el  line  is  part  of  a  new  strategy 
to  woo  Hispanic  shoppers  that 
may  be  Kmart 's  best  hope  for 
reviving  its  flagging  business. 

For  years,  Kmart  has  strug- 
gled to  find  a  niche  between 
Wal-Mart's  low  prices  and 
Target's  cheap  chic. 
Kmart's  biggest  failure, 
last  year's  price  war 
with  Wal-Mart, 
helped  land  the 
company  in 
bankruptcy 
court.  Now.  in 
its  bid  to  sur- 
vive. Kmart  is 
latching  on  to  the 
one  advantage  it  has 
over  its  discount  rivals: 
stores  in  heavily  populat-  " 
ed  urban  areas.  That  means 
catering  more  to  multicultur- 
al consumers,  who  already 
make  up  nearly  40%  of 
Kmart's  sales. 

Thalia's  line  is  just 
the  start.  Kmart  says 
it  hopes  to  announce  a 
similar  deal  with  an 

TO  THE  RESCUE?  Pop  star 
Thalia  will  lend  her  name 
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African  American  celebrity  by  year- 
end.  Meanwhile,  it  is  adding  more  His- 
panic merchandise  to  its  stores  and 
reaching  out  to  Hispanics  with  new 
Spanish-language  ads  and  publications. 
"It's  a  very  strong  step  Kmart  is  tak- 
ing," says  Kurt  Barnard,  publisher  of 
Barnard's  Retail  Trend  Report.  "It's 
going  to  pay  big  dividends." 

The  strategy  isn't  risk-free.  Kmart 
could  alienate  its  existing  customers 
if  it  swings  too  far  towTard  the 
Hispanic  market.  And  Wal- 
Mart,  already  targeting  His- 
panics, plans  to  open  more  . 
urban  stores.  "There's  a 
window  of  opportunity  for 
Kmart."  says  Ira  Kalish, 
chief  economist  at 
Columbus  (Ohio)  consult- 
ant Retail  Forward  Inc. 
"But  it's  going  to  close 
quickly." 

Kmart  is  coming  late 
to  this  party.  Wal-Mart 
and  Sears,  Roebuck  & 


Co.  several  years  ago  began  letting 
local  managers  buy  products  suited 
to  their  communities.  Kmart's  previ- 
ous management  thought  it  more  ef- 
ficient for  buyers  at  headquarters  to 
purchase  for  stores  nationwide.  But,  ' 
says  ceo  James  B.  Adamson,  who 
took  over  in  March,  "people  sitting  in 
Troy,  Mich.,  can't  understand  the  dif- 
ference between  stores  in  Los  Ange- 
les, New  York,  Texas,  or  Miami." 

That's  why  Adamson  is  giving 
store  managers  more  say  over  what 
goes  on  their  shelves.  For  Frank 
Gonzales,  manager  of  a  San  Jose 
(Calif.)  Kmart,  that  means  selling 
tortilla  warmers,  tamale  pots,  and 
such  produce  as  avocados,  mangoes, 
and  cilantro.  "We  were  missing  a  lot 
of  those  sales,"  says  Gonzales. 

Kmart  knows  its  Hispanic  focus 
must  not  be  seen  as  pandering. 
"They've  got  to  know  you're  not  giv- 
ing them  Up  service,"  says  Adamson, 
who  is  credited  with  turning  around 
the  Denny's  restaurant  chain  after 
complaints  of  racial  ^^elimination 
tarnished  its  image.  In  an  effort  to 
build  loyalty,  Kmart  is  launching  on 
Sept.  15  La  Vida,  a  four-page  weekly 
magazine  in  Spanish  to  go  out  with 
new  Spanish  ad  circular.  It  will  fea- 
ture celebrities  and  lifestvle  articles, 


Weekly  ad  circulars  will  include  a  four- 
page  lifestyle  magazine  in  Spanish 


With  Hispanics  expected  to  out- 
number African  Americans  by  2009, 
this  may  be  Kmart's  best  chance. 
But  it  will  take  more  than  Hispanic 
shoppers  to  save  the  company.  Its 
problems — ranging  from  poor  inven- 
tory controls  to  lousy  distribution — 
are  deep-seated  and  can't  be  fixed 
overnight.  But  getting  shoppers 
back   is  a  start.  And  Thalia  may 
help. 

By  Joann  Midler  in  Troy,  Mich., 
with  Wendy  Zellner  in  Dallas 


A  PERSPECTIVE  ON  GLOBAL  INVESTING 


U  YOU'RE  SEARCHING 
roHBARGAiNS-  IT  PAVS  TO 
^QW  WHERE  TO  LOOJC 


When  you  realize  that  95%  of 
the  world's  population  and 
almost  half  of  the  world's  invest- 
ment opportunities  reside  over- 
seas, you  gain  a  perspective  on 
what  global  investing  can  do 
for  your  portfolio.  Our  analysts 
search  the  world  for  stocks  that 
we  believe  are  priced  low  rela- 
tive to  their  true  worth.  Then  we 


To  uncover  hidden  investment  opportunities, 
you  must  often  travel  the  globe. 


it  generally  has  performed  well 
over  the  long  term.  For  exam- 
ple, the  fund  received  a  5-Star 
Overall  Morningstar  Rating™ 
by  Morningstar,  Inc.,  against 
a  category  of  242,  167  and  34 
world  stock  funds  for  the  3-,  5- 
and  1 0-year  periods  respective- 
ly, ended  7/31/02.T  Of  course, 
past  performance  does  not 


Templeton  Growth  Fund  |  Morningstar  Ratings1 


7/31/02' 


OVERALL 
•  •••• 


THREE  YEAR 
*•••• 


FIVE  YEAR 
•  *•• 


TEN  YEAR 
•  •••• 


subject  them  to  demanding  research,  separating 
actual  bargains  from  merely  "cheap"  stocks. 

The  result:  Although  the  recent  performance 
of  the  Templeton  Growth  Fund  has  been  negative, 


guarantee  future  results. 

To  gain  further  perspective,  mail  in  the  postage- 
paid  card,  call  1-800-FRANKUN  Ext.  T478  or 

visit  our  website  at  franklintempleton.com. 


FRANKLIN  TEMPLETON 
INVESTMENTS 

<  GAIN   FROM  OUR  PERSPECTIVE™  > 

Franklin  Templeton  Distributors.  Inc.,  One  Franklin  Partway,  San  Mateo,  CA  94403  Call  for  a  free  prospectus  containing  more  complete  fund  information,  including  sales 
charges,  expenses  and  risks.  Please  read  it  carefully  before  you  invest  or  send  money.  Foreign  investing  involves  special  risks  including  currency  fluctuations  and  political 
uncertainty. 

tSource:  MnfmSSDB  ®  7/31  /02.  Past  performance  does  not  guarantee  future  results.  For  each  fund  with  at  least  a  three-year  history,  Morningstar  calculates  a  Morningstar 
Rating™  based  on  a  Morningstar  Risk-Adjusted  Return  measure  that  accounts  for  variation  in  a  fund's  monthly  performance  (including  the  effects  of  sates  charges,  loads  and 
redemption  fees),  placing  more  emphasis  on  downward  variations  and  rewarding  consistent  performance.  The  top  1 0%  of  funds  in  each  category  receive  5  stars,  the  next  22.5% 
receive  4  stars,  the  next  35%  receive  3  stars,  the  next  22.5%  receive  2  stars  and  the  bottom  10%  receive  1  star.  (Each  share  class  is  counted  as  a  fraction  of  one  fund  within  this 
scale  and  rated  separately,  which  may  cause  slight  variations  in  the  distribution  percentages.)  The  Overall  Morningstar  Rating  fa  a  fund  is  derived  from  a  weighted-average  of  the 
performance  figures  associated  with  its  three-,  five-  and  ten-year  (if  applicable)  Morningstar  Rating  metrics.  Morningstar  Rating  is  for  Class  A  shares  only;  other  classes  may  have 
different  performance  characteristics.  °  2002  Morningstar,  Inc.  All  Rights  Reserved.  The  information  contained  herein  is  proprietary  to  Morningstar  and/or  its  content  providers;  may 
not  be  copied  or  distributed;  and  is  not  warranted  to  be  accurate,  complete  or  timely.  Neither  Morningstar  nor  its  content  providers  are  responsible  for  any  damages  or  losses 
arising  from  any  use  of  this  information.  For  more  current  performance  information,  please  call  Franklin  Templeton  Investments  at  1  -800-342-5236.  swxara? 


News:  Analysis  &  Commentary 


Gary  Siegel  knows  a  thing  or  two 
about  mortgage  refinancing.  Since 
buying  a  five-bedroom  colonial 
home  in  Potomac,  Md.,  in  1991,  the 
Washington  (D.  C.)  real  estate  attorney 
had  refinanced  three  times  before  this 
summer.  On  Aug.  15,  with  mortgage 
rates  at  their  lowest  level  in  more  than 
three  decades,  Siegel  did  it  again:  He 
cut  the  rate  on  his  jumbo  30-year  fixed 
mortgage  from  TA%  to  6%%.  "Rates 
were  the  lowest  I  had  ever  seen,"  he 
marvels.  "I  saw  a  great  opportunity." 

Across  the  nation,  homeowners  like 
Siegel  are  jumping  on  the 
refinancing  bandwagon, 
which  is  picking  up  the 
pace  again  after  slowing 
earlier  this  year.  Indeed, 
new  home  loans  are  ex- 
pected to  nearly  match  last 
year's  record  of  about  $2.03 
trillion — with  about  half 
of  that  coming  from  refi- 
nancings. "2002  will  be  a 
blockbuster,"  says  Brad- 
ley W.  Blackwell,  national 
sales  manager  at  Wells 
Fargo  Co.'s  home-mortgage  business. 

That's  good  news  for  the  U.  S.  econo- 
my, although  some  consumers  risk  bur- 
dening themselves  with  high  levels  of 
debt.  With  the  average  rate  on  a  30- 
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year  fixed  mortgage  having  fallen  to  a 
record  low  of  6.2%  by  mid-August, 
many  people  are  upping  their  mortgages 
and  pulling  equity  out  of  their  homes 
through  so-called  cash-out  refinancings. 
Others  are  simply  looking  to  lower  their 
monthly  payments.  Either  way,  the  net 
result  is  more  money  in  people's  pockets 
for  shopping,  investing,  or  paying  down 
other  debt.  Without  refinancings,  says 
Mark  M.  Zandi,  chief  economist  at  eco- 
nomic researcher  Economy.com  Inc., 
"the  recovery  would  arguably  be  in 
[more]  jeopardy  than  it  is." 

With  home  values  rising 
at  an  average  annual  rate 
of  7%  nationwide,  it's  lit- 
tle surprise  that  most 
homeowners  are  using  the 
refinancings  to  take  some 
cash  out  of  their  houses. 
That's  what  Siegel,  43,  did. 
While  he  now  pays  $500 
more  per  month,  he 
walked  away  with  a  check 
for  nearly  $100,000.  David 
W  Berson,  chief  economist 
at  mortgage  lender  Fannie 
Mae,  estimates  that  some  60%  of  the 
cash-out  funds  wall  be  spent — about  the 
same  as  last  year.  Economy.com's  Zandi 
figures  cash-outs  from  refinancings  this 
year  will  top  $138  billion.  That's  a  leap 


ONE  MO' TIME 

Siegel  took 
away  almost 
$100,000 
from  his 
latest  refi 


from   the   $^ 
billion  of  2( 
and    it    i 
add  up  to  abj 
1.33%     of 
2002  gross 
mestic  produl 
The  refinal 
ing  boom  is 
without  peril.  If  the  economy 
teriorates,  unemployment  ri^| 
or  home  prices  soften,  homeo1 
ers  who  increase  their  mortg.l 
amounts  or  monthly  paymej 
could  be  setting  themselves  j 
for  trouble.  That  could  leadl 
more  mortgage  delinquencies  I 
defaults.  "There  are  real  risks! 
cash-out  refinancings]  for  sor 
says  Diane  C.  Swonk,  chief  ec 
omist   at   Bank   One   Corp. 
Chicago.  "There's  no  free  lumj 
For  now,  though,  the  infus 
of  cash  from  refis  is  giving 
economy     a     short-term 
Heather  and  Conrad  Mulhgail 
Seattle  refinanced  and  lowel 
their  monthly  payment  by  $<| 
money    they    will   use    to    1 
things  for  a  new  baby.  For 
part,  Siegel  plans  to  use  half] 
check  to  pay  down  debt  and 
the  rest  into  real  estate. 
Refinancings  also  are  spurring 
home-improvement,  residential-furn  | 
ing,  and  auto  sectors.  A  Federal 
serve  Board  Study  conducted  in  1 : 
estimated  that  33%  of  the  money 
cash-out  refis  goes  into  home  impro 
ment.  One  beneficiary  of  such  spill 
ing  is  the  home-improvement  crl 
Low^e's  Cos.,  where  second-quarter  s\ 
rose  22%,  to  $7.49  billion.  And  while 
centives  were  largely  responsible 
the  surge  in  new7-car  sales  in  July,  e<| 
omist  Swronk  says  "the  other  part  | 
refinancing  activity.  Refinancings 
giving  an  extra  stimulus  to  growth  l| 
many  people  had  not  counted  on." 

The  question  is  when  the  refinanc:! 
wall  slow  dowai.  For  the  moment,  m| 
gage  brokers  and  economists  say 
refi  rush  shows  no  sign  of  wan  I 
"Everyone  I  know  in  the  industrl 
swamped,"  says  Norman  Stein,  v[ 
president  and  Chicago  area  manager! 
Mortgage  Services  Inc.  in  Blooming! 
111.,  where  65%  of  new  loans  these  cl 
are  for  refis.  With  economic  reco\| 
still  sluggish  and  mortgage  rates  not  I 
pected  to  climb  anytime  soon,  he  is  1 1 
ly  to  remain  busy  for  months  to  cor| 
By  Stephanie  Anderson  Fores\\ 
Dallas,  with  Louise  Lee  in  San  Mel 
Calif.,  Roger  O.  Crockett  in  Chie\ 
and  bureau  reports 
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News:  Analysis  &  Comment 


COMMENTARY 

By  Paul  Magnusson 

FARM  SUBSIDIES: 
A  BLIGHT  ON  THE  ECONOMY 


i  n 


The  trouble  started  just  three 
months  after  President  George 
W.  Bush  signed  the  10-year,  $182 
billion  farm  bill.  On  Aug.  8,  Mexican 
President  Vicente  Fox  went  tit  for 
tat  by  promising  to  "armor  plate" 
Mexico's  farm  sector  against  a  flood 
of  cheap  U.  S.  imports  next  January 
when,  under  the  North  American 
Free  Trade  Agreement,  duties  on 
most  food  trade  will  be  eliminated. 
To  fight  back,  Fox  will  use  hefty  tax- 
payer subsidies  to  boost  production 
and  add  high  "anti-dumping"  tariffs 
to  keep  out  subsidized  imports.  Mexi- 
co's first  target  for  retaliatory  tariffs: 
American  apples. 

Don't  blame  Mexico,  though,  when 
American  farmers  suddenly  face 
stiffer  barriers  abroad.  The  big  crop 
production  subsidies  in  the  U.S.  farm 
bill  will  certainly  invite  similar  retali- 
ation from  trading  partners.  Even 
worse,  Washington's  payouts  to  polit- 
ically powerful  farmers  and  big 
agribusiness  threaten  to  derail  the 
Administration's  ambitious  plans  to 
extend  NAFTA  throughout  the  West- 
ern Hemisphere  and  to  craft  bilateral 
free  trade  deals  around  the  globe. 

That  should  come  as  no  surprise. 
After  all,  creating  a  free-trade  zone 
of  the  Americas  depends  on  convinc- 
ing fragile,  agriculture-dependent 
economies  such  as  Brazil,  Argentina, 
and  Uruguay  that  they  won't  be 
overwhelmed  by  U.S.  farm  exports 
artificially  priced  low.  In  addition, 
Administration  plans  to  cut  free- 
trade  deals  direct- 


ii 


% 


ly  with  nations 
such  as  Chile,  Mo- 
rocco, Honduras, 
and  South  Africa 
rely  on  promises 
of  fair  treatment. 
The  ag-subsidy 
dispute  isn't  just 
about  food  trade. 
Unless  the  agri- 
culture-based 
economies  of  the 
world  can  market 
their  food  to  the 
industrialized 
world,  they'll  nev- 


er be  able  to 
afford  U.S.- 
made  goods. 
"When  we 
make  it  harder 
for  a  Zambian 
farmer  to  sell 
his  peanuts  in 
the  U.S.,  we 
also  make  it 
harder  for 
Caterpillar  to 
export  the  ex- 
cavators our 
people  build  in 
Aurora,  111.," 
says  Cat  Chair- 
man and  ceo 
Glen  Barton. 

The  U.S.  is 
not  alone  in 
coddling  farm- 
ers and  food 
processors.  Rich  countries  spend 
more  than  $311  billion  a  year  in  ag 
subsidies,  twice  the  amount  of  total 
farm  exports  from  developing  na- 
tions, according  to  a  study  by  the 
Paris-based  Organization  for  Eco- 
nomic Cooperation  &  Development. 
U.  S.  farmers,  on  average,  receive  a 
fifth  of  their  income  from  Washing- 
ton. European  and  Japanese  farm 
sectors  are  even  more  pampered. 
Their  subsidies  run  to  31%  and  59% 
of  farm  income,  respectively.  That  re- 
sults in  overproduction,  which  artifi- 
cially cuts  prices  around  the  globe. 

Poorer  nations'  only  defense  is 

high  import  du- 
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VIETNAM:  If  it 

can't  export,  it 
can't  import 


A  VICIOUS  CYCLE 

►  Subsidies  to  farmers  in  the 
U.S.  and  other  wealthy  nations 
encourage  overproduction  and 
drive  down  prices 

►  Poor  nations,  unable  to 
match  U.S.  subsidies,  levy  high 
tariffs  on  imports,  helping  local 
farmers  but  hurting  consumers 

►  Support  for  free  trade  is 
diminished,  since  lowering  import 
duties  would  ruin  the  farm-based 
economies  of  poor  nations 


ties.  Their  aver- 
age farm  tariff, 
17%,  is  more 
than  twice  the 
average  among 
industrialized  na- 
tions, 6.4%,  ac- 
cording to  the 
World  Bank.  To  a 
small  Third 
World  farmer,  a 
free-trade  deal 
with  the  U.  S. 
could  mean  being 
forced  off  the 
land.  "The  whole 


system  is  unbelievably  irrational  and 
unjust,"  insists  Martin  Kohr,  a 
Malaysian  economist. 

True,  but  there's  little  chance  of  it 
ending.  The  Bush  Administration 
has  proposed  to  the  144-member 
World  Trade  Organization  a  formula 
that  would  greatly  reduce  farm  sub- 
sidies worldwide.  Proponents  of  the 
plan  liken  it  to  the  Cold  War  strate- 
gy of  boosting  military  spending 
while  pushing  for  arms-control  talks. 
But  America  lacks  credibility  on  the 
issue  in  the  wake  of  Bush's  decision 
last  March  to  levy  tariffs  of  up  to 
30%  on  steel  imports.  The  argument 
in  that  case — that  foreign  subsidies 
to  steelmakers  were  creating  a  glut, 
driving  down  prices  and  requiring 
the  U.S.  to  hike  its  own  tariffs — 
sounds  a  lot  like  the  spiel  of  farm 
protectionists. 

U.S.  Trade  Representative  Robert 
B.  Zoellick  likes  to  point  out  that  one 
in  three  U.  S.  acres  of  farmland  is 
planted  for  export  and  that  U.  S. 
farmers  are  2.5  times  more  depend- 
ent on  exports  than  the  rest  of  the 
economy.  If  so,  that's  all  the  more 
reason  Washington  should  abandon 
its  counterproductive  farm  subsidy 
program  before  the  rest  of  the  world 
starts  "armor  plating"  its  own  farm 
economies. 


Magnusson  covers  international 
trade  and  economics  from  Washington. 
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COMPUTERS 


GATEWAY:  PICKING  FIGHTS 
IT  JUST  MIGHT  LOSE 

As  it  leaks  money,  it's  battling  Dell  on  price  and  aiming  at  Apple 


No  one  has  suffered  from  the  collapse 
of  Gateway  Ine.'s  stock  more  than 
Ted  Waitt.  the  ponytailed  ceo  who 
founded  the  computer  company  17  years 
ago  on  his  parents'  Iowa  farm.  Just  three 
years  ago,  Waitt's  one-third  stake  was 
worth  $9  billion.  Now.  as  the  company 
weathers  a  bruising  industry  downturn 
and  a  nasty  price  war  with  Dell  Com- 
puter Corp.,  the  value  of  his  shares  has 
dwindled  to  about  £400  million.  Worse, 
Gateway's  market  cap  is  SI. 3  billion — 
and  it  has  $1  billion  in  cash  on  hand. 
The  math  is  simple  and  scary:  Investors 
value  Gateway  at  next  to  nothing. 

The  slide  has  left  the  39-year-old  Waitt 
battling  for  share  in  a  down  market  and 
pursuing  it  in  the  most  punishing  way. 
For  starters,  he's  clashing  with  mighty 
Dell,  among  others,  in  a  price  war.  And 
on  Aug.  26,  he  launched  a  nationwide 
head-to-head  TV  brand  battle  against 
none  other  than  Apple  Computer  Inc. 

Is  this  guy  crazy?  No,  just 
desperate.  Waitt  is  fight- 
ing like  mad  to  escape  a 
no-man's-land  between 
Dell    and    Apple.    For 
years  he  has  struggled 
to  establish  Gateway  as 
a  cult  brand,  one  that 
could   attract   hordes   of 
Apple-like  devotees.  But 
he's  still  waiting  for  Gate- 
way's cows  to  come  home 
with  the  cash,  leaving 
him  with  a  mere 
of  the  U.S.  market 
To  grow,  he's  making 
his  case  to  prospec- 
tive Apple  shoppers. 

The    new    ads 
feature  an  animat 
ed  Gateway  com- 
puter, the  Profile 
4,  doing  back- 
fiips    over   an 
iMac.  It  touts 
Gateway  as  the 
cheaper  alterna- 
tive, one  that's  in 
the  PC  world.  The 

WAITT:  He's 
dipping  into  ^fl 
his  cash      .^fl 
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flat-screened  Profile  4  resembles  Apple's 
iMacs,  but  comes  in  some  $400  cheaper. 
Analysts  say  the  new  Gateway  doesn't 
have  enough  features  to  win  over  Apple 
loyalists,  but  it  could  lure  the  small  niche 
of  PC  qsers  contemplating  buying  Macs. 
Even  as  he  targets  Apple  shoppers, 
Waitt  is  slugging  it  out  with  Dell  in  a 
computer  price  war.  He's  inched  up  in 
unit  sales.  But  the  effect  on  Gateway's 
bottom  line  has  been 
devastating.  With  year- 
over-year  dollar  sales 
tumbling  33^  in  a  con- 
tracting computer  market.  Gateways  loss 
in  the  quarter  that  ended  June  30  nearly 
tripled  to  $61  million  on  revenues  of  $1 
billion.  By  contrast,  Dell  is  prospering. 
On  Aug.  15.  the  Austin  (Tex.)  company 
beat  second-quarter  estimates,  reporting 
a  profit  of  $501  million  on  sales  of  $8.5 
billion,  up  11^  from  last  year.  "It  hasn't 
been  a  tough  market  for  us."  says  Kurt 
Kirsch,  Dell's  director  of  new  consumer 
business.  Waitt  is  hoping  that  the  PC 
market  will  recover  and  rising  prices 
will  buoy  Gateway  before  he  digs  too 
deep  into  his  cash  horde. 

The  trouble  is.  Waitt  is  betting  on  a 
recovery  that's  nowhere  in  sight.  He 
concedes  that  to  break  even.  Gateway 
vould  need  to  boost  unit  sales  a  mind- 
lumbing  43% — from  651,000  in  the 
second   quarter  to  933,000 — 
while  researcher  IDC  is  pro- 
jecting a  59c  rise  in  unit 


sales  for  the  PC  industry  this  year 
lO^f  next  year.  To  turn  a  profit.  \N 
may  have  no  choice  but  to  cut  costs 
ther,  perhaps  by  closing  many  of 
way's  274  stores.  Or  he  could  outso 
more  Gateway  production  to  offsh< 
manufacturers.  "He's  at  the  'Hail 
point,"  says  idc  analyst  Roger 
Waitt,  who  wouldn't  comment  dire 
for    this     story,     denies    through 
spokesperson  that  such  drastic  mo 
are  planned. 

As  back-to-school  sales  rev  up,  W; 
is  vowing  to  keep  battling  to  win  mar 
share.  But  without  further  cost-cutti 
analysts  say  Gateway  could  exceed  { 
pretax  loss  of  $200  million  to  $250 
Waitt  is  predicting  for  2002.  "Low- 
ing is  not  a  sustainable  model," 
Lehman  Brothers  Inc.  analyst  Dan  > 
"Gateway's  revem 
have  been  obliteratec 
For  profits.  Waitt 
counting  on  an  unlik 
source — unprofitable  Gateway  stor 
His  strategy  has  been  to  use  the  sto 
to  sell  customers  a  slew  of  profitaj 
PC  add-ons,  such  as  warranties  ■<. 
training  courses.  Such  "beyond-the-t 
wares"  cany  gross  margins  of  38%, 
10<~c  on  PCs.  Trouble  is,  such  sales 
actually  shrinking,  from  19%  of  r 
enues  a  year  ago  to  17%  of  smaller  r 
enues  in  the  second  quarter. 

For  now-.  Waitt  is  standing  by 
stores  and  hoping  that  his  new  ai 
Apple  campaign  sparks  sales.  But  ex- 
week  he  puts  off  radical  cost -cutting, 
eats  deeper  into  his  cash — which  is  li 
ly  to  send  Gateway's  value  down  ey 
more.  And  in  today's  market.  Gatew; 
shrinking  pile  of  cash  is  practi- 
cally the  only  asset  in- 
vestors can  appreciate. 

By   Arlene    Wein- 
tranb  in  Los  Angeles 


Gateway 


GOING  UP  AGAINST  AN  ICON 

Gateway's  Ted  Waitt  is  positioniiig  his  flat- 
screened  Profile  4  as  a  low-cost  alternative 
to  Apple  Computer's  popular  iMac 
(below).  Gateway  wins  on  price,  but 
comes  up  short  in  these  areas: 


MULTIMEDIA  The  Profile 
4  lacks  a  rewriteable  DVD 
drive  and 
upgradable 
graphics.  That 
makes  it  a 
tougher  sell 
for  Apple's  mu- 
sic- and  video-  *? 
loving  faithful.  -» 

1 


STYLING  The  Gateway  is  boxier 
than  the  Apple,  and  its  screen 

doesn't  swivel  as  smooth!" 


I  * 


MARKETING  Apple  sells  t 
cultlike  followers,  nourishe 
by  magazines,  chat  groups 
and  a  storied  20-year  batt 
against  the  PC.  Gateway 
starts  out  far  behind. 


.' 


The  world  leader  in 

business  intelligence 

widens  its  lead. 


(Business  Objects  acquires  Acta.) 

iness  Objects,  the  world  leader  in  business  intelligence  software,  has  just  widened  its  lead.  And  that's 
y  good  news  for  you.  You  see,  we've  acquired  Acta  Technology,  Inc.  and  its  highly  acclaimed  data  integration 

Immonly  known  as  ETL)  software.  Together,  we  offer  the  world's  most  comprehensive  enterprise  analytic 
(form.  One  comprised  entirely  of  best-of-breed  solutions.  So  now,  instead  of  turning  to  several  companies  to  meet 
your  business  intelligence  needs,  you  can  turn  to  one  company.  Business  Objects.  To  learn  more,  including  what 
ustry  editors  and  analysts  have  to  say  about  our  acquisition,  visit  www.businessobjects.com/acquires. 
call  Business  Objects  at  1-800-527-0580  ext.100.  And  say  hello  to  the  bright  new  future  of  business  intelligence. 


Business  Objects 

Business  Intelligence.  If  you  have  it,  you  know' 
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COMMENTARY 


By  Amy  Barrett 


HOW  HERSHEY  MADE  A  BIG  CHOCOLATE  MESS 


Is  this  any  way  to  sell  an  icon? 
Hershey  Trust  Co.,  which  controls 
77^  of  Hershey  Food  Corp.'s  vot- 
ing shares,  has  set  off  a  firestorm 
with  its  decision  to  put  the  candy 
maker  on  the  block.  Irate  workers 
and  residents  have  waged  noisy  ral- 
lies in  this  normally  quiet,  quaint 
town.  They  are  outraged  by  the  mere 
thought  of  selling  their  venerable 
hometown  company,  whose  chocolate 
bars  in  their  silver-and-brown  wrap- 
pers have  helped 


HOMETOWN  ANGER: 

Xoisy  protests  have 
rocked  Hershey,  Pa. 


HftSKEY 


scrutiny.  The  bottom  line:  The  board 
must  get  top  dollar  to  justify  the  dis- 
ruptive sale,  even  as  it  pushes  poten- 
tially expensive  demands  that  any 
buyer  protect  jobs  in  the  community. 
That  could  make  it  far  more  difficult 
to  get  a  deal  done. 

Certainly,  the  trust  has  some  very 
good  reasons  for  exploring  a  sale.  Di- 
versification is  the  key  motivation: 
The  Hershey  Trust  Co.  is  legally  re- 
sponsible for  overseeing  the  assets  of 
the  Milton  Hershey  School,  created 
by  Hershey's  founder  in  1909.  The 
school  provides  free  room,  board, 
and  education  to  underprivileged 
children.  More  than  half  the  school 


some  former  trust  directors  argue 
the  sale  could  destabilize  the  Hershey 
community,  which  would  directly 
harm  the  school  and  its  students.  The 
trust  board,  they  contend,  should 
have  done  a  study  to  determine  the 
impact  of  a  sale  on  the  students. 
Such  a  study  might  have  won  sup- 
port and  blunted  some  of  the  current 
attacks  against  the  board's  decision. 

So,  who,  if  anyone,  will  likely  wind 
up  with  Hershey  and  its  $4.6  billion 
in  sales?  Nestle  clearly  has  the  edge: 
In  the  event  Hershey  is  sold,  ana- 
lysts say  Hershey's  U.  S.  licenses  to 
the  Kit  Kat  and  Rolo  brands  would 
revert  to  Nestle.  So  other  possible 


HUNGRY  FOR  A  DEAL? 

Companies  ogling  Hershey  Foods  include: 

Mpo+lp    The  most  likely  buyer  thanks  to 
1> CollC    the  f00(j  gjanfs  appetite  for 
expansion  into  the  U.S.  candy  business.  But 
a  deal  could  raise  antitrust  issues. 


KVuft    Another  likely  buyer  with  a  proven 
IVLdJ.1    track  record  integrating  large  food 


and  snack  deals. 


Cadbury  Schweppes  £u'tonc8ad5h ' 

bury  has  been  stepping  up  acquisitions  in  the 
candy  industry. 


define  the  community  for  generations. 

The  proposed  sale  is  even  emerg- 
ing as  a  hot-button  issue  in  the  up- 
coming Pennsylvania  gubernatorial 
race:  Pennsylvania  Attorney  General 
Mike  Fisher,  a  candidate  for  gover- 
nor, has  filed  a  petition  calling  for  the 
terms  of  any  offers  for  Hershey  to 
receive  court  approval. 

It  didn't  have  to  get  this  messy. 
True,  the  hometown  uprising  would 
have  been  hard  to  avoid.  But  the 
trust's  handling  of  the  proposed  sale 
has  made  a  difficult  situation  much 
worse.  The  trust's  first  misstep  was 
its  failure  to  foresee  the  magnitude  of 
the  public  protests;  just  as  important, 
there  are  signs  that  the  board  of  the 
trust  itself  may  be  at  odds  over  the 
wisdom  of  a  sale.  And  as  opposition 
to  a  sale  grows  within  the  local  com- 
munity, any  deal  that  the  board  now 
strikes  will  come  under  intense 


trust's  $5.4  billion  portfolio  is  in  Her- 
shey stock.  Rather  than  sell  a  small 
noncontrolling  stake,  the  trust  compa- 
ny figured  selling  its  entire  stake 
would  bring  a  higher  price  per  share, 
a  so-called  control  premium.  Three 
likely  bidders  have  emerged:  Nestle, 
Kraft,  and  Cadbury  Schweppes. 

Still,  the  trust  company's  board 
failed  to  build  support  for  a  sale  from 
the  various  interested  parties.  "You 
don't  do  this  without  taking  into  ac- 
count the  damaging  ripple  effects  that 
could  occur,"  says  J.  Bruce  McKinney, 
a  former  trust  director.  "They  were 
either  naive,  got  bad  advice,  or  both." 

Even  within  the  board  itself,  at 
least  one  director  has  stated  he 
doesn't  believe  a  deal  will  ever  go 
through.  The  trust's  main  fiduciary 
responsibility  is  to  the  children  of  the 
Milton  Hershey  School.  But  members 
of  the  school's  alumni  association  and 


buyers,  like  Kraft  and  Cadbury, 
would  probably  have  to  exclude  the 
value  of  those  brands,  with  estimated 
sales  of  $250  million,  when  calculating 
their  offers.  Still,  Nestle  would  face 
its  own  hurdles,  including  the  possi- 
ble lowering  of  its  credit  rating  and 
potential  antitrust  problems. 

As  the  board  waivers  over  what  to 
do,  tensions  are  likely  to  grow.  "A 
company  is  a  web  of  relationships 
with  employees,  customers,  and  sup- 
pliers," says  one  food  industry  invest- 
ment banker.  "Every  time  you  go 
through  [the  sale  process],  it  disrupts 
those  relationships."  Clearly  those 
repercussions  will  be  felt  for  a  long 
time  in  Hershey,  Pa.,  where  even 
street  lamps  are  in  the  shape  of  Her- 
shev  chocolate  kisses. 


►:. 


Barrett  is  BusinessWeek i 
Ph  iladelph  ia  bn  rea  u  ch  iee  ' 
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Business  continuation  planning  from  Prudential  Financial 


Anne's  worked  hard  to  build  her  business  and  now  wants  to  take  extra  steps 
to  keep  it  prospering  after  she's  no  longer  guiding  it  She  got  together  with  her 
Prudential  financial  professional  to  custom-design  a  business  continuation  plan. 
By  ensuring  she  has  the  right  mix  of  insurance,  investments  and  contingency 
planning  in  place,  Anne  can  assure  the  continuity  of  her  business. 


Your  business  deserves 

a  continuation  plan 
from  Prudential  Financial. 


Prudential  can  help 
you  fund  a  full  range 
of  solutions  to  meet 
your  business  needs, 
including: 

►  Buy-sell 
arrangements 

►  Key  employee 
life  insurance 

►  Estate  planning 

►  Employee  benefits 

►  Executive 
compensation 
planning 

►  Employee  stock 
ownership  plans 


You  know  the  power  of  proper  planning — it's  helped  you  grow  and  shape 
your  business.  But,  have  you  considered  what  will  happen  to  your  business 
without  a  proper  continuation  plan?  We  have  the  expertise  to  help  you  create 
business  continuation  plans  that  meet  a  variety  of  corporate  and  personal  needs. 


Ensure  for  your  company's  future.  Even  after 
you  are  no  longer  at  the  helm — whether  by 
choice  or  by  chance — preparing  for  unexpected 
events  now  will  give  you  control  over  how  your 
business  runs  in  the  future.  From  key  person 
insurance  to  provisions  for  estate  taxes,  a 
Prudential  financial  professional  can  help 
you  protect  your  interests. 

What  happens  after  you  retire?  After  all 
the  work  that's  gone  into  your  business 
success,  you  naturally  want  to  see  it  continue. 
Whether  you  choose  to  pass  it  along  to  the  next 
generation,  or  find  new  ownership,  Prudential 
Financial  can  work  with  you  to  make  the  right 
decisions  and  ensure  a  smooth  transition 
to  new  management. 


Are  your  executive  compensation  plans 
enough  to  retain  your  best  employees? 

Employees  are  the  heart  and  soul  of  your 
business.  They  have  the  knowledge  and  ability 
needed  to  keep  your  company  running  smoothly. 
We  can  help  you  create  an  attractive  and 
competitive  plan  aimed  at  helping  you 
retain  your  key  personnel. 

Gain  peace  of  mind.  For  information  on 
how  you  can  use  a  business  continuation  plan 
to  ensure  your  business'  future,  call  to  find 
a  Prudential  Financial  office  near  you. 

1-800-THE-ROCK,  ext.  9732 

or  visit  us  online  at  prudential.com 


Prudential  (S  Financial 

Crowing  and  Protecting  Your  Wealth® 


i  insurance  issued  by  The  Prudential  Insurance  Company  of  America  and  its  affiliates.  Securities  products  and  services  offered  through  Pruco  Securities  Corporation,  member  SIPC.  All  are  Prudential  Financial,  Inc. 
mpanies.  Each  is  solely  responsible  for  its  own  financial  condition  and  contractual  obligations.  Neither  Prudential  Finonciol  nor  its  affiliates  provide  tax  advice.  You  should  consult  your  own  tax  advisors  regarding 
fur  particular  situotion.  Prudential  Financial  is  a  service  mork  of  The  Prudential  Insurance  Company  of  America,  Newark,  NJ  and  its  affiliotes. 
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AVIATION 


WHY  BOEING 
MAY  WELCOME 
A  WALKOUT 

With  plane  orders  down, 
a  shutdown  could  spell  relief 

It's  payback  time  at  Boeing  Co.  Four 
years  ago,  the  Chicago-based  aero- 
space giant  was  cranking  out  a  record 
620  airplanes  a  year  to  fill  orders  in  a 
booming  economy.  So  when  the  Inter- 
national Association  of  Machinists  union 
demanded  a  new  labor  pact,  manage- 
ment felt  it  had  little  choice  but  to  hand 
over  a  rich  package  with  10%  bonuses, 
25%  pension  hikes,  and  strong  job  secu- 
rity language. 

Now  Boeing  officials  are  ready  for 
their  turn.  The  contract  covering  25,000 
IAM  workers  expires  on  Sept.  1,  but 
with  the  demand  for  planes  now  weak, 
management  is  acting  like  it  wouldn't 
mind  shutting  down  its  factories  for  a 
while  to  let  orders  catch  up  with  pro- 
duction. So  the  company  has  been  play- 
ing hardball  with  the  union.  On  Aug. 
27,  it  slapped  down  a  final  offer  with 
pay  hikes  of  just  2%  and  none  of  the  job 


guarantees  against  overseas  outsourc- 
ing that  union  members  want,  iam  lead- 
ers promptly  denounced  the  offer  as 
"inadequate"  and  "insulting,"  setting  the 
stage  for  a  possible  Sept.  1  walkout. 

Strike  or  no,  Boeing  thinks  it's  poised 
to  emerge  the  victor.  Even  before  the 
scheduled  Aug.  29  vote  by  the  IAM 
membership,  chastened  union  leaders 
had  asked  management  to  extend  the 
contract  so  talks  could  continue.  Boe- 
ing flat-out  refused,  leaving  the  union 
with  few  palatable  choices:  Either.it 
swallows  a  cheap  contract,  or  members 
stomp  off  the  job  on  a  strike  they  most 
likely  will  lose.  Publicly,  Boeing  officials 
insist  that  they  don't  want  a  walkout. 
"A  strike  is  never  good  for  anybody," 
said  Alan  R.  Mulally,  ceo  for  Boeing's 
commercial  airplane  division  in  Seattle, 
shortly  after  the  company  made  its  final 
offer.  But  LAM  officials  aren't  buying  it. 
"Boeing  is  spoiling  for  a  fight,"  charged 
iam  chief  negotiator  Dick  Schneider  that 
same  day. 

Although  Boeing  seems  to  have  the 
upper  hand  this  time,  its  hard-line  tactic 
may  prove  to  have  painful  consequences 
down  the  road.  In  1997,  a  sharp  ramp 
up  and  new  production  techniques 
marred  labor  relations.  The  resulting 
difficulties  produced  gallons  of  red  ink 
and  took  years  to  straighten  out.  A  sim- 
ilar scenario  could  play  out  if  Boeing's 
tough  stance  wreaks  long-term  damage 
to  worker  morale.  A  nasty  dispute  with 


the  iam  could  also  poison 
atmosphere  for  talks  with 
22,000  engineers  who  are  mJ 
bers  of  a  different  union.  Til 
contract  expires  in  Decembej 

For  now,  though,  Boeing 
cials  are  more  intent  on  c| 
trolling  their  costs  as  the 
pany  struggles  to  cope 
tepid     demand     and     sink 
prices.  The  industry  is  still  r< 
ing  from  the  one-two  punch 
last  year's  terrorist  attacks  ; 
the  subsequent  economic  do\ 
turn.  As  a  result,  Boeing's 
duction  is  likely  to  come  inl 
380  planes  this  year  and  jf 
275  in  2003.  Even  that  may  J 
too  high,  since  many  car 
are  looking  to  get  out  of  ord  I 
they  placed  during  flush  tim 
As  a  result,  Boeing  coj 
save  a  bundle  of  money  if  it  shuts  dc 
production  for  a  while.  A  walkout  wc 
allow  it  to  delay  aircraft  deliver 
helping  to  dry  up  the  excess  supply! 
commercial  jetliners  that's  forcing  BJ 
ing  and  rival  Airbus  to  offer  deep  c| 
counts.  A  delay  would  also  prevent 
value  of  used  aircraft  from  plungij 
With  few  new  orders  trickling  in  tl 
year,  Boeing  could  conserve  its  shrif 
ing  contractual  backlog,  a  key  measii 
of  future  business.  The  backlog  is  dof 
by  nearly  a  third  since  2000,  to  $66 
lion.  "Never  before  has  a  strike  b«| 
less  threatening  to  Boeing,"  says  Jos 
Campbell,  a  veteran  aerospace  anal;| 
for  Lehman  Brothers. 

If  the  machinists  do  walk,  a  str 
could  last  three  to  four  months, 
industry  experts.  Two  of  the  last  fc| 
contract  negotiations  led  to  IAM  str 
and  many  members  still  carry  grudg 
Boeing  could  lose  some  market  sharel 
Airbus,  but  with  few  new  orders  berf 
placed,  the  damage  might  not  be  1| 
great.  Campbell  says  a  prolonged  str  J 
would   probably   slice   deliveries 
about  25  aircraft  this  year,  which  woi| 
only  trim  about  20c  off  the  $3.15 
earnings  he  anticipates.  The  longl 
term  outlook  on  morale  is  murkier.  El 
Boeing  appears  willing  to  risk  strain  I 
employee  relations  to  claw  back  soil 
of  the  high  costs  it  gave  away  fc| 
years  ago. 

By  Stanley  Holmes  in  Seaii 


►  With  orders  weak,  a  halt  in     do  more  outsourcing,  and  buy      ►  A  hiatus  would  shore 


BOEING 

COULD 

BENEFIT 


production  would  preserve  its 
contractual  backlog 

►  The  company  could  pursue 
its  labor-cost-cutting  strategy, 


from  low-cost  suppliers 

►  By  limiting  supply,  Boe- 
ing could  maintain  pricing 
on  new  and  used  aircraft 


up  the  balance  sheet, 
allowing  Boeing  to  emerge! 
from  the  strike  in  stronger| 
financial  shape 
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Hitachi's  visionary  technology  is  revealing  nature's  deepest  secrets  to  the 
naked  eye.  Our  versatile  electron  microscopes  -  indispensable  tools  in  the 
nanotechnology  revolution  -  have  a  multitude  of  uses  in  fields  ranging  from 
semiconductors  to  biotechnology.  And  our  non-invasive  Magnetic  Resonance 
Imaging  (MRI)  systems  provide  medical  professionals  with  fast,  accurate 
diagnostic  and  surgical  tools.  Saving  lives,  or  simply  making  life  better,  is  the 
global  vision  at  Hitachi.  Visit  us  on  the  web  and  see  how  we're  inspiring  the 
next  with  our  advanced  technologies  and  innovative  solutions. 

*The  focus  has  been  intentionally  adapted  for  this  advertisement. 


HITACHI 

Inspire  the  Next 


http://global.hitachi.ct 
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GOVERNANCE 


LOOK  WHO'S  STILL 
AT  THE  TROUGH 

Bonuses,  loans,  free  BMWs-boards  are  up  to  their  old  games 


On  Aug.  8,  Kenneth  Potashner  was 
fired  as  ceo  of  consumer-electronics 
maker  SONlcblue  Inc.  Potashner  has 
told  people  that  he  was  axed  after  chal- 
lenging three  board  members  to  repay 
$600,000  in  loans  from  the  company — or 
resign.  Interim  ceo  L.Gregory  Ballard 
says  Potashner  was  not 
fired  over  the  board 
dispute,  but  he,  too,  is 
taking  a  second  look  at 
the  forgiven  loans. 

SONlcblue  isn't  the 
only  company  with  this 
problem.  Even  as  much 
of  Corporate  America 
has  toned  down  its 
boom-era  excesses  in 
the  wake  of  the  recent 
governance  and  ac- 
counting scandals,  some 
companies  are  still  up 
to  the  same  old  games. 
These  range  from  the 
bonuses  one  board 
awarded  itself  to  the 
BMW  another  gave  its 
ousted  ceo.  The  deals 
are  legal,  but  critics 
say  some  boards  could 
use  a  course  in  Sensi- 
tivity 101,  not  to  men- 
tion basic  governance. 
"It's  just  abominable," 
says  Nell  Minnow,  co- 
founder  of  the  Corpo- 
rate Library,  a  research 
house  specializing  in 
corporate  governance. 
The  most  contentious 
issue  is  the  loans 
boards  have  granted  to 
executives  or  them- 
selves. The  recently 
passed  Sarbanes-Oxley  Act  prohibits  fu- 
ture loans  to  most  company  officers  and 
directors.  But  many  boards  still  have 
previous  loans  on  their  books,  and  some 
continue  to  let  the  recipients  walk  away 
from  them.  In  May,  theater  chain  AMC 
Entertainment  forgave  $8  million-plus 
in  loans  its  board  granted  ceo  Peter  C. 
Brown  and  coo  Philip  M.  Singleton  in 
1998  to  buy  625,000  shares.  To  top  it 
off,  the  Kansas  City  (Mo.)  company  paid 
$8.8  million  in  taxes  on  the  loans.  AMc's 


Brown  says  the  forgiven  loans  were 
compensation  for  performance  that  in- 
cluded keeping  AMC  from  bankruptcy. 
But  critics  say  AMC  execs  exuded  confi- 
dence in  the  company's  future  by  buying 
its  stock,  which  likely  prompted  in- 
vestors to  buy  shares.  When  the  stock 
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PETER  BROWN 

Chairman  and  CEO 
of  AMC,  the  struggling 
theater  chain 

Company  forgave  an 
outstanding  $5.5 
million  loan  in  May 
and  reimbursed  his 
share  of  $8.8  million  in 
payroll  taxes  that  he 
and  another  exec  had 
paid  on  their  loans 


GARY  WENDT 

CEO  of  Conseco, 

the  financial-services 

giant 


GREG  BRADY 

Former  CEO  ofi2 
Technologies, 
a  faltering  supply 


spokesman  R.  Mark  Lubbers  says 
bonus  was  part  of  Wendt's  contract 
that  to  consider  withdrawing  it  w 
be  "distasteful."  Board  members 
tacted  declined  to  comment. 

In  some  cases,  the  very  board  m 
bers  brought  in  to  whip  underperfc 
ing  CEOs  into  shape  end  up  participa 
in  the  mischief.  In  April,  the  boar< 
Costa  Mesa  (Calif.)  icn  Pharmaceuti 
Inc.  awarded  then-CEO  Milan  Panic 
million  in  cash  for  spinning  off  ; 
sidiary  Ribapharm  Inc.  in  an  offei 
that  raised  $2  billion.  Each  board  m 
ber  pocketed  $330,500 — including  tl 
elected  last  year  to  stem  losses 
tame  Panic,  whose  stormy  re 
prompted  lawsuits, 
leging  fraud  and  se: 
harassment. 

To  accept  cash  2 
time   when   compar 
are  under  fire  for 
dealing  "takes  a  lot 
chutzpah,"  says  La 
Smith,  an  analyst 
Gerard  Klauer  Matti^ 
A  spokesman  for  P 
says  the  bonus  was 
propriate  and  that 
board  decided  to  g 
him  cash  rather  tt 
options,  icn  board  m 
bers  declined  to  c 
ment.  Shareholders 
suing     icn,     and 
board's  legal  counse 
considering  asking 
the    bonuses    to 
repaid. 

Despite  the  sh 
holder  backlash  and 
legislation    pressu 


Received'  ts'mUlion ^L^^l^L     TbT       '"  S'em 


bonus  in  July  despite 
presiding  over  only 
one  profitable  quarter 
in  the  past  two  years 


Received  a  $500,000 
consulting  fee  in 
April  and  a  BMW  Z-8 
as  part  of  severance 
package 


ises,    many    ft\ 


price  fell,  the  execs  were  taken  care  of. 
Boards  still  dole  out  other  forms  of 
questionable  compensation,  too.  Finan- 
cial-services firm  Conseco  Inc.  gave  ceo 
Gary  C.  Wendt  an  $8  million  bonus  in 
July  even  though  the  Indianapolis  com- 
pany had  seven  quarters  of  losses  to- 
taling $5.7  billion  in  his  two  years  at 
the  helm.  On  Aug.  9,  Wendt  admitted 
his  turnaround  efforts  had  failed  and 
that  he  had  hired  an  investment  bank  to 
consider  a  restructuring.  Still,  Conseco 


boards  will  continue  | 
play  games.  There's 
tie    Congress    can- 
should — do  to  limit 
and  bonuses,  provicl 
they    are    disclosq 
Those  fears  appear  j  I 
tified.  In  August,  Dal] 
software  maker  i2  Tel 
nologies  Inc.  revealed  that  its  bos 
gave  ex-CEO  Greg  Brady,  ousted  afte 
year  of  heavy  losses,  a  $500,000  "o| 
suiting  fee"  and  a  BMW  Z-8.  "This  type] 
severance  package  is  standard  in  (I 
industry,"  says  i2  spokesperson  Mela 
Ofenloch.  Clearly,  the  investor  out<| 
over  board  shenanigans  continues 
some  cases  to  fall  on  deaf  ears. 

By  Arlene  Weintraub  and  Ronald\ 
Grover  in  Los  Angeles,  with  PalUl 
Gogoi  in  Chicago  and  bureau  reportA 
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fau're  looking  at  the  Mu  (u)-chip,  the  smallest  chip**  on  the  planet.   Mu-chip 
:an   be   attached   to   most  things,   including    passports   and   bank   notes.    It   is 
revolutionizing  security  and  authentication  technologies  with  its  intelligent  data 
storage  abilities.  As  an  egg  brings  new  life,  so  Hitachi  is  always  looking  to  bring 
a  new  quality  to  life.  Hitachi  is  working  throughout  the  various  fields  of  life 
sciences,  this  includes  all  human  protein  analysis  through  which  lives  can  be 

saved  and  prolonged.  Small  wonders  building  big  futures.  Visit  Hitachi  on  the 
web  and  see  how  we're  inspiring  the  next  with  our  advanced  technologies  and 
nnovative  solutions. 

Actual  chip  size  measures  0.4  mm  x  0.4  mm    "Smallest  RFID  (radio  frequency  identification)  chip 

HITACHI      1 

Inspire  the  lMext 

http://9l9bal.hitachi.com    inspire/ 
/ 
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In  Business  This  Week 


EDITED  BY  MONICA  ROMAN 


FOR  SALE: 
ENRON'S  ASSETS 

IS  IT  FAREWELL  AT  LAST  FOR 

Enron?  In  an  effort  to  ap- 
pease creditors — owed  at 
least  $40  billion — the  bank- 
rupt Houston  energy  trader 
has  opened  bidding  on  a 
dozen  of  its  most  valuable 
businesses.  But  in  a  market 
glutted  with  energy  proper- 
ties, getting  a  good  price  for 
such  assets  as  utility  Port- 
land General  Electric  and 
natural-gas  pipeline  Trans- 
western  could  be  tough. 

Enron  previously  estimat- 
ed that  its  core  assets  were 
worth  $8.5  billion  to  $10  bil- 
lion. The  company  has  re- 
served the  right  not  to  sell 
any  assets  "if  we  don't  think 
the  bids  reflect  full  value," 
says  a  spokesman.  It  might 
then  reorganize  around  the 
core  businesses,  with  credi- 
tors getting  a  stake  in  the 
new  company.  A  final  deci- 
sion on  the  bids  is  expected 
in  December.  Expect  a  legal 
skirmish  if  Enron  and  its 


CLOSING    BELL 


THE  CHIPS  FALL 

Wall  Street  certainly  knows 
how  to  kill  the  messenger.  In- 
tel CEO  Craig  Barrett  on  Aug. 
27  noted  at  a  conference  in 
Malaysia  that  spending  on 
computer  chips  and  other 
tech  remains  tepid,  with  no 
sign  of  a  rebound  in  sight.  In 
two  days  of  trading,  the  giant 
chipmaker's  shares  dropped 
7%,  closing  Aug.  28  on  the 
Nasdaq  at  $16.84. 
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creditors  can't  agree  on  the 
specifics  of  "fair  value." 

A  SUPER  SYSTEM 
FOR  NASDAQ? 

NASDAQ  INVESTORS  WILL  SOON 

enjoy  a  sharp  improvement 
— even  if  tech  stock  prices 
don't  go  up.  On  Aug.  28,  the 
Securities  &  Exchange  Com- 
mission approved  Nasdaq's 
new  SuperMontage  trading 
system.  To  be  launched  in  Oc- 
tober, SuperMontage  will  let 
professional  traders  see  how 
many  shares  are  bid  or  of- 
fered at  several  price  points, 
not  just  at  the  best  price. 
The  system  will  also  mean 
that  "limit  orders"  to  buy  or 
sell  at  a  set  price  will  have  a 
better  chance  of  being  exe- 
cuted at  the  specified  level. 
Still  to  be  seen:  Whether  the 
new  system  will  let  Nasdaq 
grab  back  volume  lost  to  new 
electronic  trading  systems. 

BIG  STEELS  LATEST 
BIG  SETBACK 

CHALK  UP  ANOTHER  LOSS  FOR 

Big  Steel.  The  U.  S.  Interna- 
tional Trade  Commission  vot- 
ed 4  to  1  on  Aug.  27  against 
slapping  duties  on  imports  of 
cold-rolled  sheet  steel,  a  high- 
end  product  used  in  vehicles 
and  appliances.  The  setback 
came  five  days  after  the 
Commerce  Dept.  exempted  a 
slew  of  steel  imports  from 
across-the-board  tariffs  that 
President  Bush  had  imposed 
in  March  to  aid  failing  U.S. 
steelmakers.  The  itc  reject- 
ed sheet-steel  duties  because 
the  March  tariffs  have  al- 
lowed U.S.  producers  to 
charge  so  much  that  they  can 
no  longer  claim  financial  harm 
from  imports. 

A  NEW  OPTION 
FOR  CENDANT 

YET  ANOTHER  COMPANY  IS 
yielaing  to  investor  outrage 
over  options.  On  Aug.  28, 


HEADLINER:   CARLY   FIORINA 


Hewlett-Packard  ceo  Car- 
ry Fiorina  save'd  the  day — 
or  did  she?  On  Aug.  27, 
Fiorina  announced 
HP  had  met  ana- 
lysts' earnings 
expectations  for 
the  first  quarter 
that  provided  a 
real  measure  of 
how  its  integra- 
tion of  Compaq 
Computer  is 
proceeding. 

For  the  three  months 
ended  July  31,  the  tech  gi- 
ant reported  a  net  loss  of 
$2  billion,  or  67tf  per  share. 
That  matched  consensus 
estimates  when  restructur- 
ing and  other  charges  were 
excluded.  Still,  revenue  for 
the  quarter  fell  $300  mil- 
lion short  of  projections,  to 
$16.5  billion,  as  weak  cor- 


porate spending  and  stiff 
competition  pummeled 
margins  in  HP's  PC, 
server,  and  storage 
businesses.  Fiorina 
says  HP  is  relying 
on  cost-cutting 
and  strength  in 
its  printer  busi- 
ness to  get 
through  a  rocky  J 
period. 

The  crystal  ball 
remains  murky  on 
when  a  rebound  will  occur,] 
she  says,  adding:  "I  think 
it  is  clear  that  it's  not  go- 
ing to  happen  in  the  sec- 
ond half  of  '02."  The  news 
prompted  analysts  to  cut 
revenue  targets  for  next 
year  as  some  continue  to 
question  the  merits  of  the 
merger. 

Cliff  EdwardX 


real  estate  and  travel  giant 
Cendant  announced  that  it 
would  expense  stock  options 
beginning  in  2003.  As  a  re- 
sult, New  York-based  Cen- 
dant expects  to  move  from 
issuing  stock  options  to  em- 
ployees to  issuing  restricted 
stock.  At  the  same  time, 
Chairman  and  Chief  Execu- 
tive Officer  Henry  Silver- 
man's compensation  for  2002 
will  fall  by  more  than  50%, 
to  about  $15  million.  While 
Silverman  has  long  argued 
against  expensing  stock  op- 
tions, he  said  the  company 
made  the  move  "to  be  re- 
sponsive to  the  requests  of 
our  shareholders." 


HEALTHS0UTH  IS 
IN  A  LOT  OF  PAIN 

healthsouth's  financial 
condition  took  a  turn  for  the 
worse  on  Aug.  27.  Shares  of 
the  $4.3  billion  Birmingham 
(Ala.)  operator  of  rehab  hos- 
pitals plunged  44%  as  it  an- 


nounced that  changes 
Medicare  payments  would  <| 
up  to  $175  million  annually I 
pretax  profits.  To  help  offfl 
the  drop,  the  company  pla 
to  spin  off  its  surgery  cq 
ters.  Still,  HealthSouth  caJ 
forecast  earnings  for  this  y«i 
or  next,  as  it  doesn't  fully  i[ 
derstand  the  governmerl 
new  rules  for  reimburse 
Medicare's  elderly  and  dl 
abled  beneficiaries.  Such  J 
certainty  surprised  investcl 
who  had  been  assured  by  il 
company  that  it  had  the  ccl 
ing  Medicare  changes  unc| 
control. 


ET  CETERA . . . 

■  New  York  and  San  Fran 
co  are  the  U.S.  finalists 
the  2012  Summer  Olympic 

■  Canadian  telecom  compj 
Nortel  will  cut  7,000  jobs 
offset  falling  sales. 

■  Louis  Camilleri  will  succ 
Geoffrey  Bible  as  chairn 
of  Philip  Morris  on  Sept 
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Washington  Outlook 


EDITED  BY  RICHARD  S.  DUNHAM 


BUSINESS*  BIG  WORRY: 

THE  GOP  WILL  CAVE  ON  PENSION  REFORM 

It  has  been  a  long,  hot  summer  for  Washington's  business 
lobbyists.  They  couldn't  stop  tough  corporate  fraud  legis- 
lation from  sweeping  through  Congress  in  July.  Now 
they're  bracing  for  a  scorching  battle  in  September  over 
pension  reform,  a  political  powder  keg  because  of  an  elec- 
torate angry  about  slirinking  retirement-account  balances. 

Democrats  plan  to  bring  pension  reform  to  the  Senate 
floor  soon  after  returning  from  summer  recess  on  Sept.  4. 
Mirroring  their  strategy  on  the  corporate  crime  bill,  they  are 
pushing  legislation  that  will  be  tougher  on 
business  than  the  modest  changes  that  passed 
the  House  in  April. 

For  their  part,  GOP  leaders  are  convinced 
that  the  pressure  to  enact  post-Enron  protec- 
tions has  eased.  Stock  prices  have  stabilized, 
and  as  of  Aug.  23,  average  401(k)  retirement 
plan  balances  were  down  only  4.3%  this  year, 
according  to  estimates  by  the  Profit  Shar- 
ing/401(k)  Council  of  America,  a  nonprofit  that 
represents  1,200  companies  that  offer  401(k) 
plans.  House  Republicans  think  they  can  bottle 
up — or  water  down — any  Senate  plan. 

Business,  however,  isn't  so  confident.  The 
big  fear:  House  Republicans  will  cave  in  on 
pension  reform  as  they  did  on  corporate 
crime.  "No  one's  betting  the  ranch  on  the 
House  holding  the  line"  on  pension  reform, 
says  Ed  Ferrigno,  a  lobbyist  with  the  Profit  " 
Sharing/40 l(k)  Council,  which  opposes  most  reforms. 

If  the  campaign  trail  is  any  indicator,  Corporate  America 
has  reason  to  be  wary.  On  Aug.  26,  House  Minority  Leader 
Dick  Gephardt  (D-Mo.)  kicked  off  a  four-state  swing  to  pro- 
mote an  Investors'  Bill  of  Rights,  which  includes  strong 
401(k)  protections.  First  stop  was  Merion,  Pa.,  where  the 
new  6th  Congressional  District  includes  an  affluent  swath  of 
Philadelphia  suburbs  that  normally  leans  Republican.  But 
these  are  not  normal  times.  "Across  the  district,  I'm  running 


into  people  who  are  hurting  because  their  retirement  sa\ 
have  been  lost,"  says  Democrat  Dan  Wofford,  who  is  oppos 
GOP  State  Senator  James  W.  Gerlach.  The  issue  could 
even  hotter  when  the  Senate  debate  opens — and  voters  op 
their  third-quarter  401(k)  statements.  "Pension  reform  coul 
really  surge  in  September,"  says  GOP  strategist  Frank  Lunj 
Concern  about  pensions  has  been  high  since  the  401(k)s  [ 
Enron  Corp.  employees  were  decimated  because  they  wei 
stuffed  with  suddenly  worthless  company  stock.  The  Hous| 
response:  a  minimalist  bill  that  would  per 
workers  to  sell  company  shares  in  401(k)  pla 
after  three  years.  It  also  allows  plan  manage 
to  offer  employees  advice  about  401(k)s- 
move  that  could  lead  to  conflicts  of  interestl 
Senate  Majority  Leader  Tom  Daschle  CJ 
S.  D.)  is  combining  rival  bills  sponsored  by 
ators  Edward  M.  Kennedy  (D-Mass.)  and  Ml 
Baucus  (D-Mont.)  into  a  proposal  that  lc 
workers  sell  company  stock  after  three  yes 
but  encourages  companies  to  offer  independ* 
investment  advice  only.  Workers  would 
be  able  to  sue  company  officers  and  directc 
for  providing  misleading  information  that 
401(k)s.  Other  likely  fixes  that  give  busing 
fits:  requiring  most  employers  to  earn'  fiduci;  I 
liability  insurance  and  higher  taxes  on  bom 
shing  changes    over  $1  million.  "The  401(k)  system  is  voh, 
tary,"  says  Dorothy  Coleman,  a  vice-presidt 
at  the  National  Association  of  Manufacturers.  "If  you  laj 
too  many  responsibilities  and  costs  onto  it,  employers  won't  j 
able  to  provide  these  benefits." 

For  now,  gop  leaders  think  that  passage  of  corpor 
crime  legislation  gives  them  leeway  to  resist  a  tough 
write  of  pension  rules.  But  with  Republicans  increasir 
nervous  about  the  midterm  elections,  that  could  change  fa 
than  you  can  say  "Kenny  Boy." 

By  Amy  Bornis,  with  Lorraine  ^Yoell■\ 


CAPITAL  WRAPUP 


A  BEAR  MARKET  FOR  O'NEILL 

►  President  Bush  says  he  has  full  con- 
fidence in  Treasury  Secretary  Paul  H. 
O'Neill,  but  the  American  people  have 
their  doubts.  According  to  an  Aug.  15- 
19  Harris  Poll,  only  3S%  of  adults  give 
O'Neill  positive  marks;  38%  have  a 
negative  view  of  his  performance.  On 
the  Bush  team,  only  Vice-President 
Dick  Cheney  provokes  more  boos 
(43%),  though  45%  approve  of  his 
work.  The  Teflon  man?  Secretary  of 
State  Colin  Powell,  with  a  75%  favor- 
able rating  that  tops  the  Prez's  &)c< . 


SHOOTOUT  IN  MARYLAND 

►  It's  rare  for  the  National  Rifle  Assn. 
to  target  a  Republican,  but  it's  doing 
its  best  to  topple  moderate  Represen- 
tative Wayne  T.  Gilchrest  (Md.)  in  the 
Sept.  10  primary.  Also  backing  conser- 
vative gop  challenger  David  Fischer  is 
the  Club  for  Growth,  a  well-heeled 
group  of  supply-siders.  Outgunned 
moderate  Republicans,  worried  about 
losing  three  House  centrists  in  Mary- 
land alone,  are  responding  with  aid  for 
Gilchrest.  The  Republican  Main  Street 
Partnership  and  the  Republican  Lead- 


ership Council  say  they  will  spend 
"whatever  it  takes"  to  defend  him. 

INTRIGUE  ON  THE  BAYOU 

►  The  White  House  is  desperate  to 
prevent  far-right  gop  Representative 
John  C.  Cooksey  from  becoming  the 
party's  Senate  candidate  in  Louisiana! 
Cooksey  said  last  September  that  po-l 
lice  should  question  anyone  with  "a  dl 
aper  on  his  head."  Bush  operative •.- 
fear  he'd  be  crushed  by  incumbent 
mocrat  Mary  L.  Landrieu.  Senate 
publicans  are  now  backing  moderate 
Suzanne  Haik  Terrell. 
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SK      MOST     SUPPLY 


HAIN     MANAGEMENT 


OMPANIES    TO    SHOW 


REATIVITY 


ND  THIS  IS  WHAT  YOU'LL  GET. 


Most  supply  chain  management  companies 
try  to  sell  their  customers  oft-the-shelf 
solutions.  But  at  Menlo  Worldwide,  we  prefer 
a  more  creative  approach.  By  combining 
the  most  inventive  logistics  minds  in  the 
business  with  leading  technology,  global 
reach  and  consistent  execution,  we're  finding 
more  intelligent  ways  for  companies  to 
source  supplies,  manage  inventories  and 
distribute  products  around  the  world.  We 
call  it  perpetual  innovation:  continually 
creating  new  —  and  often  unique  — 
opportunities  to  generate  value  from  our 
customers'  supply  chains.  Think  better 
visibility.  Think  decreased  cycle  times. 
Think  lower  overall  cost.  That's  what 
happens  when  you  think  creatively.  Visit 
menloworldwide.com  to  find  out  more. 


MENLO 

WORLDWIDE 


Science  &  Technology 


COMPUTERS 


PCs  AND  SPEECH: 
A  ROCKY  MARRIAGE 

Dictation  efforts  faltered,  but  other  applications  have  fans 


When  David  Nahamoo  joined 
IBM's  "speech"  team  in  1982, 
he  was  signing  on  to  one  of 
the  most  difficult  but  exciting 
tech  challenges  of  the  20th  century.  The 
goal  was  to  make  computers  smart 
enough  to  recognize  spoken  language. 
He  wasn't  alone.  Small  bands  of  re- 
searchers at  brain  centers  such  as  Mass- 
achusetts Institute  of  Technology  and 
Stanford  Research  International  also 
fancied  that  they  could  free  humans 
from  the  tyranny  of  keyboards. 

Two  decades  later,  the  keyboard  has 
yet  to  land  on  history's  trash  heap.  Al- 
though faster  processors  have  helped 
software  recognize  tens  of  thousands 
of  words  with  increasing  accuracy, 
users  still  complain  that  dictation  pro- 
grams for  PCs  garble  words  and  don't 
automatically  punctuate  sentences.  In 
automated  call  centers,  speech-recog- 
nition programs  sometimes  balk  at  ac- 
cented English  and  have  trouble  with 
high-pitched  voices  of  women  and  chil- 
dren. "We  realized  that  performance 
always  falls  below  the  customer  expec- 
tations," says  Nahamoo,  now  manager 
of  human-language  technologies  for  IBM 
Research. 

And  so,  while  scientists  toiled  in  their 
labs,  the  market  for  dictation  tools  fad- 
ed like  a  distant  radio  signal.  Because 
computers  are  so  important,  most 
schools  now  push  students  to  master 
typing,  which  undercuts  demand.  Fur- 
thermore, the  whole  speech  sector  was 
tarnished  when  market  leader  Lernout 
&  Hauspie  admitted  in  late  2000  that  it 
had  overstated  sales  and  then  filed  for 
bankruptcy.  Doubtful  that  the  market 
would  ever  mature,  some  analysts 
stopped  covering  speech  altogether. 
"The  industry  remains  a  legacy  of  dis- 
appointments, uncertain  demand,  and 
lackluster  reliability,"  says  John  R  Dal- 
ton,  an  analyst  at  Forrester  Research 
Inc.  in  Cambridge,  Mass. 

Die-hard  speech-recognition  enthusi- 
asts concede  that  the  dictation  market 
has  been  a  bust,  but  still  believe  speech 
technology  will  take  root.  They're  par- 


ticularly excited  about  environments 
such  as  call  centers,  where  consumers 
dangle  on  help  lines  and  navigate  mad- 
dening touch-tone  menus.  Already,  in 
some  locations,  these  have  been  re- 
placed by  friendly,  human-sounding  re- 
sponders  that  seem  to  understand  nat- 
ural speech  and  can  deliver  on  request 
everything  from  bank  balances  to 
weather  forecasts  and  travel  itineraries. 
Forget  about  dictation,  says  Ronald 


Croen,  ceo  of  Nuance  Communicate 
in  Menlo  Park,  Calif.,  which  sells  c{ 
recognition  software  that  others  bi| 
into  call-center  applications.  "WeS 
realized  there  are  more  diverse  opj 
tunities  on  the  communications 
services  side,"  he  says. 

Among  the  companies  that  have  g| 
down  this  road  are  Yahoo!  Inc.  and  A 
trak.  At  Yahoo,  subscribers  pay  $4.9| 
month  to  interact  with  a  virtual 
sponder  named  Jenni,  who  can  hi 
them  find  sports  scores  and  weather  [ 
ports.  And  Amtrak's  perky  attend* 
Julie,  serves  up  schedule,  fare,  s 
train-status  information. 

Sometimes,  wireless  technology  is 
lever  for  speech.  Later  this  year,  WJ 
Fargo  &  Co.  plans  to  test  a  speech  g 
gram  named  Reed,  which  will  help 
it-card  customers  check  balances 
make  payments — making  life  easier  [ 
callers  on  the  go.  "A  lot  of  our  c| 
tomers  say  it's  hard  to  use  our  ail 
mated  system  with  their  cell  phon/ 


TONGUE-TIED 

Call  centers  like  this  one  could  vanish  if  speech  technology  ever  ach 
its  promise.  But  the  tech  providers,  below,  face  many  challenges: 

SPEECHWORKS    Product:  Speech-recognition  and  -synthesis  engines  for 
call  centers:  voice  verification.  Challenge:  This  MIT  offshoot  led  the  marke 
in  2001  but  will  need  to  expand  its  developer  base  and  keep  up  R&D 
spending  to  keep  winning  customers. 

NUANCE    Product:  Speech-recognition  engine  for  call  centers.  Challenge: 
The  offspring  of  SRI  International,  Nuance  lost  its  market  lead  in  2001. 
spending  has  fallen — a  worry,  since  it  needs  to  keep  honing  its  technology. 

SCANS0FT  Product:  Speech  recognition  for  dictation  and  voice  synthesis 
for  call  centers.  Challenge.-  A  newcomer.  ScanSoft  acquired  its  speech  bus 
ness  from  bankrupt  Lernout  &  Hauspie  in  December.  It  needs  to  strengthe 
channels  and  win  kev  accounts. 
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wisevjew  at  any  angle. 


Now  you  can  get  distortion  free  viewing  1 .8"  to  40" 
displays  with  outstanding  clear  resolution.  The  choice 
is  clear.  The  choice  is  wisevjew  digital  displays  by 
Samsung. 

wiseview  technology  that's  ahead  of  its  time.  Every 
TFT-LCD  visual  display  on  a  cell  phone,  notebook, 
monitor,  PDA,  LCD  TV  or  game  with  the  wiseview   logo 


has  the  reliability,  clarity  and  quality  that  you  can 
expect  from  Samsung. 

wiseview  from  Samsung.  When  you're  looking  for  the 
perfect  view,  look  for  the  wiseview  logo.  It's  flat  out  the 
clear  choice. 

For  more  information,  visit  us  at 
www.samsungTFTLCD.com 
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dm  sung  Electronics  Co.  Ltd. 
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everyone's  invited- 
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says  Tom  La  Centra,  vice-president  for 
customer  service  in  card  services  at 
Wells  Fargo.  If  the  choice  is  talking  or 
punching  in  a  16-digit  credit-card  num- 
ber on  a  tiny  keypad,  "people  would 
find  speech  less  aggravating,"  agrees 
Steve  McClure,  an  analyst  at  IDC. 

Impressive  as  some  of  these  pro- 
grams are,  most  companies  that  operate 
call  centers  have  yet  to  adopt  sophisti- 
cated speech  software.  Researcher  Frost 
&  Sullivan  puts  the  call-center  market 
for  such  voice  programs  at  $114  million 
in  2001 — just  10%  of  what  analysts  pre- 
dicted a  few  years  ago  for  the  speech- 
recognition  market  as  a  whole.  And 
some  speech  companies  that  banked  on 
sales  to  call  centers  have  seen  revenues 
slide.  Sales  at  Nuance  were  down  24% 
in  2001,  to  $39.2  million,  and  the  com- 
pany lost  $110  million.  Market  leader 
SpeechWorks  Tnternational  Inc-  m 
Boston  saw  sales  rise  50%,  to  $44  mil- 
lion, in  2001,  but  its  net  loss  deepened 
58%,  to  $46.8  million.  This  year,  Speech- 
Works  predicts  that  sales  will  be  flat. 
Both  companies  announced  layoffs  in 
the  last  12  months. 

To  explain  the  eerie  silence  on  the 
speech  front,  company  executives  blame 
the  sinking  economy.  But  analysts  say 
the  problems  are  more  fundamental. 
Voice  software  can  be  buggy,  testifies 
IDC's  McClure,  and  takes  far  too  long 
to  implement.  Amtrak,  for  example, 
spent  18  months  getting  Julie  to  the 
point  where  she  could  tell  callers  if  a 
certain   train    was   on   time.    Twelve 


tive  $4  billion  in  sales  by  2006.)  Patte 
son  and  other  speech  leaders  expect 
turn-around  when  tech  spending  reviv 
and  key  telecom  customers  get  back  i 
their  feet.  "The  speech  wave  hasn't  nil 
insists  Patterson.  "I  think  it'll  happen 
6  to  12  months." 

Projections  like  that,  however,  rai 
red  flags.  For  decades,  skeptics  ha 
joked  that  true  speech  recognition  is 
months  away — and  always  will  be.  I 
far,  history  bears  them  out.  Back 
1984,  a  company  in  Newton,  Mass.  call 
Dragon  Systems  Inc.  introduced  a  1,0C 
word  dictation  product.  Steady  ii 
provements  eventually  led  to  the  19 
release  of  the  230,000  word  Dragon  N; 
urallySpeaking  program.  Sales  in  19 
jumped  158%,  to  $69.4  million. 

But  in  hindsight,  that  year  looks  li 
both  the  beginning  and  the  end  of  d. 
tation's  golden  era.  Sales  dipped  in  19S 
and  Dragon  co-founders  Janet  and  Ji 
Baker  sold  their  company  to  Lerno 
&  Hauspie  in  March,  2000 — mostly  1 
l&h  stock,  l&h  snapped  up  other  p; 
neers  as  well.  When  the  Belgian  coi 
pany  filed  for  bankruptcy  later  th 


<  I  To  make  serious  improvement  for  the  futun 
will  take  the  best  and  brightest  minds  J' 


JANET  BAKER,  Founder,  Dragon  Systems 


months  later — in  April  of  this  year — 
she  was  able  to  answer  questions  about 
fares  and  schedules.  But  Julie  won't  be 
able  to  take  credit-card  payments  until 
this  fall.  In  the  meantime,  she  relays 
those  callers  to  a  human  operator. 

To  date,  Amtrak  has  spent  $4  mil- 
lion on  speech-related  hardware,  soft- 
ware, and  integration.  Execs  at  the  fi- 
nancially strapped  operator  don't  regret 
the  outlay,  though.  The  portion  of  satis- 
fied callers — those  who  get  information 
before  they  hang  up  or  switch  to  a  five 
person — has  risen  to  an  average  of  27% 
with  the  voice  system,  from  16%  with 
the  touch-tone  menu,  according  to 
Robert  Hackman,  senior  director  of  dis- 
tribution systems  at  Amtrak.  "Our  pay- 
back is  within  a  year,"  he  says,  based  on 
reduced  labor  costs  in  call  centers.  Voice 
systems  cost  25<2  a  call,  Hackman  ex- 
plains, down  from  about  $5  when  a  hu- 
man is  on  the  line. 

Such  testimonials  give  developers 
hope.  Stuart  Patterson,  ceo  of  Speech- 
Works,  figures  that  if  all  touch-tone  call 
centers  converted  to  speech,  it  would 
amount  to  a  $20  billion  market  over  the 
next  10  years.  (Giga  Information  Group 
more  conservatively  predicts  a  cumula- 


year,  the  Bakers  were  left  virtuaj 
empty-handed  after  spending  30  ye* 
trying  to  perfect  the  technology.  Set 
Soft  Inc.  in  Peabody,  Mass.,  picked 
pieces  of  l&h's  intellectual  property,  I 
Baker  says  few  of  the  original  Drag 
engineers  went  with  it.  Now  on  the  L 
ture  circuit,  she  continues  to  have  hi 
hopes  for  the  technology.  However,  s 
says:  'To  make  serious  improvement : 
the  future  will  take  the  best  and  brigl 
est  minds." 

Defenders  of  speech  technology  s 
it's  a  mistake  to  judge  the  whole  sed 
on  the  history  of  dictation  alone.  Sa 
Soft,  for  example,  sees  an  import* 
niche  in  voice-synthesis  software,  wh 
lets  computers  read  text  out  loud.  T 
application  might  be  useful  to  driv< 
who  wish  to  have  their  e-mail  re 
aloud  during  long  commutes.  IBM,  me; 
time,  has  just  launched  an  initiat: 
dubbed  the  Super  Human  Spet 
Recognition  Program,  to  look  for 
quantum  leap  in  accuracy  and  redi 
the  need  for  customization.  Big  B 
says  the  initiative  will  run  until  20 
Maybe  by  then,  you'll  be  listening 
this  magazine.  Then  again,  maybe  n< 
By  Faith  Keenan  in  Bos< 


'. 
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Silent  screams.  Broken  whimpers.  Agonizing 
11th-hour  meltdowns.  Welcome  to  a  typical  day  in 
corporate  America,  where  conked  out  equipment, 
inadequate  toner  levels  and  clogged  paper  paths 
conspire  to  monopolize  the  time  of  your  valuable 
employees.  Is  this  any  way  for  high-priced  talent  to 
be  spending  their  workdays?  We  think  not.  Introducing 
the  Kinko's  network:  over  1,100  connected  locations 
with  over  20,000  unflappable,  deadline-oriented 
professionals  working  together  as  one  for  your 
company,  ready  to  take  on  all  your  document  needs. 
We  can  even  put  a  Kinko's  right  in  your  office.  We 
also  have  a  separate  team  of  experts  who  caters 
specifically  to  the  needs  of  big  businesses  and  the 
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Call  1-888-KINKOS-1  and  we'll  help  you  take 
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OMEMADE 
AINKING  WATER, 
3R  A  PITTANCE 

iTLED     WATER     DRINKERS 

iy  soon  get  a  lower-cost  al- 
•native.  Ovation  Products 
rp.  in  Nashua,  N.  H.,  is 
ting  a  new  home  appliance 
it  purines  water  for  about 

per  gallon.  Ovation  has 
ured  out  a  way  to  conduct 
called  vapor  compression 
tillation  (vcd)  in  a  unit  the 
e  of  a  fire  hydrant  that  can 
w  out  12  to  20  gallons  of 
tilled  water  per  hour. 
Large  VCD  systems  have 
m  in  service  for  decades, 
rifying  water  at  offshore  oil 
s  and  water  bottling  plants, 
ation's  ceo  William  H.  Ze- 
ir  was  able  to  scale-down 

technology  by  using  a  su- 
•-efficient  rotating  heat  ex- 
tnger.  His  patented  design 
mlates  steam  from  tainted 
ter  back  around  to  help  va- 
ize  more  incoming  water. 

it  gives  up  its  heat,  the 
am  condenses  into  pure 
ter.  By  getting  the  cost  of 

home  unit  down  to  around 
300,  Zebuhr  hopes  his  de- 
i  will  become  "the  person- 
computer  of  the  water- 

tment  business."  Sales  will 
;in  next  year. 

Aliya  Sternstein 


CAN  FROZEN  ATOMS  PREDICT  ERUPTIONS? 

SCIENTISTS  OFTEN 

try  to  predict  vol- 
canic eruptions  by 
using  lasers  to 
study  tiny  gravita- 
tional changes  in  the 
surrounding  earth. 
But  using  conven- 
tional light-based 
lasers,  they  have 
not  been  able  to  di- 
rectly measure 
gravitational  flux. 
That's  because  light 
waves  spread  out 
ever  so  slightly  as 
they  travel  and  are 
affected  very  little 
by  gravity. 

Now,  researchers 
at  Rice  University 
in  Houston  and  NASA's  Jet  Propulsion  Laboratory  in 
Pasadena,  Calif.,  may  have  a  solution.  They  freeze  atoms 
and  force  them  into  tiny  bundles  of  waves  called  solitons. 
Unlike  light  waves,  soliton  waves  keep  their  shape  as 
they  travel.  And  because  atoms  have  weight — unlike  pho- 
tons— solitons  respond  in  an  easily  measured  fashion  to 
gravity  shifts.  "The  degree  of  sensitivity  with  an  atom- 
wave  gravity  meter  would  be  a  million  times  better,"  says 
Dr.  Lute  Maleki,  principal  investigator  for  the  Quantum 
Gravity  Gradient  Project  at  JPL. 

Atom-wave  lasers  may  have  uses  away  from  volcanos. 
They  could  someday  be  used  to  create  3-D  maps  of  caves 
or  even  of  underground  oceans  on  other  planets.  And  they 
could  play  a  role  in  hyper-accurate  gyroscopes  or  help  etch 
superfast  computer  chips.  Arlene  Weintraub 


NERATING  POWER  WITH  THE  WORLDS  TALLEST  TOWER 

rLE  GROWS  IN  THE  ARID  FLATLANDS  OF  SOUTHEAST  AUSTRALIA.  BUT  A  3,000-FOOT  CHIMNEY  COULD 

out  there  next  year,  becoming  the  world's  tallest  structure.  By  2005,  this  concrete  Solar 
ver  could  start  converting  the  desert's  abundant  heat  into  green  power,  relying  simply  on 
the  fact  that  hot  air  rises.  To  be  built  by  Melbourne-based  Enviro- 
Mission  Ltd.,  the  tower  will  be  surrounded  by  a  4.3-mile-wide 
^^    glass-roofed  enclosure.  This  huge  greenhouse  will  preheat  the 
desert  air,  which  will  rise  in  the  enclosure  and  flow  towards 
the  base  of  the  420-foot- wide  tower.  There,  a  steady  35 
mph  updraft  will  drive  32  wind  turbines,  which  will  pump 
out  200  megawatts  of  power.  The  hot  air  will  shoot  up  and 
out  of  the  chimney's  top,  where  the  atmosphere  is  some 
65F  cooler.  "We're  well  past  the  ideas  stage,"  says  Roger 
Davey,  EnviroMission's  ceo,  who  is  negotiating  with  poten- 
tial power  buyers  to  help  finance  the  project.  At  $380  million, 
the  Solar  Tower  is  twice  the  cost  of  a  wind  farm  of  a  similar  ca- 
pacity. But  the  tower  is  more  reliable,  as  it  makes  its  own  wind.  And 
rey  says  costs  will  fall  once  the  first  of  five  planned  towers  is  built.  Now,  in  a  partnership 
ti  Energen  Global  Inc.  in  Westlake  Village,  Calif.,  EnviroMission  is  evaluating  sun-baked 
s  in  the  southwestern  U.  S.,  which  could  be  fertile  ground  for  more  solar  towers.  ■ 


INNOVATIONS 


■  Pointing  the  way  to  a  su- 
perstrong  dry  adhesive,  re- 
searchers at  Oregon's  Lewis 
&  Clark  College  and  three 
California  schools  have  dupli- 
cated the  gecko  lizard's  wall- 
sticking  ability  by  making  ar- 
tificial hairs  just  like  those  on 
the  reptile's  feet.  Geckos  can 
scamper  up  the  slickest  sur- 
faces, or  even  hang  upside 
down,  using  no  adhesive  or 
suction,  thanks  to  these  tiny 
hairs.  That's  because  every 
hair  sports  a  thousand  pads — 
each  only  200  billionths  of  a 
meter  wide — so  small  that 
they  bond  to  practically  any 
surface  using  an  esoteric 
physical  reaction  called  van 
der  Waals  force. 

■  Fuel  cells  will  soon  be  giv- 
ing birth  to  fuel  cells.  On 
Sept.  2,  Celanese  Ventures  in 
Frankfurt  will  cut  the  ribbon 
on  a  new  manufacturing  line, 
powered  by  fuel  cells,  for 
cranking  out  modules  con- 
taining proton  exchange 
membranes.  These  are  the 
guts  of  fuel  cells  being  devel- 
oped by  Honda  Motor,  Plug 
Power,  and  others.  The  mem- 
brane is  made  from  polyben- 
zimidazole  (pbi),  a  polymer 
now  used  in  firefighters'  pro- 
tective garments  because  it 
can  withstand  high  heat.  The 
pbi  modules  will  double  fuel- 
cell  operating  temperatures 
to  200C,  Celanese  says,  boost- 
ing both  efficiency  and 
longevity. 

■  This  year,  of  the  roughly 
600,000  Americans  who  will 
suffer  a  stroke,  some  150,000 
will  die,  and  many  others  will 
experience  brain  damage.  But 
Vallie  Holloway,  a  researcher 
at  Loyola  University  Medical 
Center  in  Maywood,  111.,  may 
have  found  a  way  to  lower 
this  toll.  In  laboratory  tests 
on  rats,  Holloway  showed 
that  lineoleic  acid — produced 
by  sunflowers  and  other 
plants — can  lower  stroke- 
causing  high  blood  pressure. 
It  also  helps  curb  brain  dam- 
age after  a  stroke. 

Otis  Port 
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SAKS  FIGHTS  OFF 
THE  RAVAGES  OF  AGE 

New  managers  must  curb  expansion  and  firm  up  its  image 


The  chief  executive  and  chairman  of 
Saks  Inc.,  R.  Brad  Martin,  is  a  man 
on  a  mission.  Sprinting  through  the 
retail  chain's  Saks  Fifth  Avenue  store  in 
Birmingham,  Ala.,  Martin  rattles  off  the 
myriad  changes  he  has  implemented  to 
give  the  grande  dame  of  fashion  a 
warmer,  inclusive  feel — "inviting  luxury," 
as  he  puts  it.  You  find  it  in  the  coffee 
kiosk  just  inside  the  front 
door,  as  well  as  in  a 
brighter  layout  and  the 
new  "gold  range"  of  less- 
expensive  designer  apparel. 
Martin,  50,  is  confident 
he  has  found  the  formula 
that  will  boost  traffic  and 
sales  at  the  beleaguered  re- 
tail icon.  "Luxury  does  not 
need  to  be  exclusive  or 
aloof,  or,  we  could  say, 
snooty,"  says  Martin,  who 
in  1998  bought  the  Saks 
Fifth  Avenue  chain.  A  one- 
time Tennessee  state  leg- 
islator— the  youngest  ever 
at  age  21 — Martin  built  his 
fortune  in  the  real  estate 
business  before  buying  a 
local  department  store 
chain,  Profitt's,  in  1984.  He 
accumulated  a  portfolio  of 
mid-market  regional  de- 
partment store  chains,  in- 
cluding Younkers,  Berg- 
ner's,  Carson  Pirie  Scott, 
and  Herberger's,  before  the 
Saks  deal. 

But  earnings  have 
plunged  since  then  (chart, 
page  72),  forcing  Martin  to 
rethink  his  original  plan. 
That  had  called  for  ex- 
panding Saks  Fifth  Avenue 
and  its  fashionable  high- 
priced  merchandise  into 
smaller  markets.  Battered 
by  increased  competition 
and  the  recession,  and  bur- 
dened with  $1.33  billion  in 
debt,  he  has  instead  been 
forced  to  cut  back  sharply 
on  expansion.  Martin  is  fo- 
cusing even  more  heavily 


on  cost-cutting,  and  in  July  had  to  sell 
Saks  Inc.'s  lucrative  credit-card  opera- 
tion to  Household  International  Inc., 
netting  $300  million. 

Meanwhile,  Martin  is  seeking  the 
right  merchandise  mix  to  boost  sales  at 
Saks  Fifth  Avenue.  Revenues  at  Saks 
Inc.  stores  open  at  least  a  year  fell  0.5% 
during  the  period  from  January  through 


July,  largely  because  of  a  2.2%  drop 
the  Saks  Fifth  Avenue  division.  AlL 
with  other  upscale  retailers,  Saks  ¥t\ 
Avenue  was  hit  hard  by  the  post-i-b 
tember  11  drop-off  in  tourism.  The  cp 
pany  estimates  that  one-third  of  salefe 
its  flagship  Manhattan  store,  for  exli 
pie,  come  from  tourists.  "There's  a  clo 
correlation  between  our  sales  and  r 
lines  bookings,"  says  Martin.  Thus,  sp 
barely  eking  out  a  profit  last  year,  Ek 
Inc.,  with  $6.1  billion  in  annual  ] 
enues,  posted  a  $45.8  million  loss  in 
first  half  of  fiscal  2003,  ended  Au 
The  bright  spot:  the  second-quarter 
of  $20.4  million  was  smaller  than 
estimates  and  only  one-third  the  lo 
the  year-earlier  period. 

Right  now,  Wall  Street  finds 
Inc.  a  less  than  luxurious  invest 
Although  the  stock  has  taken  a  hea 
bounce  following  its  la 
earnings  report,  shares 
only  about  $11,  down  f 
more  than  $40  at  the 
of  the  purchase.  As  a 
suit,  Martin  is  under  p 
sure  from  some  on 
Street  to  sell  the  err 
jewel  of  his  retailing 
pire,  leaving  only  the 
gional  stores.  Says  Rol 
F.  Buchanan,  retail  ana 
at  A.G.  Edwards  &  £ 
Inc.:  "I'd  like  to  see  the 
businesses  run  separatt 
But  Martin  vows  that  tl 
will  be  no  sale.  "Ain't  gc 
happen,"  he  says. 

Martin  has  had  to 
in  his  growth  plans,  h 
ever.  Between  1998 
2002,  the  company  ad 
14  new  Saks  Fifth  Ave 
stores,  expanded  12  m 
and  closed  only  4,  for  a 
tal  of  61.  The  new  locat 
included  Cincinnati, 
Antonio,  and  Kansas  ( 
Mo.  "They  had  kind  ol 
luted  the  Saks  brand," 
tends  Rusty  Robin 
president  of  Robinson 
vestment  Group  in  Br 
wood,  Tenn.,  which  o 
100.000  Saks  Inc.  sha 
Those  small  markets 
not  provide  the  same  r 
gins  as  bigger  ones,  ; 
lysts  say.  The  probl 
show  in  the  numbers.  £ 
Fifth  Avenue  sells  $341 
square  foot,  only  859 
what  luxury  leader  Net 
Marcus  Group  Inc 
and  just  $20  above  lc 
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We  use  a  hands-on  approach 
with  our  investment  strategies. 


Hard  work  and  commitment.  A  strategic  pair  of  values  that  drives  Hondas  growth  in 
America.  Our  $5.3  billion  investment  in  the  US.  is  evident  in  eight  plants  and  an  annual 
payroll  of  nearly  $1  billion.  In  2001,  Honda  assembled  over  1.29  million  automobiles, 
motorcycles,  ATVs  and  power- equipment  products  in  America.  Proof  that  contributing 
to  the  US.  economy  and  expanding  our  business  go  hand  in  glove. 
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VERY 

IMPORTANT 

SHOPPER 

Royal  treatment 
at  the  New  York 
flagship  store.  Will 
the  addition  of 
lines  of  younger, 
racier  fashions 
alienate  the  core 
demographic  of 
older  shoppers? 

floundering  Nordstrom  Inc.  Saks  Inc. 
does  not  release  individual  store  sales — 
but  after  the  feverish  expansion  of  past 
years,  only  two  new  Saks  Fifth  Avenue 
stores  will  open  in  the  next  two  years, 
in  Raleigh,  N.  C,  and  Richmond,  Va., 
shaving  $40  million  from  capital  expen- 
ditures this  year  alone. 

When  Martin  bought  it,  the  78-year- 
old  chain  was  already  ailing,  a  victim 
of  neglect  and  poor  merchandising  choic- 
es by  its  previous  owner,  Invesco  In- 
ternational Ltd.  Martin  still  bridles  at 
the  idea  that  what  he  calls  the  "mer- 
chant princes"  of  Manhattan  know  more 
than  he  does  about  how  to  revive  Saks 
Fifth  Avenue.  Martin  last  year  ousted 
many  veteran  execs  who,  he  laments, 
wanted  to  be  graded  on 
"style  points"  rather  than 
financial  goals.  "At  first,  I 
thought  they  knew  more 
about  fashion  than  I  did," 
says  Martin.  "Eventually, 
I  decided  they  didn't." 

One  key  hire  in  Janu- 
ary was  Steve  Sadove, 
former  president  of  Bris- 
tol-Myers Squibb's  beau- 
ty lines,  including  Clairol. 
Sadove  is  no  fashionista, 
but  that's  fine  with  Mar- 
tin— as  vice-chairman,  he's  expected  to 
bring  organizational  structure  and  dis- 
cipline. For  instance,  Sadove  is  trying  to 
bring  cross-learning  to  Saks  Fifth  Av- 
enue and  the  middlebrow  department 
stores,  which  previously  rarely  talked.  A 
loyalty  program  that  did  well  at  Saks 
Fifth  Avenue  is  being  extended  to  the 
other  chains.  And  as  he  did  at  Clairol, 
Sadove  is  creating  management  teams 
to  force  marketing  and  merchandising 
executives  to  share  ideas. 

One  key  marketing  challenge  for  the 
new  team  is  luring  a  younger  crowd. 
Saks  Fifth  Avenue  hopes  to  do  that  by 
signing  up  more  hot  designers  such  as 
Jimmy  Choo,  whose  shoes,  at  $300  a  pair 
and  up,  have  achieved  new  popularity 
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through  hbo's  Sex  and  the  City. 
chain  also  will  offer  new  lines  of  low 
ing  jeans  geared  toward  twenty-so: 
things.  Such  choices  could  alienate 
Fifth  Avenue's  older  shoppers,  of  coi 
Says  Ronnie  Deutchman,  a  58-year-* 
Atlantan,  of  the  racy  fashions  on  a 
visit:  "They've  got  pants  that  go 
your  navel.  You  have  to  be  20  years  »| 
to  wear  [that]  stuff." 

Those  moves  strike  some  observe 
as  grasping  at  straws.  Saks  Fifth  I 
enue  has  "been  forced  to  look  for  s 
other  advantage  for  the  customer,  a 
I  don't  think  they've  found  it  yet,"  sj 
a  former  company  executive.  Other  o 
siders  are  more  encouraged  by  Mi 
tin's  moves,  though  they  caution  tl 
any  payoff  could  s 
take  a  while.  "Tumi 
around  Saks  Fifth  /] 
enue  cannot  be  achiev 
in  one  month,"  says  K 
Barnard,  founder 
Barnard's  Retail  TVej 
Report.  For  one  thi 
it's  getting  harder 
luxury  retailers  to  ma 
tain  their  exclusivity,  g 
en  that  names  like  Lo 
Vuitton,  Anne  Klein,  a 
Tahari  are  popping  u; 
less  rarified  stores. 

If  he  appears  to  be  under  attack 
all  sides,  Martin  doesn't  seem  to  nr 
the  pressure.  He  likes  to  tell  abt 
how  after  his  1996  buyout  of  Herbe 
er's,  a  venerable  Minnesota  chain,  ra 
host  Garrison  Keillor  dropped  a  n< 
warning  him  to  "be  alert  to  the  a> 
some  responsibility  you  bear"  with 
many  "Wobegonians"  who  still  shopj 
at  Herberger's.  That  chain  is  n 
much  improved.  Indeed,  Martin  wo 
do  well  to  get  Saks  Fifth  Avenue  b; 
to  a  place  where  its  results,  like 
the  children  of  Lake  Wobegon,  ; 
above  average. 

By  Brian  Grow  urith  Dean  Foust 
Birmingham 
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Management 


COMMENTARY 


By  Louis  Lavelle 


HOW  TO  HALT  THE  OPTIONS  EXPRESS 


Amid  the  post-mortems  of  recent 
corporate  scandals,  stock  options 
have  not  fared  well.  Indeed,  they 
seem  to  have  replaced  money  itself 
as  the  root  of  all  evil.  But  lost  in  the 
stories  of  executives  hauling  home 
hundreds  of  millions  of  dollars  thanks 
to  their  option  grants  is  the  reason 
for  awarding  options  in  the  first 
place:  Used  with  care,  they're  a  good 
way  to  encourage  innovation,  hard 
work,  and  productivity.  Moreover,  op- 
tions provide  an  invaluable  tool  for 
recruiting  talent,  especially  for  cash- 
poor  startups. 

But  all  good  things  can  be  over- 
done, and  that's  what  happened  with 
options.  Compensation  committees 
handed  out  options  with  abandon  in 
the  1990s,  and  executives  amassed 
huge  option  stockpiles.  Instead  of 
acting  as  incentives,  they  became  a 
risk-free  way  for  CEOs  to  accumulate 
massive  wealth.  It  doesn't  have  to  be 
this  way.  By  adding  a  few  real-world 
constraints  to  the  way  options  are 
awarded  and  tailoring  them  so  they 
pay  off  only  if  real  goals  are  met, 
options  can  once  again  become  a 
way  to  reward  excellence. 
Here's  how  to  do  it. 
■  Enough  already.  In 
1999,  in  exchange  for  for- 
going four  years'  worth 
of  salary  and  bonus, 
Lawrence  J.  Ellison,  ceo 
of  Oracle  Corp.,  was 
awarded  10  million  op- 
tions. At  the  time,  the 
board  said  the  award 
would  "more  closely 
align  his  compensation 
with  the  company's  stock 
performance."  In  truth, 
Ellison's  pay  was  already 
pretty  well  aligned.  After 
all,  he  owned  nearly  1.4 
billion  split-adjusted 
shares  at  the  time — near- 
ly a  fourth  of  the  compa- 
ny, a  stash  worth  nearly 
$10  billion.  Last  year,  Elli- 
son cashed  out  options  to 
the  tune  of  $706  million. 
Piling  on  options  be- 
came an  annual  event  for 
compensation  committees 


74  BusinessWeek 


in  the  1990s.  Why?  Because  options    . 
don't  have  to  be  accounted  for  on  the 
income  statement,  making  them  an 
apparently  cost-free  way  to  pay  man- 
agers. But  momentum  is  building  to 
require  companies  to  expense  options, 
with  dozens  of  companies — including 
Coca  Cola,  General  Electric,  and 
Amazon.com — announcing  plans  to  do 
so  voluntarily.  When  companies  have 
to  choose  between  options  and  prof- 
its, they'll  be  less  likely  to  make  ex- 
cessive grants  to  undeserving  CEOs. 
Still,  it's  clear  that  boards  will  be 
tempted  to  ratchet  up  rewards  when 
times  are  flush,  so  it's  time  for  the 
government  to  create  a  few  incen- 
tives of  its  own.  Tax  penalties  for 
companies  that  make  excessive  op- 
tion grants — similar  to  those  in  place 


now  for  salaries  in  excess  of  $1  mil- 
lion— should  do  the  trick.  Pay  con- 
sultants say  many  companies  now 
hold  the  line  on  salaries  to  avoid  the 
tax  penalty,  and  many  will  do  so  on 
options  if  given  a  similar  incentive. 
Says  Randolph  Ramirez,  associate 
principal  at  New  York-based  Buck 
Consultants  Inc.:  "There  has  to  be 
some  message  that  says  there's  a 
limitation  in  terms  of  what  we  con- 
sider to  be  excessive  compensation." 
■  A  better  option.  But  just  keeping  a 
lid  on  the  number  of  options  doled 
out  is  not  enough.  Boards  also  need 
to  get  smarter  about  the  kinds  of  op- 
tions they  use.  Instead  of  granting 
those  that  reward  CEOs  for  coasting 
in  an  up  market,  directors  should  re- 
place at  least  some  traditional  op- 


Networks  that  empower  people  to  perform 
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advantages  for  your  enterprise.  From  networking,  systems  integration  and  custom  semiconductor  solutions,  we 
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Getting  CEOs  to  exercise  options  and  hold  the  shares  i: 
the  only  way  their  risk  can  parallel  shareholders' 


tions  with  options  that  reward  execs 
for  meeting  specific  goals. 

Indexed  options,  for  example,  have 
an  exercise  price  that  fluctuates  with 
the  performance  of  a  peer  group  or 
market  index.  If  the  company's  stock 
fares  no  better  than  the  index,  the 
options  are  worthless.  Premium- 
priced  options  have  an  exercise  price 
higher  than  the  stock's  closing  price 
on  the  date  of  grant,  so  the  exec 
can't  cash  out  until  shareholders 
have  seen  significant  gains.  Perfor- 
mance-vesting options  can't  be  exer- 
cised until  the  company  meets  other 
specific  goals.  "The  problem  with 
regular  options  is  that  they  reward 
all  behaviors — good,  bad,  and  indif- 
ferent," says  Blair  N.  Jones,  senior 
vice-president  at  Sibson  Consulting, 
a  human-resources  consultant  in  New 
York.  "At  least  with  [alternative]  op- 
tions, you're  narrowing  it  down  to  an 
outperforming  group." 

Some  companies  have  already  set 
higher  hurdles  for  their  executives. 
Last  year,  Maytag  Corp.  awarded 
new  ceo  Ralph  F.  Hake  300,000 
"premium-priced"  options  with  a 
strike  price  as  much  as  30%  higher 
than  the  grant-date  closing  price. 
Within  10  months,  the  stock  had 
surged  45%  before  giving  back  some 
gains,  "ceos  should  get  paid  for  cre- 
ating value  for  shareholders,"  says 
Hake.  "If  you're  not  doing  that,  why 
should  you  get  rewarded?"  Of 
course,  any  time  pay  is  linked  to  per- 
formance, investors  have  to  worry 
that  the  goals  will  be  laughably  easy 
to  meet.  Compensation  committees 
must  start  by  setting  the  bar  reason- 
ably high — and  then  keeping  it  there. 
■  The  ties  that  bind.  Directors  also 
need  to  be  more  vigilant  about  cor- 
recting another  disadvantage  of  op- 
tions. Despite  huge  option  grants, 
many  CEOs  have  microscopic  stakes 
in  their  companies.  Apple  Computer 
Inc.'s  Steven  P.  Jobs  owns  21.9  mil- 
lion options,  but  just  two  shares  in 
the  company  he  co-founded  nearly 
three  decades  ago.  That's  a  problem 
because  an  option,  unlike  a  share,  re- 
quires no  investment  on  the  part  of 
of  the  holder.  Without  any  of  their 
own  money  on  the  line,  it's  hard  to 
argue  that  option  holders  are  in  the 
same  position  as  investors.  The  prob- 


lem is  that  few  companies  have  own- 
ership requirements  for  executives, 
and  those  that  do  often  allow  execs, 
to  meet  the  hurdle  with  options  in- 
stead of  shares. 

To  fix  this,  boards  should  require 
ceos  to  exercise  most  of  the  in-the- 
money  options  they  accumulate  in 
the  first  three  years  on  the  job  and 
to  hold  the  shares  for  as  long  as  they 
occupy  the  executive  suite — in  effect, 


FIXING  THE  OPTIONS  MESS 


BE  STINGY  Boards  should  hand 
out  fewer  options,  and  the  gov- 
ernment should  discourage  mega- 
grants  by  creating  tax  penalties 
for  companies  that  use  them 

USE  BETTER  OPTIONS  Tradi- 
tional options  should  be  replaced 
by  indexed,  premium-priced,  or 
performance-vesting  options — 
anything  that  links  option  value 
or  vesting  to  specific  goals 

REQUIRE  A  BIGGER  STAKE 

CEOs  should  have  to  convert  a 
substantial  portion  of  their 
vested,  in-the-money  options 
into  shares  within  three  years 
— and  hold  them  for  the  duration 
of  their  employment 

ELIMINATE  THE  CUT-AND-RUN 

Execs  should  be  required  to  wait 
six  months  from  the  day  they  ex- 
ercise options  before  they  sell  the 
shares 

STOP  THE  TAX  PAYMENTS  Tax 

reimbursements,  or  "gross  ups," 
that  pay  taxes  execs  owe  on  exer- 
cised options  should  be  banned 

forcing  them  to  put  some  of  their 
own  wealth  at  risk.  This,  in  combina- 
tion with  other  stock-ownership  pro- 
grams, should  help  ceos  build  a  sub- 
stantial stake  in  their  companies. 
"Stock-purchase  programs  create  a 
more  direct  parallel  between  the 
risks  the  ceo  faces  and  the  risks 
shareholders  face,"  says  Ira  T  Kay, 
who  heads  the  compensation-consult- 
ing practice  at  Watson  Wyatt  World- 
wide. "Options  don't  do  that." 

Of  course,  building  a  stake  by  ex- 


ercising options  would  leave  execs 
with  a  hefty  tax  bill  without  generat 
ing  any  cash  to  pay  it.  That's  why 
it's  important  to  let  them  cash  out 
some  of  their  options  in  the  early 
years.  That  way,  they  won't  have  an 
excuse  to  hit  up  their  companies  for 
tax  reimbursements,  as  many  do 
now.  After  all,  shareholders  already 
pay  execs  a  bundle — they  shouldn't 
have  to  pay  their  taxes,  too. 
■  Stop  right  there.  Still,  requiring 
ceos  to  maintain  stakes  in  their  com 
parties  wouldn't  go  far  enough  to 
stamp  out  another  serious  problem. 
One  of  the  most  egregious  abuses  of 
the  late  '90s  occurred  when  execs 
cashed  out  big  just  before  their 
stocks  crashed.  Enron's  Kenneth  L. 
Lay,  Global  Crossing's  Gary  Winnick, 
and  Qwest  Communications  Interna- 
tional's Joseph  P.  Nacchio  were 
among  dozens  of  top  execs  who  sold 
millions  of  dollars'  worth  of  stock  in 
the  months  before  their  companies 
collapsed,  leaving  shareholders  hold- 
ing the  bag. 

In  the  future,  top  execs  should  be 
required  to  wait  six  months  after  ex 
ercising  options  before  selling  the 
shares.  The  lag  time  would  create  an' 
advance-warning  system  for  in- 
vestors— alerting  them  to  a  possible 
future  sale  that  could  signal  serious 
trouble  ahead.  What's  more,  the  de- 
lay would  make  it  difficult  for  corpo- 
rate leaders  to  escape  unscathed 
when  their  companies  go  under. 
Bruce  R.  Ellig,  an  authority  on  exec- 
utive pay  and  a  compensation-com- 
mittee member  of  several  pre-initial- 
public-offering  boards,  says  execs 
should  go  down  with  the  ship.  "Exec 
utives  should  be  put  at  risk  with  the 
shareholders,"  Ellig  says.  "Stock  op- 
tions should  not  be  a  cash  machine." 

In  the  1990s,  many  top  execs  be- 
gan treating  their  companies  like 
broken  ATMs — making  withdrawal  af- 
ter withdrawal  without  ever  deposit- 
ing cash.  And  options  are  what  made 
that  possible.  Expensing  them  is  a 
start.  But  it's  time  to  finish  the  job 
by  creating  real  incentives  for  build- 
ing shareholder  value — not  just  ceo 
wealth. 


Lavelle  covers  executive  pay  from 
New  York. 
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revenue  per  customer 
has  increased  by  20%. 


Pierre  Danon,  CEO,  BT  Retail 
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anagement  consulting  and  technology  services  increased  call-handler  satisfaction  by  34%. 
istomer  satisfaction  reached  86%.  Revenues  per  customer  rose  20%.  And  in  just  one  12-week 
riod,  5,000  new  accounts  were  identified.  That's  why  we  say  good  service  is  good  business. 
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Social  Issues 


DEMOGRAPHICS 


THE  CHANGING 

HEARTLAND 


An  influx  of 
newcomers  both 
buoys  and  burdens 
small-town  America 


It's  a  typical  week  in  Morganton, 
N.  C.  At  St.  Charles  Borromeo 
Catholic  Church,  the  Reverend  Ken- 
neth Whittington  delivers  mass  in 
English,  Spanish,  and  Hmong,  spoken 
by  the  growing  Laotian  community.  At 
the  nearby  grocer,  stock  boys  refill  the 
shelves  with  the  tortillas  and  guava  nec- 
tar sold  alongside  the  fresh  wontons 
and  egg-roll  wrappers.  Two  school  buses 
rumble  through  poor  neighborhoods, 
loaded  with  computers  and  games  to 
teach  English  to  immigrant  children. 

But  like  so  many  melting-pot  com- 
munities, Morganton  is  also  grappling 
with  a  new  set  of  social  ills.  At  the 
Burke  Mission  Station,  the  soup  kitchen 
doles  out  nearly  90  meals  a  day,  50% 
more  than  two  years  ago,  while  the 
nearby  First  Baptist  Church  employs  a 
full-time  parish  nurse  to  call  on  the 
growing  number  of  elderly  in  its  con- 


gregation. And  while  St.  Charles  Bor- 
romeo has  expanded  its  outreach  serv- 
ices to  include  in-home  family  counsel- 
ing, Whittington  frets  that  the 
community  doesn't  have  a  handle  on  the 
rise  in  domestic  violence,  alcohol  abuse, 
and  prostitution  he  hears  about  in  con- 
fession. "A  lot  of  it  we're  just  not  deal- 
ing with,"  he  sighs. 

This  isn't  a  hardscrabble  corner  of 
New  York  or  Los  Angeles.  This  is  Mor- 
ganton, population  17,310,  a  factory  town 
in  the  same  foothills  region  on  which 
the  1960s  TV  Utopia  of  Mayberry  was 
based.  While  the  scale  of  Morganton's 
problems  still  pale  in  comparison  with, 
say,  Philadelphia  or  Chicago's  South 
Side,  this  rural  community  finds  itself 
wrestling  with  the  demographic  and  so- 
cial forces  once  more  common  in  Amer- 
ica's urban  corridors.  "What  we've 
viewed  as  big-city  problems  are  here 
amongst  us,"  says  barber  Tommy  Sain. 

Morganton's  struggles  are  playing  out 
not  just  across  many  other  parts  of 
North  Carolina  but  also  through  swaths 
of  the  American  heartland.  One  of  the 
most  fascinating  social  trends  of  recent 
years  is  the  demographic  revolution  tak- 
ing place  in  such  traditionally  rural 
states  as  Arkansas,  Kentucky,  North 
Carolina,  and  Nebraska.  The  booming 
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economy  of  the  1990s  did  wonders 
these  states  but  also  brought  in  il 
wake  an  unforeseen  influx  of  immigrar.l 
eager  to  stake  their  claim,  as  well  as  uj 
heaval  in  the  manufacturing  sectors  thj 
long  buttressed  Middle  America. 

As  a  result,  rural  towns  such  as  Mel 
ganton  that  once  looked  askance  at  tlj 
ills  of  the  big  city  are  confronting  a  rif 
in  everything  from  out-of-wedlock  birtlj 
to  divorces  (charts).  "The  heartlail 
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FLOOD  OF  NEW  IMMIGI 
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IMMIGRATION 

The  share  of 
immigrants  head- 
ing to  states  such 
as  North  Carolina 
has  nearly  doubled 
since  1990 
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are  facing  the  same  kind  of  social 
anges  that  urban  areas  encountered 

years  ago,"  says  Barbara  J.  Risman, 
sociologist  at  North  Carolina  State 
niversity  and  co-chair  of  the  Council 

Contemporary  Families. 
(Combined,  these  changes  are  trans- 
rming  this  once-insular  state  at  warp 
eed.  On  the  political  front,  the  influx 
immigrants  and  northern  transplants, 
upled  with  a  growing  professional 

HIRING  IMMIGRATION  AWAY 
ROM  TRADITIONAL  STATES... 


class,  are  helping  to  usher  in  a  new  era 
of  government.  With  the  retirement  of 
polarizing  politicians  such  as  Jesse  A. 
Helms,  more  moderate  candidates  are 
running,  including  Democrat  Erskine 
Bowles  and  Republican  Elizabeth  Dole, 
who  are  squaring  off  for  Helms's  Senate 
seat  (page  84).  At  the  same  time,  the 
flood  of  social  transformations  is  taxing 
North  Carolina's  ability  to  provide 
Medicare  and  other  services  for  the 


surging  ranks  of  immi- 
grants, elderly,  and  single 
mothers  as  the  economy 
slows. 

In  many  respects,  the 
newfound  problems  can  be 
linked  to  the  growth  pains 
that  came  with  rising  pros- 
perity in  the  state,  which 
now  boasts  the  nation's  sec- 
ond-largest banking  hub,  in 
Charlotte,  and  a  thriving 
technology  center,  in  Ral- 
eigh-Durham. Just  as  immi- 
grants flocked  to  Detroit 
and  New  York  during  the 
first  Industrial  Revolution, 
the  current  wave  of  immi- 
grants sees  greater  oppor- 
tunity in  the  Sunbelt  and 
the  heartland.  Thus,  the 
share  of  immigration  flow- 
ing into  states  such  as 
North  Carolina  has  nearly 
doubled  over  the  past  decade,  according 
to  the  Census  Bureau  (charts).  Nor  is 
the  immigration  clampdown  from  last 
September's  terrorist  attacks  likely  to 
reverse  the  trend.  "Once  a  shift  like 
this  occurs,  there's  a  certain  momen- 
tum built  in,"  says  Urban  Institute  de- 
mographer Jeffrey  S.  Passel. 

For  the  most  part,  the  transformation 
has  gone  smoothly,  particularly  given 
North  Carolina's  relative  inexperience 
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Social  Issues 


Despite  the  strains  immigration  presents,  without  it 
"our  economy  would  shut  down,"  says  a  local  official 


in  assimilating  new  groups. 
In  the  early  1900s,  the 
state  had  the  nation's  low- 
est percentage  of  foreign- 
born  residents.  The  eco- 
nomic boom  of  the  1990s 
changed  all  that.  Because 
the  job  bonanza  nearly 
dried  up  the  state's  pool  of 
workers  by  the  mid-1990s, 
immigrants  provided  the 
reinforcements  that  kept 
the  good  times  rolling. 
State  leaders  put  the  wel- 
come mat  out  by,  for  ex- 
ample, giving  one  of  the 
nation's  most  liberal  dri- 
ver's-license  tests,  which 
can  be  taken  in  Chinese, 
Japanese,  Korean,  and 
Spanish. 

To  be  sure,  North  Car- 
olina's resolve  has  been 
tested  in  the  year  since 
last  September's  attacks. 
With  the  feds  cracking  down  on  fake 
ids,  two  regional  grocery  chains,  Food 
Lion  and  Harris  Teeter  Inc.,  let  go 
dozens  of  Hispanic  employees  who 
couldn't  produce  valid  Social  Security 
numbers.  Some  recent  immigrants  also 
complain  about  growing  discrimination. 
Reyna  Chacon,  a  Guatemalan  native  liv- 
ing in  Morganton,  says  "Hispanics  are 
being  told  there  are  no  jobs"  even  as 
whites  are  hired. 

Still,  recent  arrivals  say  they  aren't 
going  home.  "Work  is  slow,  but  it's  still 
better  here  than  in  Mexico,"  says  Victor 
Castellanos,  a  Mexican  native  who 
quit  his  $12.50-an-hour  job  as  a  house 
painter  last   year  to   open   his   own 


FAMILY 
STRUCTURE 

The  divorce 
rate  in  Bible 
Belt  states  is 
higher  than 
the  national 
average 


POVERTY  Providing  medical  services  is  a 
struggle  as  the  ranks  of  the  uninsured  soar 

CHILDREN  BEING  IMMUNIZED  AT  A  PUBLIC  CLINIC  IN  DURHAM 


five-man  painting  business  in  Durham. 
State  officials  also  remain  mindful  of 
the  economic  importance  of  Hispanic 
workers  whether  they're  here  legally 
or  not.  While  North  Carolina  tightened 
its  driver's-license  policy  after  Septem- 
ber 11,  it  has  since  backed  off  by  al- 
lowing undocumented  workers  to  apply 
for  an  easily  obtainable  federal  tax  ID 
that  can  be  used  to  get  a  license.  Why? 
Despite  the  recession,  the  state  still  re- 
lies heavily  on  newcomers.  Without  im- 
migration, "our  economy  would  shut 
down,"  says  Chatham  County  Commis- 
sioner Rick  Givens.  The  Realistic  Fur- 
niture Industries  plant  in  rural  Candor 
says  it  couldn't  run  a  third  shift  without 


BAPTIST  BIBLE 
CLASS  FOR 
SINGLES  IN  RALEIGH 


newly  arrived  Hispanics.  D< 
spite  a  local  jobless  rate  ne; 
7%,  "we  don't  get  any  refe 
rals  from  the  unemployme 
office,"  notes  human-reso 
manager  Juan  Guasque 

Law-enforcement  offici: 
are  taking  a  pragmatic  vie 
too.  In  Chapel  Hill,  Poli 
Chief  Gregg  Jarvies  says 
officers  turn  illegal  residen 
over  to  the  Immigration 
Naturalization  Service  for 
rious  crimes  but  not  for 
demeanors  or  traffic  stopj 
"We  do  not  consider  ourselv 
an  arm  of  the  ins,"  he  says 
Longer  term,  the  stai 
must  figure  out  how  to  a 
similate  largely  low-skille 
newcomers  into  an  increa 
ingly  high-skill  economy.  Pla 
ners  estimate  that  by  202 
the  state's  elderly  will  gro 
from  12%  to  17%  of  the  po 
ulation,  mostly  due  to  the  aging  of  bai 
boomers.  These  mostly  skilled  worke 
will  exit  the  labor  force  at  the  sanl 
time  that  the  ranks  of  immigrants 
their  children  grow  sharply,  combi 
with  other  minorities  to  reach  near 
30%  of  the  population  by  2020.  "A  gro 
ing  proportion  of  young  workers  w 
be  immigrants,"  says  Sarah  Rubin, 
senior  associate  at  mdc  Inc.,  a  regior 
think  tank.  "It's  important  for  Nor 
Carolina's  economy  that  they  [impro" 
their]  skills  and  meet  the  demands 
higher-paying  occupations." 

As  if  that  weren't  enough,  Nor 
Carolina  already  finds  itself  in  the  mic 
of  other  social  challenges.  Despite  i 
Bible  Belt  image,  the  sta 
saw  the  number  of  sing 
mothers  soar  by  35%  ov 
the  past  decade,  while  no 
family  households  rose  38 
and  the  number  of  hous 
holds  with  unmarried  pai 
ners  more  than  doubled — 
changes  that  outpaced  t 
national  averages.  Some  « 
tribute  the  breakdown  of  ti 
ditional  family  structures 
rural  states  to  econon 
forces,  such  as  the  drop 
many  workers'  real  incoi 
that  came  with  the  stagr 
tion  of  manufacturing  jo' 
Risman,  the  sociologist,  a 
cites  the  spread   of  met 
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"We  told  KPMG  Consulting: 
We  need  a  CRM  support  project 
completed  in  just  6  months!" 


"KPMG  Consulting  exceeded  the  challenge. 
They  worked  with  us  to  reduce  the 
timetable  for  a  global  sales  support  solution 
down  to  3  months — the  product  was  deliv- 
ered on  time  and  flawlessly." 

"The  team  that  serves  Symbol  is  extremely 
innovative.  It's  not  all  about  a  statement  of 
work.  It's  about  how  to  solve  business 
challenges  collectively  and  provide  unique 
solutions  to  those  challenges." 


"Working  on  a  very  tight  timeline,  we 
established  milestones  to  deliver  value 
throughout  the  entire  project,  not  just  the 
end  result." 

"We  are  very  partner  oriented  and  believe 
projects  are  successful  not  because  of  us,  but 
because  we  and  the  client  work  together  to 
the  client's  benefit." 


YOU   CAN   HEAR  THEIR  STORY  @  www.kpmgconsulting.com/results 
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Social  Issues 


, 


such  as  cable  and  the  Internet.  "There's 
a  decreasing  difference  between  urban 
and  rural  cultures,"  she  says. 

Church  leaders — agonizing  over  a  di- 
vorce rate  that,  like  those  of  other  Bible 
Belt  states  such  as  Oklahoma  and 
Arkansas,  is  higher  than  the  national 
average — are  promoting  "Marriage 
Saver"  programs  that  impose  strict 
counseling  requirements  on  newlyweds. 

At  the  same  time,  local  governments 
are  struggling  to  fund  services  for  sin- 


gle mothers  in  a  region  that  despises 
handouts.  With  roughly  1  million  North 
Carolinians  living  in  poverty — 25% 
more  than  in  1990 — health  officials  are 
scrambling  to  provide  medical  care  and 
other  social  services  to  the  swelling 
numbers  of  people  who  lack  the  insur- 
ance or  other  means  to  pay  for  health 
care.  It's  not  just  undocumented  work- 
ers, either,  since  roughly  40%  of  black 
families  are  headed  by  single  mothers, 
who  often  rely  on  social  services. 


These  traditionally  rural  states  M 
continue  to  struggle,  particularly  in  I 
day's    sputtering    economy.    In     I 
process,  they're  likely  to  learn  wl 
much  of  the  U.S.  discovered  deca« 
ago — that   diversity  is   inevitably 
mixed  blessing  but  that  it  can  be 
asset  on  which  to  build  a  thriv 
economy. 

By  Dean  Foust  in  Durham,  N. 
with  Brian  Grow  in  Morganton  c 
Aixa  M.  Pascual  in  Raleigh 


AFTER  JESSE,  THE  NEW  MODERATES 


Jesse  A.  Helms,  the  man  who  de- 
fined North  Carolina  politics  for 
three  decades,  will  hang  up  his 
hat  at  the  end  of  the  year.  An 
ailing  Helms,  80,  says  he  wants  to 
spend  more  time  with  his  family.  But 
had  he  run  for  reelection,  the 
state's  changing  demographics 
would  have  made  it  an  uphill 
battle. 

Helms's  departure  is  one  of 
the  most  telling  signs  of  North 
Carolina's  metamorphosis.  In 
their  bid  to  replace  him,  both 
parties  are  fielding  a  new 
breed  of  candidate:  moderates 
long  on  Washington  experi- 
ence. Compared  with  Helms, 
they're  more  in  tune  with  the 
state's  increasingly  diverse 
population  and  high-tech  serv- 
ice economy  than  with  its  to- 
bacco-growing, textile-manu- 
facturing past.  On  the  GOP  side 
is  former  Presidential  candi- 
date Elizabeth  Dole.  For  the 
Democrats:  Erskine  Bowles, 
chief  of  staff  for  President  Bill 
Clinton  from  1996  to  1998  and 
a  flag-bearer  for  the  new  econ- 
omy. Both  are  expected  to  win 
their  party  nominations  in  the 
Sept.  10  primary. 

Dole  and  Bowles  are  target- 
ing a  different  group  of  voters 
than  the  rural  whites  who  re- 
peatedly returned  Helms  to  the 
Senate.  "You've  had  a  lot  of 
Jessecrats  who  have  aged  out 
or  passed  on,"  says  gop  strate- 
gist Marc  Rotterman. 

Indeed,  the  boomers  of  Re- 
search Triangle  Park  and  other 
tech  meccas  have  become  a  po- 
litical force.  The  ranks  of  inde- 
pendent voters  have  tripled 
since  1982,  to  16%  of  the  elec- 


torate. Winning  the  political  middle- 
without  turning  off  too  many  other 
voters — is  key  to  victory. 

That's  why  Dole  is  irritating  con- 
servatives by  not  putting  opposition 
to  gun  control  and  abortion  at  the 


POLITICS  Both  candidates  avoid 
race-baiting,  and  both  have 
campaign  Web  sites  in  Spanish 

BOWLES  (ABOVE)  AND  DOLE 


top  of  her  agenda.  Instead,  she's  ap-  • 
pealing  to  seniors  with  promises  of 
prescription-drug  coverage,  reaching 
out  to  suburbanites  on  education,  anc 
pitching  job  creation  to  rural  work- 
ers. Bowles's  message  is  almost  iden- 
tical. Both  candidates  are  also 
avoiding  Helms's  race-baiting  tac- 
tics. To  woo  the  growing  Hispanic 
population,  they're  reaching  out  to 
Latino  business  groups  and  have 
campaign  Web  sites  in  Spanish. 

But  populist  centrism  is  not  an 
easy  road  to  walk.  Bowles  has 
been  furiously  backpedaling  from 
his  success  in  getting  Congress  to 
pass  the  North  American  Free 
Trade  Agreement,  which  siphoned 
jobs  from  North  Carolina's  textile 
industry.  He's  now  telling  voters 
that  the  agreement  hasn't  lived  up 
to  its  promise  because  it  hasn't 
been  enforced.  He  also  likes  to 
note  that  his  wife,  Crandall  Close 
Bowles,  ceo  of  textile  manufactur 
er  Springs  Industries  Inc.,  knows 
firsthand  of  the  region's  economic 
suffering.  Dole,  meanwhile,  em- 
phasizes such  middle-class  con- 
cerns as   health  care  and  job  cre- 
ation but  still  reaches  out  to 
conservative  church  groups  and 
rural  whites.  Early  polls  have 
Bowles  losing  to  Dole,  who  has 
had  the  benefit  of  an  easier  pri- 
mary race. 

Whoever  wins,  the  North  Car- 
olina race  is  a  harbinger  for  rural 
America.  Other  heartland  states, 
such  as  Kansas  and  Nebraska,  are 
undergoing  similar  demographic 
and  political  transitions.  So  it 
probably  won't  be  long  before 
their  political  parties,  too,  are 
forced  to  change. 

By  Lorraine  Woelleri 
in  Washington 


m 
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The  Better  Online  CRM  Solution 


Third-party  research  study  of  companies  that  purchased  online  CRM  solutions  between  March  2001  and  February  2002-Topline  Strategy  Group. 


UpShot  66% 


salesforce.com  34% 


BUSINESSES  LOOKING  FOR  BETTER 
SALES  RESULTS  -  LOOK  TO  US. 


When  UpShot  and  salesforce.com  go  head  to  head,  nearly  twice  as  many  companies  choose  UpShot. 
UpShot  is  single-mindedly  dedicated  to  increasing  companies'  sales  results.  Boosting  their 
revenue  with  a  solution  that  includes  superior  forecasting,  reporting  and  analytics,  integrated 
sales  and  marketing  modules,  and  a  fully  functional  offline  capability.  Consequently,  UpShot 
has  become  the  leading  web-based,  sales-focused  CRM  solution.  Want  a  bigger  piece  of  the  pie? 

CALL  1.888.22/f.3720  OR  VISIT  US  AT  WWW.UPSH0T.COM/BW  TO  RECEIVE  A 
COPY  OF  THE  YANKEE  GROUP  WHITE  PAPER,  "WEB-BASED  CRM:  FASTER  RESULTS.  INCREASED  SALES." 


•e.com  and  the  salesforce.com  logo  are  marks  ofsalesforce.com.  Inc.  and  are  mentioned  for  identification  purposes  only.  ©  2002  UpShot  Corp. 
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INTERNATIONAL  FINANCE 


TAXING  MULTINATIONALS:  ! 

THE  D0NNYBR00K  AHEAD 

The  U.S.  international  code  badly  needs  fixing.  But  reforming  the  system  will  be  bloody 


Tax  systems  are  never  pretty.  But 
even  by  the  visual  low  standards  of 
revenue  codes,  the  way  the  U.S. 
taxes  exporters  and  multinationals 
is  especially  ugly. 

America's  system  imposes  reams  of 
incomprehensible  rules  on  companies 
and  forces  them  to  spend  a  small  for- 
tune on  lawyers  and  accountants.  Be- 
cause of  a  patchwork  of  special-inter- 
est laws,  it  generates  huge  subsidies 
for  some  companies  yet  punishes  thou- 
sands of  others.  It  encourages  massive 
amounts  of  sheltering — paper  transac- 
tions aimed  at  nothing  more  than  re- 
ducing tax  bills.  And  at  the  end  of  the 
day,  the  Treasury  collects  stunningly  lit- 
tle revenue,  perhaps  just  $5  billion  a 
year.  "The  U.  S.  is  probably  rich  enough 
to  get  away  with  stupid  taxes,"  says 
University  of  Michigan  tax  economist 
James  R.  Hines  Jr.  "But  it  doesn't  mean 
we  should  have  them." 

Now,  change  may  be  on  the  way.  A 
World  Trade  Organization  decision  to 
prohibit  one  big  U.S.  export  subsidy 
has  kicked  off  a  major  effort  in  Wash- 


ington to  rethink  the  way  foreign  in- 
come is  taxed.  And  the  direction  re- 
form takes  will  inevitably  create  big 
winners — and  big  losers — in  Corporate 
America.  The  billion-dollar  question:  Will 
Washington  just  replace  its  now-banned 
subsidies  with  new  corporate  tax  cuts, 
or  will  it  reform  the  way  it  taxes  for- 
eign profits? 

With  U.S.  companies  selling  more 
than  $150  billion  worth  of  goods  over- 
seas each  year,  and  with  one-third  of 
all  sales  of  American  multinationals  com- 
ing from  their  foreign  affiliates,  the  lob- 
bying battle  will  be  fierce.  Hanging  in 
the  balance  will  be  billions  of  dollars  in 
profits  that  escape  taxation. 

If  nothing  else,  there  is  broad  agree- 
ment that  the  system  needs  fixing.  To 
avoid  taxes,  U.S.  companies  are  shifting 
increasing  amounts  of  assets  to  low-tax 
countries.  The  Cayman  Islands,  for  ex- 
ample, is  home  to  50  banks,  making  it 
the  world's  fifth-largest  banking  center. 
In  1994,  the  last  year  of  available  data, 
such  tax  havens  accounted  for  just  3% 
of  the  world's  gross  domestic  product 


HOW 

THEU.S 

STACKS 


but  26%  of  the  assets  and  31%  of  tl 
net  profits  of  U.  S.  multinationals 

Since  then,  the  problem  has  gottt 
worse,  despite  aggressive  efforts  by  tl 
European  Union,  the  Organization  f< 
Economic  Cooperation  &  Developmen 
and  the  U.  N.  to  curb  tax  havens.  Saj 
Peter  Merrill,  a  partner  at  accountan 
PricewaterhouseCoopers  LLP:  "The  m 
bility  of  capital  is  unbelievable.  Cor 
petitive  pressures  are  going  to  kee 
forcing  down  corpo- 
rate tax  rates." 

At  the  same  time, 
American  companies 
are  becoming  attrac- 
tive targets  for  over- 
seas takeovers — in 
part  because  they'll 
pay  lower  taxes  as 
foreign-owned  busi- 
nesses. And  the  rise 
of  the  borderless  In- 
ternet is  raising  still 
other  questions  about 
the  sustainability  of 
an  international  tax 
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LOTS  OF 
OPTIONS, 
LOTS  OF 
PROBLEMS 


►  ADOPT  A 
EURO-STYLE 
TERRITORIAL 
SYSTEM  This  would 
tax  all  income  earned 
in  U.S.  but  exempt 
overseas  revenues. 

Pros:  Could  be  sim- 
pler than  today's 
regime.  A  common 
worldwide  system 
would  reduce  oppor- 
tunities to  shuffle  in- 
come between  differ- 
ent tax  regimes. 

Cons:  Some  versions 
are  just  as  messy  as 
the  U.S.  method.  The 
French  system  has 
done  little  to  make 
companies  more 
competitive. 


'-*• 


►  EXEMPT 
FOREIGN 
DIVIDENDS 
FROM  TAX  Most 
foreign  income  would 
be  untaxed  in  U.S. 
But  deductions  for 
business  expenses 
would  be  set  by  a 
strict  formula. 


Pros:  Because  it 
eliminates  tax  credits 
and  gaming  of 
deductions,  it 
could  be  easier  to 
administer.  Also  aims 
to  tax  investments 
equally  no  matter 


►  TAX  FOREIGN 
INCOME  WHEN  IT 
IS  EARNED  Current 
system  allows 
companies  to  avoid 
tax  until  foreign 
earnings  are  returned 
to  U.S.,  encouraging 
manipulation  of 
books  and  tax 
avoidance.  New  rules 
would  tax  income  as 
it  is  earned. 


►  TINKER  Keep  the 
basic  system,  warts 
and  all.  But  lower 
corporate  rates  in  the 
U.S.  and  simplify  the 
rules. 


stem 

sed  on  a  com- 
my's  location. 
To     fight     these 
;nds,  Washington  created  a  $4  billion- 
^ear  subsidy  for  exporting  corpora- 
ns.  The  arrangement  allows  compa- 
ss to  get  a  special  tax  break  by 
sating  a  Foreign  Sales  Corporation 
c),  a  third-country  affiliate  through 
rich  it  can  export  goods.  Most  benefits 
to  a  handful  of  companies.  In  2001, 
instance,  Boeing  Corp.  received  $222 
llion  in  breaks  through  its  fsc. 
But  the  scheme  has  been  declared  il- 
;al  by  the  wto.  And  U.  S.  businesses 
desperate  to  replace  it  with  new 
breaks,  which,  they  insist,  are  es- 
itial  to  staying  competitive  in  the 
)bal  marketplace.  Foreign  govern- 
nts,  they  note,  heavily  subsidize  their 
n  companies,  through  tax  laws,  trade 
triers,  and  direct  aid.  "Whether  we 
financing  exports  or  pure  financial 
•vices,  we  are  essentially  competing 
price,"  says  Richard  D'Avino,  a  sen- 
vice-president  at  ge  Capital.  "A 
eht  difference  in  cost  will  determine 


Pros;  Would  make 
U.S.  companies  more 
competitive.  Would 
encourage  more  do- 
mestic 

investment  and 
reduce  tax 
manipulation. 

Cons:  There  is  no 
agreement  among 
U.S.  business  on 

where  they  are  made,     tax  liability.  th™  to  SfmpMfy;HC°St 

.1 to  Treasury  could  be 

Cons:   Would  raise 

taxes  on  U.S.  compa 

nies,  giving  foreign 

rivals  a  big  edge. 


Pros:  Would  end 
much  gaming  of  the 
system  and  make  it 
easier  for  investors  to 
understand  corporate 


Cons:  Would  raise 
U.S.  taxes  on 

multinationals — 
politically  difficult 


prohibitive.  Could 
end  subsidies  to 
U.S.  exporters. 


whether  the  deal  goes  to  a  competitor 
or  to  us."  And,  he  adds,  taxes  can  in- 
crease ge's  costs  by  20%. 

Critics,  however,  call  the  system  a 
giveaway  to  U.  S.  companies,  largely  be- 
cause multinationals  have  become  so 
artful  at  avoiding  taxes.  They  do  it  two 
ways:  They  shift  as  much  income  as 
possible  from  the  U.S.  to  low-tax  na- 
tions such  as  the  Caymans  or  Ireland. 
And  they  shuffle  tax-deductible  expens- 
es from  those  low-tax  countries  back  to 
the  U.S.  The  now-infamous  practice  of 
reincorporating  in  Bermuda  is  "just  the 
tip  of  the  iceberg,"  says  Robert  Mcln- 
tyre,  director  of  Citizens  for  Tax  Justice, 
a  labor-funded  tax  group.  "Bermuda 
makes  it  real  easy,  but  it  is  not  the  only 
way  to  do  it." 

Although  the  corporate  tax  rate  in 
America  is  35%,  one  study  found  that  in 
1996  the  taxman  collected  barely  3%  on 
foreign  earnings  of  U.  S.-based  compa- 


nies. And  tax  collections 
have  likely  fallen  even  more  as  compa- 
nies get  better  at  shuffling  income  and 
costs.  Harvard  University  economist  Mi- 
hir  Desai  estimates  that  big  companies 
slash  their  taxable  income  by  $84  billion 
just  by  reinvesting  foreign  earnings 
overseas.  Outright  sheltering  keeps  bil- 
lions more  from  the  tax  collector.  "We've 
created  a  huge  amount  of  complexity, 
and  we  collect  very  little  revenue,"  says 
Rutgers  University  economist  Rosanne 
Altshuler. 

Some  GOP  lawmakers,  including 
House  Ways  &  Means  Committee 
Chairman  Bill  Thomas  (R-Calif.),  would 
love  to  scrap  the  whole  mess.  "When 
people  realize  how  much  the  U.S.  sys- 
tem is  out  of  sync  with  the  rest  of  the 
world,  we'll  have  a  wholesale  reexami- 
nation of  the  tax  regime,"  he  says. 

Many  Democrats,  fearful  that  reform 
would  simply  turn  into  a  bigger  give- 
away, are  wary  of  more  than  modest 


ES  ARE  SIMIUAR  TO  MAJOR 
DUSTRIALIZED  COUNTRIES... 


...BUT  ARE  CONSIDERABLY  HIGHER 
THAN  OTHER  NATIONS... 
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►  PERCENT 
Data-  World  Bank,  Ernst  &  Young  LLP.  Treasury  Dept..  Citizens  for  Tax  Justice 


...STILL.  U.S.  CORPORATE 
TAXES  HAVE  PLUNGED 
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HELP  FROM  WASHINGTON:  Exporters  such  as  Boeing  and  GE  have  received  generous  tax  breaks 


changes.  Even  some  business  groups 
worry  about  getting  into  a  game  that 
will  create  winners  and  losers.  The  Na- 
tional Foreign  Trade  Council,  which  rep- 
resents big  multinationals,  thinks  Con- 
gress would  be  better  off  repairing  the 
current  system  rather  than  replacing 
it.  The  tax  vice-president  at  a  major 
U.  S.-based  bank  adds:  "Any  time  you 
get  involved  in  wholesale  changes, 
you're  asking  for  trouble.  The  current 
system  is  fine  for  us." 

Perhaps,  but  it  is  also  rife  with  prob- 
lems. One  reason:  The  world  taxes  for- 
eign income  two  different  ways.  Much  of 
Europe  and  the  developing  world  use  a 
territorial  system  where  a  country  tax- 
es goods  and  services  sold  on  its  soil — 
no  matter  where  they  were  produced 
or  where  the  seller  is  headquartered. 

By  contrast,  the  U.S.,  along  with 
Britain  and  Japan,  taxes  its  exporting 
companies  on  their  worldwide  income. 
To  prevent  business  from  being  taxed 
twice,  the  U.  S.  gives  companies  a  cred- 
it to  offset  the  levies  they  pay  to  other 
countries  on  the  same  revenue. 

Multinationals  get  another  key  bene- 
fit. They  defer  paying  taxes  on  world- 
wide income  until  the  money  is  returned 
to  the  U.S.  Thus,  a  business  can  avoid 
taxes  by  reinvesting  foreign  income 
overseas  and  manipulating  the  timing 
of  its  decision  to  return  the  funds  to 
the  U.S. 


POROUS 


Less  than  half  of  the  foreign  earn- 
ings of  U.  S.  companies  are  returned  to 
the  U.  S.  parent  in  any  given  year.  And 
of  profits  generated  in  low-tax  coun- 
tries, just  7%  comes  back  to  the  U.  S. 

Companies  have  also  invented  cre- 
ative ways  to  shift  income  to  low-tax 
countries.  One  practice,  known  as  earn- 
ings stripping,  lets  them  shuffle  patents 
and  other  intellectual  property  to,  say, 
Ireland.  The  U.S.  parent  will  pay  as 
much  as  possible  in  royalties  to  its  Irish 
subsidiary  and  deduct  those  costs 
against  its  U.  S.  taxes.  Or  a  U.  S.  parent 
can  borrow  from  a  Caribbean  affiliate, 
taking  big  interest  deductions  at  home. 
The  Internal  Revenue  Service  tries  to 
prevent  companies  from  abusing  these 
practices  by  limiting  the  deductions.  But 
companies  just  find  ways  around  them. 

The  most  lucrative  practice  is  known 
as  transfer  pricing.  An  American  man- 
ufacturer buys  parts  from  a  subsidiary 
in,  say,  Singapore.  To  reduce  its  U.S. 
taxes,  the  company  pays  the  highest 
possible  prices  to  its  overseas  affiliates, 
thus  maximizing  deductions  here  and 
paying  relatively  low  taxes  there. 

Sometimes,  companies  get  even  more 
aggressive.  The  most  extreme  recent 
example  is  the  Bermuda  shuffle,  where 
companies  move  their  paper  headquar- 
ters to  Bermuda — which  has  no  busi- 
ness income  tax — even  though  manage- 
ment remains  in  the  U.S.  The  new 


Today's  system  is  so  inefficient, 
some  economists  say,  that  exempting 
overseas  income  from  taxes  would  actually 
generate  $7  billion  more  for  Uncle  Sam 
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company  can  not  only  shelter  foreij 
income  but  also  cut  taxes  on  U.S.  re 
enues.  In  recent  years,  companies  su 
as  Tyco  International,  Ingersoll-Rar. 
and  the  consulting  firm  Accenture  ha 
set  up  headquarters  in  Bermuda. 

But  these  tax  savings  come  at 
price.  Companies  are  diverted  from  t 
business  of  selling  products  and  inste; 
focus  time  and  money  on  cutting  taxe 
University  of  Michigan  tax  economi 
Joel  B.  Slemrod  estimates  that  the  r 
tion's  500  biggest  companies  spend  mo 
than  $1  billion  a  year  complying  wi 
the  tax  laws.  And  perhaps  half  of  th 
cost  is  linked  to  international  tax  ruk 

The  effort  to  trim  can  also  be  diss 
trous  for  a  company's  image.  Nt 
Britain  (Conn.)  toobnaker  Stanley  Wor 
tried  the  Bermuda  shift  earlier  this  y& 
But  following  a  firestorm  of  criticis 
from  Congress,  shareholders,  and  unioi 
Stanley  dropped  the  effort. 

Why  did  Stanley  do  it?  Said  ceo  Jol 
Trani  at  the  time:  "Tax  rates  in  oth 
countries  are  much  lower.  It's  not 
choice.  If  you  don't  deal  with  [it],  y< 
get  extinguished." 

Stanley  is  a  straightforward  out 
that  sells  hammers  and  other  tools.  B 
think  of  the  coming  struggle  over  he 


mpanies  that  sell  downloadable  soft- 
Ire  or  music  will  be  taxed.  Sorting 
where  such  products  are  made  and 

0  taxes  them  will  be  a  nightmare. 
Already,  the  European  Union  is  de- 
nding  the  right  to  tax  Internet  trans- 
ions,  most  of  which  are  generated 
U.S.  companies.  America  is  trying  to 
■suade  other  nations  to  go  slow — with 
le  success  so  far.  "The  [Europeans] 

taking  a  very  hard  line,"  says  Uni- 
•sity  of  Chicago  economist  Austan 
alsbee,  an  Internet  tax  expert.  "They 

1  going  to  try  to  impose  taxes  not 
t  on  physical  goods  but  on  digitally 
ivered  goods." 

!s  there  a  solution  to  this  mess?  One 
;sibility  is  for  the  U.S.  to  adopt  a 
iation  of  the  European-style  territo- 

system.  Called  a  dividend  exemption 
^ime,  it  would  allow  companies  to 
•id  tax  on  all  foreign  income — except 

passive  investments.  But  it  would 

bar  them  from  loading  up  on  artifi- 
ly  inflated  deductions  generated  by 
ir  foreign  subsidiaries. 
Today's  U.  S.  system  is  so  inefficient, 

economists  John  Mutti  and  Harry 
ibert,  that  exempting  overseas  in- 
ie  from  taxes  would  actually  gener- 

$7  billion  more  for  the  Treasury 
n  the  current  regime,  which  is  sup- 
ed  to  be  taxing  it. 
here's  another  solution:  Limit  busi- 


"  Tax  rates  in  other 

countries  are  much  lower. 

If  you  don't  deal  with  [it] , 

you  get  extinguished  " 

JOHN  TRANI 

CEO,  Stanley  Works, 
before  shelving  a  move  to  Bermuda 


nesses'  ability  to  defer  the  taxes  they 
pay  on  foreign  sales.  Companies  would 
pay  tax  on  those  revenues  in  the  year 
they  are  earned,  rather  than  when  they 
repatriate  the  money  back  to  the  U.  S. 
In  return,  they  would  get  a  tax-rate 
reduction.  The  plan  would  end  a  lot  of 
gaming  of  the  system,  simplify  the 
rules,  and  help  investors  figure  out  how 
much  tax  companies  really  pay.  But  it 
would  also  be  a  cash-flow  nightmare 
for  businesses. 

A  third  alternative:  Scrap  the  income 
tax  and  replace  it  with  a  consumption 
levy,  such  as  a  flat  tax.  That  may  seem 
extreme,  but  many  economists  are  con- 
vinced that  today's  tax  code  is  breaking 
down.  Says  PwC's  Merrill:  "You're  real- 
ly going  to  have  a  difficult  time  main- 
taining the  income  tax  in  a  competitive, 
fluid,  capital  market." 

In  the  short  run,  Congress  is  likely  to 
go  for  a  much  more  modest  fix.  It  will 
drop  the  now-illegal  fsc  subsidy  and  in 
return,  give  U.  S.  business  $4  billion  in 
new  tax  breaks — some  aimed  at  ex- 
porters, others  aimed  at  all  companies. 

But  such  a  solution  will  only  buy 
time.  In  the  end,  Washington  is  going  to 
have  to  find  a  way  to  modernize  its  tax 
code.  Or  else  it  can  expect  to  see  more 
and  more  U.  S.  companies  shipping  out. 
By  Howard  Gleckman 
in  Washington 
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workforce  will  be  proud  to  see  behind  its  logo. 

Call  today  for  a  catalog  and  creative  ways  to  inspire 
the  employees  who'll  take  you  from  strategy  to  victory. 
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MURDOCH:  READY 
FOR  A  REMATCH? 

His  News  Corp.,  in  fighting  trim,  may  try  again  for  DirecTV 

Last  October,  after  dropping 
what  was  to  be  the  deal 
of  a  lifetime— a  $22.5 
billion  bid  to  buy  DirecTV 
and  close  the  loop  on  a 
worldwide    satellite 
system — Rupert 
Murdoch  ended  up 
in  a  mogul-sized 
funk.     The     70- 
year-old     News 
Corp.  chairman 
had  been  in  and 
out  of  talks  with 
DirecTV's  parent,    ^ 
General     Motors 
Corp.,  for  18  months. 
When  it  became   clear 
that  DirecTV  had  slipped 
his  grasp,  a  burned-out 
Murdoch  thanked  his  nego- 
tiating team  with  dinner  at 
New  York's  Remi  restaurant, 
then  decamped  with  his  wife, 
Wendy  Deng,  to  his  Carmel  (Calif.) 
ranch.  In  the  following  months,  Mur- 
doch vented  frustrations  by  stepping  up 
boxing  matches  with  his  longtime  Aussie 
trainer. 

Today,  Murdoch,  looking  more  fit  than 
ever,  is  back  in  the  swing — and  showing 
off  a  leaner  News  Corp.,  too.  After 
nearly  two  years  of  cutting  costs  and 
consolidating  operations,  News  Corp.  is 
among  the  media  industry's  fastest-ris- 
ing stocks.  Cash  flow  is  up,  and  debt, 
long  a  Murdoch  nemesis,  is  being  paid 
down.  News  Corp.  President  Peter 
Chernin  says  the  company  is  simply  po- 
sitioning itself  to  weather  what  could 
be  an  extended  advertising  recession. 
That  may  be.  But  those  who  know  him 
best  say  Murdoch  is  shaping  up  News 
Corp.  for  one  last  chance  at  The  Deal. 


"Rupert  is  still  obsessed  with  Dire<r 
says  one  longtime  associate.  "He's  ra 
ing  to  get  back  at  that  deal." 

Murdoch  may  get  the  opportir 
some  time  after  October,  when  fein 
regulators  are  expected  to  wrajl# 
their  review  of  the  $28  billion  bktc 
DirecTV    by    rival    Charles    Er^pfc 
EchoStar  Communications.  Ergei In- 
sists the  deal  will  be  approved.  Butlp 
ers  figure  the  Justice  Dept.  and  Ftlp 
al  Communications  Commission  vp 
let  the  No.l  and  No.  2  si 
lite  companies  merge.  1 1 
Murdoch   himse If  i 
taking  no  chances.  let 
months,  his  lobbiBl 
have  been  worj 
Washington,  anjH 
has     hired     forM 
New  York  AttoilA 
General     Rob| 
Abrams  to  help 
up  state  attorneys 
eral,  who  are  likel; 
oppose  the  deal.  Mure 
has  even  enlisted  the  hel 
religious  broadcasters,  who  came, 
swinging  against  the  EchoStar  dea 
ter  Murdoch  assured  them  that  he  c 
provide  better  access  for  their 
gramming.  In  June,  Christian  cor 
vative  leaders,  with  Murdoch's 
filed  a  472,000-name  petition 
the  Justice  Dept.  claiming  the  m 
er  would  curb  religious  broadc 
ing.  Murdoch's  troops  deny  he 
stoked  the  evangelists,  but  critics  ch. 
Murdoch  is  trying  to  make  the  opj 
tion  look  stronger  than  it  is.  "We 
have  any  problem  with  News  Corp. 
posing  the  merger,"  EchoStar  lobb 
Karen  Watson  says.  "But  it  woulc 
more  legitimate  of  him  to  speak  oui 
rectly  rather  than  using  surrogates 

All  the  lobbying  underscores 
doch's  persistent  belief  in  satellite  br 
casting,  not  cable,  as  the  delivery  sys 
of  the  future.  Indeed,  Murdoch's  bt 
looking  smart  as  two  cable  compa 
are  currently  under  federal  invest 
tion  and  the  entire  industry  strug 
to  sell  new  digital  and  data  service 
help  pare  down  the  ton  of  debt  takei 
to  upgrade  systems.  U.S.  househ 
subscribing  to  satellite  TV  services 


GIRDING  FOR  BATTLE 

Since  Murdoch  pulled  out  of  the 
bidding  for  DirecTV  last  October, 
he  has  prepared  News  Corp.  for 
a  second  shot  at  the  company. 
Here's  what  he  has  been  up  to: 


REDUCING  DEBT  Using 
increased  cash  flow 
from  cost-cutting  and 
improved  cable 
channel  and  film- 
studio  results, 
News  Corp.  has  cut 
debt  by  $2  billion 


BUILDING  A  WAR  CHEST 

Cash  on  hand  has 
risen  to  nearly  $3  billion 
from  $1.8  billion  in 
2001.  The  company 
is  owed  $1.2  billion 
more  in  December 
from  Cablevision 


LOBBYING  Opposing  the 
EchoStar-DirecTV  merger 
News  Corp.  employs  four 
Washington  lobbyists, 
has  met  with  attorneys 
general,  and  even  enliste 
evangelist  broadcasters, 
argue  against  the  merger 
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pected  to  grow  from  19  million  this 
|ar  to  26  million  by  2007.  Cable  homes 
11  remain  static  at  about  70  million 
ring  that  time,  estimates  consultants 
icewaterhouseCoopers  LLP. 
As  satellite  TV  continues  to  win  mar- 
t  share  from  cable,  DirecTV's  10.7  mil- 
jn  subscribers  would  give  News  Corp. 
jacial  U.S.  distribution  and  close  the 
k  between  its  36%-owned  British  Sky 
oadcasting  service  in  Europe  and  Star 
:ellite  system  in  Asia,  forming  a  world- 
de  network.  That  would  provide  enor- 
ms  leverage  for  News  Corp.'s  Fox 
mchise,  for  example,  to  deliver  its 
jwing  stable  of  movies,  sports,  and 

shows  in  the  U.  S.  It  cost  News  Corp. 
X)  million  in  fees  to  cable  operators  to 
inch  Murdoch's  Fox  News  Channel  in 
36,  and  Murdoch  is  still  paying  cable 
prators  to  be  seen.  Murdoch  declined 
comment  about  his  chances  for  Direc- 

but  told  investors  on  Aug.  14:  "Well 
it  how  the  chips  fall." 
To  prep  for  another  go  at  DirecTV', 
)lific  dealmaker  Murdoch  has  shown 
ne  discipline  recently.  He  backed  off  a 
h-stakes  bid  for  Germany's  bankrupt 
-ch  Media  and  is  enlisting  partners 
share  the  risk  for  a  $1  billion  bid  for 
ly's  Telepiu  pay  channel.  Meanwhile, 
\vs  Corp.  execs  have  been  bolstering 
:  |  balance  sheet,  slashing  $200  million  a 
ir  with  moves  like  cutting  the  number 
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of  made-for-TV  movies 
Fox  Television  Network 
makes,  hiring  less  ex- 
pensive local  cameramen 
for  sports  events,  and 
finding  partners  to  help 
pay  for  Fox  films. 

And  in  Hollywood, 
hits  such  as  Ice  Age  and 
DVD  sales  from  Planet  of 
the  Apes  helped  lift 
News  Corp.  revenues  by 
10%  this  year.  Ratings 
are  up  at  the  Fox  News 
and  fx  cable  channels. 
With  $1.5  billion  in  free 
cash  flow,  Murdoch  has 
paid  down  $2  billion  in  debt  while  build- 
ing a  $3  billion  cash  war  chest.  Even 
the  Fox  network,  where  ratings  dropped 
6.5%  last  year,  is  on  the  mend.  Its  sum- 
mer hit,  American  Idol,  is  providing  a 
showcase  to  promote  Fox's  fall  lineup. 

Wall  Street  is  buying  Murdoch's  new 
act.  Since  July  31,  News  Corp.'s  stock 
has  risen  19%,  more  than  any  other  me- 
dia company.  "We're  encouraged  by  their 
attention  to  free  cash  flow,  strengthening 
the  balance  sheet,  and  management's  re- 
straint on  the  deal  front,"  says  Merrill 
Lynch  &  Co.  analyst  Jessica  Reif  Cohen. 

Don't  look  for  more  restraint  from 
Murdoch,  though,  if  DirecTV  suddenly 
becomes  available.  And  unlike  his  pro- 


SKY-HIGH 

Satellite  TV  service  is  expected 

to  grow  steadily  in  the  next 

four  years 


posal  last  year — which 
called  for  creating  a  sep- 
arate company  for  his 
satellite  and  technology 
holdings  to  be  able  to 
raise  public  money — this 
time  Murdoch  could  like- 
ly tap  his  own  balance 
sheet.  John  C.  Malone's 
Liberty  Media,  which 
last  time  around  pledged 
$1  billion  to  help  Mur- 
doch get  DirecTV,  says 
hell  be  back.  Sources  say 
that  Microsoft  Corp., 
which  was  in  for  $3  bil- 
lion, would  likely  still  be 
interested.  Since  it's  unlikely  a  rival  bid- 
der would  emerge  again,  one  scenario 
has  Murdoch  paying  just  $6  billion  or  so 
for  gm's  controlling  30%  stake  in  Direc- 
TV's holding  company  Hughes  Electronics 
Corp.  instead  of  bidding  for  the  whole 
company  says  a  top  Murdoch  ally. 

A  lot  could  still  change.  Ergen  isn't 
likely  to  give  up  without  a  fight  and 
could  still  offer  concessions  to  regulators 
that  might  cinch  his  deal.  DirecTV's  man- 
agement, which  doesn't  like  Murdoch, 
could  offer  its  own  buyout  plan.  But  Mur- 
doch is  back  in  the  hunt.  The  funk  has 
definitely  lifted. 

By  Ronald  Grover  in  Los  Angeles, 
with  Lorraine  Woellert  in  Washington 
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THE  SECRET  TO  SUCCESS? 
CHALLENGE.  REWARD.  REPEAT. 

There  are  victories  large  and  small  in  business,  and  Lands' 
End*  rewards  to  match.  Whether  you're  celebrating 
the  opening  of  a  small  store  or  the  close  of  a  big  deal, 
we'll  help  you  make  the  event  memorable  -  for  six 
employees  or  six  thousand. 

Call  today  for  a  catalog  of  logo'd  apparel,  gift  certificates, 
and  creative  approaches  to  recognizing  achievement. 
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Information  Technology 


THE  INTERNET 


CAN  YAHOO 
MAKE  'EM  PAY? 

The  Net  portal's  turnaround  reaches  a  critical  pass 


It's  a  blistering  August  morning  in 
Silicon  Valley,  and  Terry  S.  Semel, 
chief  executive  of  Yahoo!  Inc.,  sits 
back  sipping  a  Diet  Coke.  Under 
Semel's  leadership,  the  legendary  In- 
ternet portal  has  slogged  its  way 
through  a  Death  Valley  of  Web  adver- 
tising, posting  in  July  a  second-quarter 
profit  of  $21.4  million.  Those  are  Ya- 
hoo's first  black  numbers  since  the  last 
gasp  escaped  from  the  Net  bubble  in 
late  2000.  But  Semel,  a  former  top  stu- 
dio executive  at  Warner  Bros.  Inc., 
doesn't  waste  much  breath  on  his  rescue 
work  at  Yahoo.  Instead,  he  focuses  on 
the  transformation  ahead.  Leaning  for- 
ward on  his  elbows,  Semel  says:  "We're 


going  to  change  the  way  people  access 
the  Internet." 

That's  the  linchpin  of  Yahoo's  strate- 
gy— and  could  well  determine  whether 
the  portal's  turnaround  is  fleeting  or  just 
getting  its  legs.  Within  the  next  four 
weeks,  Yahoo  will  begin  sell 
ing  high-speed  In- 
ternet access 
through  an  ex- 
clusive part- 
nership with  sbc 

Communications  Inc.  SBC  subscribers  who 
sign  up  for  the  service  will  automatically 
reach  the  Web  through  a  Yahoo  portal. 
Yahoo  will  take  a  cut  of  the  subscrip- 
tion fees,  an  average  of  $3  to  $5  a  month, 


REWRITING  THE  SCRIPT 

As  Web  ads  dry  up,  Sem< 
has  little  choice  but  to 
seek  new  income  source 


predict  analysts.  Once  bro; 
band  customers  are  on  boa 
Semel  plans  to  sell  them 
host  of  offerings,  from  ent 
tainment  downloads  to  its 
line  personals.  Add  it  all 
and  this  could  generate  $1 
million  next  year  for  Yahoc 
46%  of  the  company's  proje 
ed  2003  growth,  according 
wr  Hambrecht  &  Co. 

If  the  broadband  offering 
a  winner,  Yahoo  could  pre 
that  a  stand-alone  Net-cont< 
company  can  compete  in 
world  of  media  conglomerat 
Such  an  idea  long  seemed  f 
fetched,  especially  after 
acquired  Time  Warner  in  2( 
and  promised  to  cross-sell 
line  advertising  with  print ; 
television  ads — something 
hoo  can't  match.  But  aol  Tu 
Warner  Inc.'s  struggle 
stitch  its  offerings  togetl 
lends  Yahoo's  simpler  mo< 
renewed  credence.  "Yaho 
not  at  a  disadvantage,"  says  Kelly  C 
roon,  e-business  director  at  Miller  Bre 
ing  Co.,  a  big  Yahoo  advertiser, 
would  love  to  see  better  integrated  p 
grams,  but  nobody  has  shown  us  one. 
Still,  Yahoo's  broadband  offering  is 
slam  dunk,  sbc  spans  13  states  and  3r 
of  the  territory  covered  by  the  Ba 
Bells.  Microsoft  Corp.'s  msn,  by  contra 
beat  out  Yahoo  and  AOL  to  create 
partnership  with  Verizon  Communi* 
tions.  Add  that  to  Microsoft's  earl: 
deal  with  Qwest  Communications  Ink 
national  Inc.,  and  the  software  giant  I 
45%  of  the  Baby  Bell  business  tied  u 
To  gain  greater  access  to  custome 
Semel  has  to  create  a  rich  high-spe 
channel  to  the  Internet.  Only  then 
other  cable  and  phone  carriers  likely 
ink  deals  with  Yahoo.  To  entice  the 
Semel's  planning  to  offer  enhanced 
mail  with  ma 
moth  stora 
capacity 


a  host  of 
tertainment  serv 
es.  Still,  rivals  say  Yah 
is  facing  a  rough  slog.  "Yahoo's 
far  out  from  their  field  of  expertis 
says  Bob  Visse,  director  of  MSN.  "We' 
been  at  the  [Net-access]  game  1 
seven  or  eight  years,  and  a  long  leai 
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ing  curve  goes  into  being  successful." 

Semel  can't  afford  to  get  this  wrong. 
So  far,  he  has  managed  to  prop  up  Ya- 
hoo's financials  by  cutting  costs  and 
pushing  into  new  businesses.  But  these 
successes  mask  his  most  serious  prob- 
lem. Yahoo,  a  company  built  on  adver- 
tising, is  seeing  its  core  business  con- 
tinue to  shrivel.  Ad  sales,  which  account 
for  60%  of  its  business,  are  lagging  be- 
hind the  rest  of  the 
market.  Industry  spend- 
ing on  such  ads  climbed 
1%  in  the  first -half  of 
2002,  according  to  re- 
searcher cmr,  yet  Ya- 
hoo's ad  sales  tumbled 
14%  in  the  same  period. 
"It's  still  too  early  to 
get  excited  about  Ya- 
hoo's performance,"  says 
WR  Hambrecht  analyst 
Derek  Brown. 

Semel  is  undaunted. 
Despite  Yahoo's  chal- 
lenges, he's  on  pace  to 
meet  one  major  goal: 
making  half  of  Yahoo's 
money  from  beyond  Net 
advertising  by  2004. 
Non-ad  revenues  are 
expected  to  jump  from 
23%  of  Yahoo's  total  in 
2001  to  41%  by  yearend. 
Semel  has  done  this  by 
pounding  a  money-mak- 
ing philosophy  into  the 
3,500-person  business.  It 
has  prompted  every- 
thing from  the  acquisi- 
tion of  HotJobs.com  to 
Yahoo  taking  a  bigger 
slice  of  transactions  from 
its  online  mall.  "Terry 
has  turned  Yahoo  into  a 
company  that  acts  like 
adults.  It's  going  to  be- 
come a  great  selling 
mechanism,"  says  Barry 
Diller,  CEO  of  USA  Inter- 
active Inc. 

This  means  Semel 
must  turn  more  of  Ya- 
hoo's passersby  into  pay- 
ing customers.  Currently, 
the  number  reaches  1 
million — or  0.5%  of  Yahoo's  200  million 
quarterly  users.  Bolstered  by  broadband 
customers.  Semel  hopes  to  double  the 
number  of  paying  customers  by  the  end 
of  this  year. 

Meanwhile,  he's  digging  deep  to  find 
non-advertising  businesses.  In  Decem- 
ber, he  spent  $436  million  in  a  hostile 
bid  to  land  recruitment  site  HotJobs.com 
Ltd.  That  deal,  say  analysts,  should  add 


$87  million  to  Yahoo's  revenues  this  year. 
Indeed,  HotJobs,  along  with  a  new  part- 
nership with  Overture  Services  Inc.,  a 
paid  search  engine,  accounts  for  nearly 
all  of  Yahoo's  growth.  This  year,  rev- 
enues should  reach  $928.6  million,  up 
30%  from  $717.4  million  in  2001.  Last 
year's  net  loss  of  $92.8  million  should 
improve  to  a  positive  $24.2  million,  ac- 
cording to  wr  Hambrecht's  Brown.    - 


REBUILDING  YAHOO'S  ENGINE 

Before  the  online-advertising  market  fell  apart,  Yahoo 

churned  out  profits  with  a  business  fueled  90%  by  Internet  ads 

Now,  Semel  is  attempting  to  build  a  more  diverse  company 


SEMEL'S  BETS 

INTERNET  ACCESS  SBC 

Communications  delivers  high-speed 
Net  access,  and  Yahoo  provides  the 
Web  portal.  The  partnership  is 
expected  to  earn  Yahoo  $3  to  $5  per 
subscriber  each  month. 

CUSTOMER  SUBSCRIPTIONS 

Customers  are  slowly  starting  to  pay 
Yahoo  for  supersize  e-mail  accounts 
and  personal  listings.  But  other 
services,  including  its  music- 
subscription  offering,  have  been  duds. 

SHOPPING  By  providing  low 
replacement  fees  for  thousands  of 
merchants  and  taking  a  bigger  sliver 
of  each  transaction,  Yahoo's 
e-commerce  business  has  ballooned 
180%  in  the  past  year. 

CLASSIFIEDS  Classified  ads  for  jobs, 
real  estate,  and  cars  are  moving 
online.  After  acquiring  job-listing  site 
HotJobs.com  last  December,  Semel  is 
eyeing  listing  fees  from  auto  dealers 
and  real-estate  agents. 

ONLINE  ADVERTISING  Net 

advertising  will  still  account  for  more 
than  half  of  the  portal's  sales  through 
2004.  Ad  revenues  have  bounced 
between  $120  million  and  $140 
million  during  the  past  six  quarters. 


CHANCES 

The  Net  is 
littered  with 
content-access 
partnerships  gone  bad, 
but  SBC's  3%  stake 
in  Yahoo  may  help. 

Despite  being  an 
important  focus 
for  nearly  two 
years,  service  fees  still 
make  up  less  than  5% 
of  Yahoo's  revenues. 

Yahoo  is 

1  gaining  ground 

against 
e-commerce  stalwarts 
such  as  Amazon.com 
and  eBay. 

These  should  be 
big  businesses 
for  Yahoo,  but  it 
has  to  make  gains  on 
strong  rivals  like  MSN's 
real  estate  listings. 

When  the 
advertisers  do 
come  back, 
Yahoo's  overhauled  sales 
team  should  be  ready 
to  pounce. 


The  trick  will  be  to  turn  new  deals, 
such  as  its  HotJobs  acquisition,  into 
lasting  breadwinners.  And  this  will  be 
tough.  In  August,  the  parent  company 
of  online-recruitment  market  leader 
Monster  recently  reduced  earnings  es- 
timates, citing  a  weak  labor  market. 
Semel  won't  discuss  HotJobs'  perform- 
ance. But  according  to  comScore  Media 
Metrix.  HotJobs'  Internet  traffic  has 


plunged  by  half  since  the  start  of 
year,  while  Monster's  has  manage 
inch  up.  This  means  that  Semel, 
has  banked  on  HotJobs  for  much  of 
year's  growth,  could  be  hard-pres 
to  keep  numbers  rising  next  year.  " 
hoo's  year-over-year  numbers  becc 
a  bit  more  challenging  in  early  2CMi 
says    Jeetil    Patel,    an    analyst 
Deutsche  Bank  Alex.  Brown. 

Success  in  broadb* 
though,  could  change 
mood.  And   if  Sem 
plan  starts  firing  on 
cylinders,  Yahoo  co 
regain  its  glitter.  Bui 
Piper  Jaffray  proje 
the  company's  sales 
grow  at  a  30%-plus 
over  the  next  two  ye 
reaching  $1.2  billior 
2003.  That  explains  v 
its  stock  trades 
times  2003  earnin 
more  than  Microsoft 
27),  AOL  (13),  and  n 
every  other  tech  or 
dia  company. 

If  the  broadband 
doesn't  pan  out,  Yah 
lofty  valuation  will 
tough  to  justify. 
U.S.  broadband  mar 
is  expected  to  triple 
32  million,  by  2005. 
far,  neither  aol  nor 
crosoft  has  gained 
dominant  position,  wl 
leaves  an  open  door 
the  Yahoo-SBC  ventu 
SBC  is  a  formida 
partner  with  the  larg 
digital-subscriber-line  < 
tomer  base  among 
Baby  Bells.  And 
phone  company's 
stake  in  Yahoo  sho 
bolster  its  commitm 
to  the  deal.  Already 
preliminary  dial-up  p; 
nership  launched  by 
two  companies  in  Jt 
has  boosted  SBC's  B 
scription  rates  20%  ab 
its  anticipated  levels. 
So  far,  it's  Sem 
execution  that  has  nudged  Yahoo  i 
the  black.  But  to  turn  Yahoo's  shc| 
term  gains  into  a  full-blown  comebs 
the  ex-movie  mogul  needs  a  powei 
dose  of  execution — and  a  healthy  s 
of  good  fortune.  This  bid  to  rem: 
Yahoo  is  nothing  less  than  a  superr. 
duction.  And  a  Hollywood  ending  is 
from  assured. 

By  Ben  Elgin  in  Sunnyvale,  Cc 


94  BusinessWeek  /  September  9.  2002 


r 


n  de  Bellerive  23,  PO  Box  915 
001  Lausanne,  Switzerland 
♦4121618  03  42 
+4121618  0715 
'   mail:  info@imd.ch 


Real  World.  Real  Learning' 


www.imd.ch 


BEHIND  EVERY  GOOD  TEAM 
IS  A  GREAT  COACH 


Why  should  business  be  any  different? 

A  good  coach  can  make  a  world  of  difference  to  a 
player's  performance  and  to  the  team  as  a  whole. 

The  same  rule  applies  to  business.  Whether  you  are  a 
CEO,  senior  executive  or  manager,  a  chance  to  reflect 
and  explore  new  game  plans,  can  mean  the  difference 
between  profit...  and  loss. 

As  a  participant  in  one  of  IMD's  executive  education 
programs,  our  Faculty  experts  will  help  you  build  on 
your  natural  leadership  skills,  develop  new  tools,  and 
challenge  you  to  think  differently  about  the  tasks  ahead. 

Expect  some  post-match  analysis.  As  well  as 
critically  reviewing  your  own  experiences,  you  will 
examine  and  debate  real  strategies  taken  by  real 
companies  faced  with  real  problems. 

You  will  leave  IMD  with  a  clearer  vision  for  yourself  and 
your  company.  Not  to  mention  the  knowledge  that  IMD 
and  a  network  of  new  friends  and  industry  peers  are  on 
the  sidelines  to  support  you. 

IMD's  Real  World.  Real  Learning  activities  include: 

Top  Management  Forums 

For  executives  at  very  senior  levels 
General  Management 

Driving  high-potential  managers  forward 
Leadership  and  Strategy 

For  specific  management  challenges 
Process  and  Functional  Management 

From  functional  to  broader  strategic  issues 
Joint  Programs  with  Other  Institutions 

Now  including  the  MIT  Sloan  School  of  Management 
Degree  Programs 

IMD's  highly  regarded  full-time  MBA  and  Executive  MBA 

For  full  program  details  visit  our  website  at  www.imd.ch 


002  survey  ranks  IM 
and  #2  worldwide  in  custom 


Environment 


COMMENTARY 


By  John  Carey 


GAS-GUZZLERS  ARE 


?  PURE  BUNK 


If  Americans'  cars,  suvs,  and  pick- 
up trucks  went  farther  on  each 
gallon  of  gas,  the  country  would 
reap  big  rewards:  less  pollution,  less 
potential  global  warming,  and  less  de- 
pendence on  Middle  Eastern  oil.  But 
whenever  Congress  tries  to  pass 
measures  to  boost  mileage  demands, 
Detroit  screams  bloody  murder: 
Higher  standards  will  kill  thousands 


achieved  with  market  mechanisms, 
such  as  increasing  gas  prices,  rather 
than  mandated  fuel  standards. 

The  first  myth  to  be  busted  is  that 
better  gas  mileage  means  smaller — 
and  less  safe — cars.  My  own  trusty 
1989  Honda  Accord  is  rated  at  34 
mph  on  the  highway:  darn  good.  But 
today,  I  can  buy  a  same-size  Toyota 
Corolla  with  32%  more  horsepower, 


Administration  (nhtsa).  It  estimate 
that  for  every  100-pound  reduction 
car  weight,  250  more  people  die  eac 
year.  Thus,  the  700-lb.-per-vehicle 
weight  loss  from  1976  to  1993, 
caused  largely  by  cafe  standards, 
led  to  an  extra  2,000  deaths  in  1993 

But  this  study  was  seriously  in- 
complete. It  used  data  only  up 
through  1993  models — before  most 


WHEN  BIGGER  IS  DEADLIER 

Annual  accident-related  death  rates  per  million  vehicles,  for  the  1995-99  model  years 


DODGE  RAM  1500  QUAD  CAB  SLT 

4,969  lbs.    14/19  mpg 


HONDA  CIVIC  LX 

2,515  lbs.     30/38  mpg 


§5  Driver  deaths  in  these  vehicles 

136  Driver  deaths  in  vehicles  they  collided  with 


Data:  Marc  Ross.  University  of  Michigan;  Tom  Wenzel.  Lawrence  Berkeley  National  Laboratory;  Insurance  Institute  for  Highway  Safety;  Edmunds.com:  BusinessWeek 


of  Americans,  it  argues,  since  higher- 
mileage  cars  are  lighter  and  less  safe. 

The  claim  has  a  grain  of  truth.  If  I 
crash  a  Geo  Metro  head-on  into  your 
Chevy  Suburban  at  high  speed,  I'll 
be  dead,  while  you  might  get  away 
with  minor  injuries.  In  a  collision, 
"everyone  would  agree  that  you  tend 
to  fare  better  in  the  heavier  vehicle," 
says  transportation  and  energy  poli- 
cy expert  David  L.  Greene  of  Oak 
Ridge  National  Laboratory. 

But  beyond  that,  the  argument  is 
bunk.  "An  increase  in  fuel  economy 
does  not  have  to  translate  into  a  de- 
crease in  safety,"  says  Adrian  K. 
Lund,  chief  operating  officer  of  the 
Insurance  Institute  for  Highway  Safe- 
ty. Indeed,  new  studies  show  not  only 
that  drivers  of  pickups  and  suvs  are 
killed  at  a  higher  rate  than  drivers  in, 
say,  Toyota  Camrys,  but  also  that  a 
higher-mileage  fleet  could  actually  re- 
duce overall  deaths.  There's  no  need 
to  drag  people  out  of  suvs  and  force 
them  into  Geo  Metros.  Our  environ- 
mental and  safety  goals  can  be 


much  better  crash  protection,  and  a 
40-mpg  highway  rating.  With  innova- 
tions such  as  variable  valve  timing, 
even  many  of  today's  big  cars  and 
trucks  can  get  a  healthy  mileage  in- 
crease— enough  to  save  several  mil- 
lion barrels  of  oil  a  day.  "It  is  techni- 
cally feasible  and  potentially 
economical  to  improve  fuel  economy 
without  reducing  vehicle  weight  or 
size,"  concludes  a  recent  report  from 
the  National  Academy  of  Sciences. 

Additional  mileage  gains  would 
come  from  making  vehicles  lighter — 
not  smaller — by  switching  to  high- 
strength  steel,  aluminum,  and  plastics. 
These  materials  cost  more,  but  would 
allow  manufacturers  to  maintain  the 
dimensions  of  today's  cars.  In  safety 
terms,  that  means  plenty  of  "crush 
space,"  which  softens  the  impact. 

Meanwhile,  the  relationship  be- 
tween weight  and  safety  tends  to  get 
misstated.  Opponents  of  higher  cor- 
porate average  fuel  economy  (cafe) 
standards  often  cite  a  1997  study  by 
the  National  Highway  Traffic  Safety 


cars  came  with  side-impact  protec 
tion,  air  bags,  and  other  features, 
you  think  about  the  advances  in  safi 
ty  technology,  there  have  been 
tremendous  improvements  since 
1993,"  says  John  German,  Honda's 
manager  of  environment  and  energy 
analysis.  So  Honda  commissioned  DR 
to  redo  the  nhtsa  study  with  data 
up  to  1997  models.  The  result?  A 
100-lb.  reduction  in  vehicle  weight 
wasn't  associated  with  more  deaths. 

Similarly,  a  new  analysis  by  Marc 
H.  Ross  of  the  Physics  Dept.  at  the 
University  of  Michigan  and  Tom 
Wenzel  of  Lawrence  Berkeley  Na- 
tional Laboratory  finds  that  real  driv 
ing  risks  have  little  to  do  with 
weight.  Drivers  of  Ford  Explorers 
are  61%  more  likely  to  die  than  driv- 
ers of  l,000-lb.-lighter  Toyota  Cam- 
rys. "People  buy  suvs  thinking  that 
they  will  get  a  safety  benefit  because 
of  the  wTeight.  but  that  benefit  is  out- 
weighed by  the  increased  rollover 
risks,"  explains  Oak  Ridge's  Greene. 

And  w7hile  some  small  cars,  such 
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WHEN  YOUR  CASH  FLOW  IS  UNDER  CONTROL 
THERE'S  NO  TELLING  WHAT  YOU  CAN  ACCOMPLISH. 


Visa  Business  payment  solutions  may  be  just  what  you  need.  Our 
products,  services  and  savings  will  help  make  your  business  a  success. 


It's  everywhere  you  want  to  be? 


Call  1-800-725-6187  today  to  apply  for  the  Bank  One 
Visa  Platinum  Business  Card.  Please  mention  offer  All. 


BANK  =  ONE 


Chart  your  course 

to  international  investing 


T.  Rowe  Price  Guide  to  International  Investing.  If  you're 
considering  enhancing  your  portfolio  by  diversify- 
ing overseas,  our  international  investing  guide  can 
help  you  plot  your  course.  This  guide  explains  the 
benefits  and  risks  of  investing  abroad  and  helps  you 
execute  an  international  investment  strategy  that's 
appropriate  for  you. 

T.  Rowe  Price,  one  of  the  largest  international  fund 
managers,  has  a  wide  range  of  100%  no-load  inter- 
national funds.  International  investing  has  special 
risks,  including  currency  fluctuations. 

Call  today  for  your  free  guide  ,  or  visit  us  online. 


T.  Rowe  Price 
International 
Expertise 

•  Over  20  years' 
experience 
investing  abroad 

•  Worldwide  network 
of  in-house  analysts 

•  More  than 

S23  billion  in  foreign 
assets  under 
management* 


TROWEPRICE.COM/INTERNATIONALFUNDS 


1-800-541-1  737 


T.RoweRice 

INVEST    WITH    CONFIDENCE 


As  of  6/30/02.  For  more  information,  including  fees,  expenses,  and  risks,  request  a  fund  profile  or  prospectus:  read  it  carefully 
before  investing.  T.  Rowe  Price  Investment  Services,  Inc.  Distributor.  IP6064926 


THE  ALEUTIAN    Cjanaoa  aOOSe,  one  of  more  than  a  dozen  subspecies  of 
Canada  geese,  is  back  from  a  brush  with  extinction.  In  the  1960s,  there  were  only  a  few 
hundred  of  these  graceful  migratory  birds  left.  Today  they  numlier  more  than  30.000.  thanks 
in  large  pan  to  conservation  efforts  by  Ducks  Unlimited  and  others.  That's  a  job  well  done, 
but  more  work  remains.  Hundreds  of  other  wildlife  species  are  in  decline,  victims  of  habitat 
pollution,  and  competition  with  introduced  species.  They  need  your  help 


I  Cduc 


.Ducks  Unlimited 

Call  800-45-DUCKS  or  visit  DU*S  Web  site  at  www.ducks.org. 


Environment 


as  the  Dodge  Neon,  have  high  fa-  I 
tality  rates,  others,  like  Honda's  I 
Civic,  have  lower  driver-death  I 
rates  than  the  average  suv.  Part  I 
of  that  is  due  to  differences  among 
drivers.  But  to  Ross,  a  key  conclul 
sion  is  that  better  design  and  con- 1 
struction  trump  size  and  weight.    I 

Size  does  matter  when  really  I 
big  vehicles  crash  into  much  small-l 
er  ones.  But  this  problem  is  as  I 
much  a  matter  of  design  as  I 

weight.  The  high  frames  of  pick-  I 
ups  and  truck-based  suvs  typicallyl 
override  a  car's  crash  protection,  I 
acting  like  battering  rams.  "Being  I 
hit  by  an  suv  is  twice  as  risky  as  I 
being  struck  by  a  car  of  the  same  I 
weight,"  says  Hans  C.  Joksch,  a  I 
scientist  at  the  University  of  I 

Michigan  Transportation  Research  I 
Institute.  Some  vehicles  are  even  I 
worse.  In  Ross  and  Wenzel's  I 

analysis,  Dodge  Rams  are  more  I 
than  five  times  as  dangerous  to  I 
other  drivers  as  are  Buick  I 

LeSabres  or  Honda  Accords.  I 

As  a  result,  the  current  trend  oJ 
making  lower-riding  suvs  and  I 
pickups  should  bring  a  big  safety  I 
benefit.  More  gains  would  come  I 
from  making  these  trucks  lighter  I 
and  more  fuel-efficient.  One  way  I 
to  do  this  is  to  raise  cafe  stan-  I 
dards.  But  higher  fuel-economy  I 
standards  can  have  an  unintended  I 
effect:  By  making  vehicles  go  far-  I 
ther  per  gallon,  they  reduce  the  I 
cost  of  driving.  That  may  make  I 
people  drive — and  crash — more.     I 

A  better  approach  is  to  harness! 
market  forces.  Raising  gas  taxes  al 
few  cents  per  month  over  many  I 
months  would  give  consumers  an  I 
incentive  to  buy  higher-mileage  I 
vehicles,  argues  Leonard  Evans,  a  I 
former  traffic  and  safety  re-  I 

searcher  at  General  Motors  Corp.  I 
The  slow  phase-in  would  be  rela-  I 
tively  painless  economically,  since  I 
carmakers  would  have  time  to  de-l 
sign  and  build  the  fuel-sipping  I 
cars — and  the  savings  from  higher! 
efficiency  would  offset  the  slowly  I 
rising  price  of  gas.  And  since  the  I 
pocketbook  hit  would  be  biggest  I 
for  heavy  gas-guzzlers,  they  would! 
get  the  biggest  percentage  boost 
in  fuel  economy  through  new  tech! 
nologies.  The  bottom  line:  America! 
would  use  less  gas,  and  its  roads 
would  be  safer  for  everyone.  I 

Carey  covers  science  and  the      I 

environment.  I 
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Taipei  World  Trade  Center 

You  name  it,  we  make  it ! 
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Something  special  waits  you 
at  the  TWTC 

Magic  happens  every  second  at  the  world's  largest 
permanent  exhibition  center.  It  resonates  down  vast 
;  rows  of  glass  display  cases  where  your  perfect 
prospect  beckons!  That's  why  most  of  the  million- 
plus  visitors  who  attended  trade  shows  last  year 
maximized  their  prospects  by  checking  out  the 
Permanent  Trade  Mart.  Somewhere  in  that  trade 
mecca  they  found  that  "just  right "  item  sparkling 
with  quality,  innovation  at  astonishing  prices. 
Your  special  something  is  waiting  at: 
www.TaipeiTradeShows.com.tw 


'4-Arf*! 


Asia's  world  trade  window 


L  *&**    Taipei  World 
VW    Trade  Center 


Taipei  World  5  Hsin-yi  Rd..  Sec.  5.  Taipei. 

Trade  Center  Taiwan  110,  R.O.C. 

www.twtcmart.com.tw 


Tel:  886-2-2725-1111 
Fax:886-2-2725-1314 


Operated  by:   ^^  China  External  Trade 

2  2  Development  Council  (CETRA) 

www.taiwantrade.com.tw 


To  keep  up  the  growth, 
it  must  go  global  quickly 

The  Starbucks  coffee  shop  on  Sixth  Av- 
enue and  Pine  Street  in  downtown  Seat- 
tle sits  serene  and  orderly,  as  unre- 
markable as  any  other  in  the  chain 
bought  15  years  ago  by  entrepreneur 
Howard  Schultz.  A  little  less  than  three 
years  ago,  however,  the  quiet  storefront 
made  front  pages  around  the  world.  During 
the  World  Trade  Organization  talks  in  November,  1999,  pro- 
testers flooded  Seattle's  streets,  and  among  their  targets  was 
Starbucks,  a  symbol,  to  them,  of  free-market  capitalism  run 
amok,  another  multinational  out  to  blanket  the  earth.  Amid  the 
crowds  of  protesters  and  riot  police  were  black-masked  anar- 
chists who  trashed  the  store,  leaving  its  windows  smashed  and 
its  tasteful  green-and-white  decor  smelling  of  tear  gas  in- 
stead of  espresso.  Says  an  angry  Schultz:  "It's  hurtful.  I  think 
people  are  ill-informed.  It's  very  difficult  to  protest  against  a 
can  of  Coke,  a  bottle  of  Pepsi,  or  a  can  of  Folgers.  Star- 
bucks is  both  this  ubiquitous  brand  and  a  place  where  you  can 
go  and  break  a  window.  You  can't  break  a  can  of  Coke." 

The  store  was  quickly  repaired,  and  the  protesters  have 
scattered  to  other  cities.  Yet  cup  by  cup,  Starbucks  really  is 
caffeinating  the  world,  its  green-and-white  emblem  beckoning 
to  consumers  on  three  continents.  In  1999,  Starbucks  Corp. 
had  281  stores  abroad.  Today,  it  has  about  1,200 — and  it's  still 
in  the  early  stages  of  a  plan  to  colonize  the  globe.  If  the  pro- 
testers were  wrong  in  their  tactics,  they  weren't  wrong 
about  Starbucks'  ambitions.  They  were 
just  early. 

The     story     of     how 
Schultz  &  Co.  trans- 
formed a  pedestri- 
an  commodity 
into  an  up- 
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scale  consumer  accessory  has  a  fairy-tale  quality.  Starbucks 
has  grown  from  17  coffee  shops  in  Seattle  15  years  ago  to 
5,689  outlets  in  28  countries.  Sales  have  climbed  an  average  of 
20%  annually  since  the  company  went  public  10  years  ago,  to 
$2.6  billion  in  2001,  while  profits  bounded  ahead  an  average  of 
30%  per  year,  hitting  $181.2  million  last  year.  And  the  mo- 
mentum continues.  In  the  first  three  quarters  of  this  fiscal 
year,  sales  climbed  24%,  year  to  year,  to  $2.4  billion,  while 
profits,  excluding  onetime  charges  and  capital  gains,  rose 
25%,  to  $159.5  million. 

Moreover,  the  Starbucks  name  and  image  connect  with 
millions  of  consumers  around  the  globe.  It  was  one  of  the 
fastest-growing  brands  in  a  BusinessWeek  survey  of 
the  top  100  global  brands  published  Aug.  5.  At  a 
time  when  one  corporate  star  after  another  has 
crashed  to  earth,  brought  down  by  revelations  of 
earnings  misstatements,  executive  greed,  or  worse, 
Starbucks  hasn't  faltered.  The  company  confident- 
ly predicts  up  to  25%  annual  sales  and  earnings 
growth  this  year.  On  Wall  Street,  Starbucks  is  the 
last  great  growth  story.  Its  stock,  including  four 
splits,  has  soared  more  than  2,200%  over  the  past 
decade,  surpassing  Wal-Mart,  General  Electric,  PepsiCo, 
Coca-Cola,  Microsoft,  and  IBM  in  total  return.  Now  at  $21,  it 
is  hovering  near  its  all-time  high  of  $23  in  July,  before  the 
overall  market  drop. 

And  after  a  slowdown  last  fall  and  winter,  when  consumers 
seemed  to  draw  inward  after  September  11,  Starbucks  is 
rocketing  ahead  once  again.  Sales  in  stores  open  at  least  13 
months  grew 
by  6%  in 
the  43  weeks 
through  July 
28,    and    the 

company  predicts  monthly  same-store  sales  gains  as  high  as  7% 
through  the  end  of  this  fiscal  year.  That's  below  the  9%  growth 
rate  in  2000,  but  investors  seem  encouraged.  "We're  going  to 
see  a  lot  more  growth,"  says  Jerome  A.  Castellini,  president  of 
Chicago-based  CastleArk  Management,  which  controls  about 
300,000  Starbucks  shares.  "The  stock  is  on  a  run." 

But  how  long  can  that  run  last?  Already,  Schultz's  team  is 
hard-pressed  to  grind  out  new  profits  in  a  home  market  that  is 
quickly  becoming  saturated.  Amazingly,  with  4,247  stores  scat- 
tered across  the  U.  S.  and  Canada,  there  are  still  eight  states  in 
the  U.  S.  with  no  Starbucks  stores.  Frappuccino-free  cities  in- 
clude Butte,  Mont.,  and  Fargo,  N.  D.  But  big  cities,  affluent  sub- 
urbs, and  shopping  malls  are  full  to  the  brim.  In  coffee-crazed 
Seattle,  there  is  a  Starbucks  outlet  for  every  9,400  people, 
and  the  company  considers  that  the  upper  limit  of  coffee-shop 
saturation.  In  Manhattan's  24  square  miles,  Starbucks  has  124 
cafes,  with  four  more  on  the  way  this  year.  That's  one  for 
every  12,000  people — meaning  that  there  could  be  room  for 
even  more  stores.  Given  such  concentration,  it  is  likely  to  take 
annual  same-store  sales  increases  of  10%  or  more  if  the  com- 
pany is  going  to  match  its  historic  overall  sales  growth.  That,  as 
they  might  say  at  Starbucks,  is  a  tall  order  to  fill. 

Indeed,  the  crowding  of  so  many  stores  so  close  together 
has  become  a  national  joke,  eliciting  quips  such  as  this  head- 
line in  The  Onion,  a  satirical  publication:  "A  New  Starbucks 
Opens  in  Rest-room  of  Existing  Star- 
bucks." And  even  the  company  ad- 
mits that  while  its  practice  of  blan- 
keting an  area  with  stores  helps 
achieve  market  dominance,  it  can  cut 
sales  at  existing  outlets.  "We  probably 
self-cannibalize  our  stores  at  a  rate 
of  30%  a  year,"  Schultz  says.  Adds 
Lehman  Brothers  Inc.  analyst  Mitchell 
Speiser:  "Starbucks  is  at  a  defining 


Competition  and 
Japan's  depressed 
economy  have  blown 
the  foam  off  same- 
store  sales  growth, 
down  for  10  months 
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COLONIES, 

ONE  CUP 

AT  A  TIME 

10,000  stores  in 
three  years? 


point  in  its 
growth.  It's  reach- 
ing a  level  that 
makes  it  harder 
and  harder  to 
grow,  just  due  to 
the  law  of  large 
numbers." 

To  duplicate  the 
staggering  returns 
of  its  first  decade, 
Starbucks  has  no 

choice  but  to  export  its  concept  aggres- 
sively. Indeed,  some  analysts  give  Star- 
bucks only  two  years  at  most  before  it 
saturates  the  U.S.  market.  The  chain 
now  operates  1,200  international  outlets, 
from  Beijing  to  Bristol.  That  leaves  plen- 
ty of  room  to  grow.  Indeed,  about  400  of 
its  planned  1,200  new  stores  this  year 
will  be  built  overseas,  representing  a  35% 
increase  in  its  foreign  base.  Starbucks 
expects  to  double  the  number  of  its 
stores  worldwide,   to   10,000  in   three 
years.  During  the  past  12  months,  the 
chain   has    opened    stores    in    Vienna, 
Zurich,  Madrid,  Berlin,  and  even  in  far- 
off  Jakarta.  Athens  comes  next 
And  within  the  next  year,  Star 
bucks  plans  to  move  into  Mex- 
ico and  Puerto  Rico.  But  glob- 
al expansion  poses  huge  risks 
for  Starbucks.  For  one  thing, 
it  makes  less  money  on  each 
overseas  store  because  most 
of  them  are  operated  with  local 
partners.  While  that  makes  it 
easier  to  start  up  on  foreign   turf, 
it  reduces  the  company's  share  of  the 
profits  to  only  20%  to  50%. 

Moreover,  Starbucks  must  cope  with 
some  predictable  challenges  of  becoming  a  mature  company  in 
the  U.  S.  After  riding  the  wave  of  successful  baby  boomers 
through  the  '90s,  the  company  faces  an  ominously  hostile 
reception  from  its  future  consumers,  the  twenty-  or  thir- 

tysomethings  of  Gen- 
eration X.  Not  only 
are  the  activists 
among  them  turned 
off  by  the  power  and  image  of  the  well-known  brand,  but 
many  others  say  that  Starbucks'  latte-sipping  sophisticates 
and  piped-in  Kenny  G  music  are  a  real  turn-off.  They  don't 
feel  wanted  in  a  place  that  sells  designer  coffee  at  $3  a  cup. 
Even  the  thirst  of  loyalists  for  high-price  coffee  can't  be 
taken  for  granted.  Star- 
bucks' growth  over  the 
past  decade  coincided 
with  a  remarkable  surge 
in  the  economy.  Consumer 
spending  has  continued 
strong  in  the  downturn,  but 
if  that  changes,  those  $3 
lattes  might  be  an  easy 
place  for  people  on  a  budget 
to  cut  back.  Starbucks  exec- 
utives insist  that  won't 
happen,  pointing  out  that  /" 
even  in  the  weeks  fol- 
lowing the  terrorist  at- 
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STARBUCKS  KEEPS 
GRINDING  OUT  PROFITS. 
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1      at- 


tacks, same-store  comparisons  stayed  positive  while  th| 
of  other  retailers  skidded. 

Starbucks  also  faces  slumping  morale  and  employee  bi 
among  its  store  managers  and  its  once-cheery  army  of  barisl 
Stock  options  for  part-timers  in  the  restaurant  business  w;| 
Starbucks  innovation  that  once  commanded  awe  and  resjl 
from  its  employees.  But  now,  though  employees  are  still  \\ 
better  than  comparable  workers  elsewhere — about  $7 
hour — many  regard  the  job  as 
just  another  fast-food  gig.  Dis- 
satisfaction over  odd  hours 
and  low  pay  is  affecting  the 
quality  of  the  normally 
sterling  service  and 
even  the  coffee  it- 
self, say  some  cus- 
tomers and  employ- 
ees. Frustrated 
store  managers 
among  the  compa- 
ny's roughly  470  Cal- 
ifornia stores  sued 
Starbucks  in  2001 
for  allegedly  refusing 
to  pay  legally  man- 
dated overtime.  Starbucks 

settled  the  suit  for  $18  million  this  past  April,  sha\ 
.03  per  share  off  an  otherwise  strong  second  quai 


, 


However,  the  heart  of  the  complaint — 
feeling  overworked  and  underappreciated — 
doesn't  seem  to  be  going  aw* 
To  be  sure,  Starbucks  has  a  lot  going  for  it 
confronts  the  challenge  of  maintaining  its  growth-  Near- 
of  debt,  it  fuels  expansion  with  internal  cash  flow. 
Starbucks  can  maintain  a  tight  grip  on  its  image  be- 
te  stores  are  company-owned:  There  are  no  fran- 
to  get  sloppy  about  running  things.  By  relying  on 
tique  and  word-of-mouth,  whether  here  or  overseas, 
Bompany  saves  a  bundle  on  marketing  costs.  Starbucks 
spends  just  $30  million  annual- 
on  advertising,  or  roughly 
of  hbfcouc*,  nuwj  jut 


for  new  flavors  of  coffee 
drinks  in  the  summer 
and  product  launch- 
es, such  as  its 
new    in-store 
Web  service. 
Most  consumer 
companies  its  size 
shell  out  upwards  of 
$300   million    per   year. 
Moreover,  unlike  a  Mc- 
Donald's or  a  Gap  Inc., 
two   other  retailers   that 
rapidly  grew  in  the  U.S.,  Star- 


bucks has  no  nationwide  competitor. 
Starbucks  also  has  a  well-seasoned 
management  team.  Schultz,  49.  stepped 
down  as  chief  executive  in  2000  to  be- 
come chairman  and  chief  global 
Grin  Smith,  60,  the 
company's  numbers-cruncher, 
is  D  and  in  charge  of 

day-to-day  operations.  The 
head  of  North  American  op- 
erations is  Howard  Behar,  57. 
a  retailing  expert  who  re- 
turned  last   September,   two 
■n  after  retiring.  The  man- 
agement trio  is  known  as  H20,  for 
Howard,  Howard,  and  Orin. 

Schultz  remains  the  heart  and  soul  of 
the  operation.  Raised  in  a  Brooklyn  pub- 
lic-housing project,  he  found  his  way  to 
r bucks,  a  tiny  chain  of  Seattle  coffee 
:;s,  as  a  marketing  executive  in  the 
early  30b.  The  name  came  about  when 
the  original  owners  looked  to  Seattle  his- 
tory for  inspiration  and  chose  the  moniker 
of  an  old  mining  camp:  Starbo.  Further 
refinement  led  to  Starbucks,  after  the 
first  mate  in  Moby-  L/'/rk,  which  they  felt 
-:ed  the  seafaring  romance  of  the  ear- 
ly coffee  traders  Chence  the  mermaid 
logo;.  Schultz  got  the  idea  for  the  modern 
Starbucks  format  while  visiting  a  Milan 
coffee  bar.  He  bought  out  his  bosses  in 
1987  and  began  expanding.  Today,  Schultz 
has  a  net  worth  of  about  $700  million,  in- 
cluding $400  million  of  company  stock. 

Starbucks  has  come  light  years  from 
those  humble  beginnings,  but  Schultz  and 
his  team  still  think  there's  room  to  g? 
in  the  U.S.— even  in  communities  where 
the  chain  already  has  dozens  of  stores. 
Clustering  stores  increases  total  revenue 
and  market  share,  Smith  argues,  even  when  individual  stores 
poach  on  each  other's  sales.  The  strategy  works,  he  says,  be- 
cause of  Starbucks'  size.  It  is  large  enough  to  absorb  losses  at 
existing  stores  as  new  ones  open  up,  and  soon  overall  sales 
grow  beyond  what  they  would  have  with  just  one  store. 
Meanwhile,  ifs  cheaper  to  deliver  to  and  manage  stores  located 

dose  together.  And  by  cluster- 
ing, Starbucks  can  quickly 
dominate  a  local  market. 
The  company  is  still  capa- 
ble of  designing  and 
opening  a  store  in  16 
weeks  or  less  and  re- 
couping the  initial  in- 
tment  in  three 
years.  The  stores  may  be 
oases  of  tranquility,  but 
management's  expansion 
tactics  are  something 
else.  Take  what  critics 
call  its  "predatory  real 
estate"  strategy — paying 
more  than  market-rate  rents  to 
keep  competitors  out  of  a  location.  David  C.  Schomer,  owner  of 
resso  Vivace  in  Seattle's  hip  Capitol  Hill  neighborhood, 
says  Starbucks  approached  his  landlord  and  offered  to  pay 
nearly  double  the  rate  to  put  a  coffee  shop  in  the  same  build- 
ing. The  landlord  stuck  with  Schomer,  who  says:  "It's  a  tittle 
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When  software  lets  you  connect  with  customers  when  and  where  they  want,  tft 
business  with  .NET.  The  more  ways  you  can  connect  with  your  customers,  the  more  opportun 
you  have  to  build  effective  relationships  with  them.  .NET  connected  software  from  Microsoft 


Trans  World  Entertainment  Corporation's  FYE  brand,  a  worldwide  leader  in  music  and  video  retailing,  uses  .NET  connecte 
software  to  deliver  a  personalized  entertainment  experience  at  every  customer  touch-point  in  their  700  stores  an 
at  fye.com.  As  a  result,  they've  strengthened  customer  relationships  and  further  extended  the  value  of  their  bran 


©  2002  Microsoft  Corporation.  All  rights  reserved.  Microsoft  is  a  registered  trademark  of  Microsoft  Corporation  in  the  United  States  and/or  other  countries.  The  names  of  actual  companies  and  products  mentioned  herein  I 
trademarks  of  their  respective  owners. 
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;onnect  with  customers  on  any  device,  whether  it's  a  PC,  cell  phone,  handheld,  or  store 
So  you  can  provide  higher  levels  of  responsiveness  and  personalization  that  bring  you  even 
r  to  each  customer.  That's  one  degree  of  separation.  That's  business  with  .NET.  Find  out  how 
connected  software  can  help  you  connect  with  customers  in  new  ways. 
microsoft.com/enterprise   Software  for  the  Agile  Business. 
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disconcerting  to  know 
that  someone  is  willing 
to  pay  twice  the  going 
rate."  Another  time, 
Starbucks  and  Tully's 
Coffee  Corp.,  a  Seat- 
tle-based coffee  chain, 
were  competing  for  a 
space  in  the  city.  Star- 
bucks got  the  lease  but 
vacated  the  premises 
before  the  term  was 
up.  Still,  rather  than 
let  Tully's  get  the 
space,  Starbucks  de- 
cided to  pay  the  rent 
on  the  empty  store  so 
its  competitor  could 
not  move  in.  Schultz 
makes  no  apologies  for 
the  hardball  tactics.  "The  real  estate  business  in  America  is  a 
very,  very  tough  game,"  he  says.  "It's  not  for  the  faint  of 
heart." 

Still,  the  company's  strategy  could  backfire.  Not  only  will 
neighborhood  activists  and  local  businesses  increasingly  resent 
the  tactics,  but  customers  could  also  grow  annoyed  over 
having  fewer  choices.  Moreover,  analysts  contend  that  Star- 
bucks can  maintain  about  15%  square-footage  growth  in  the 

U.  S. — equivalent  to 
550  new  stores — for 
only  about  two  more 
years.  After  that,  it 
wall  have  to  depend  on  overseas  growth  to  maintain  annual 
20%  revenue  growth. 

Starbucks  was  hoping  to  make  up  much  of  that  growth 
with  more  sales  of  food  and  other  noncoffee  items,  but  has 
stumbled  somewhat.  In  the  late  '90s,  Schultz  thought  that  of- 
fering $8  sandwiches,  desserts,  and  CDs  in  his  stores  and 
selling  packaged  coffee  in  supermarkets  would  significantly 
boost  sales.  The  specialty  business  now  accounts  for  about 
16%  of  sales,  but  growth  has  been  less  than  expected.  A 
healthy  19%  this  year,  it's  still  far  below  the  38%  growth  rate 
of  fiscal  2000.  That  suggests  that  while  coffee  can  command 
high  prices  in  a  slump,  food — at  least  at  Starbucks — cannot. 
One  of  Behar's  most  important  goals  is  to  improve  that 
record.  For  instance,  the  company  now  has  a  test  program  of 
serving  hot  breakfasts  in  20  Seattle  stores  and  may  move  to 
expand  supermarket  sales  of  wyhole  beans. 

What's  more  important  for  the  bottom  line,  though,  is  that 
Starbucks  has  proven  to  be  highly  innovative  in  the  way  it 
sells  its  main  course:  coffee.  In  800  locations  it  has  installed 
automatic  espresso  machines  to  speed  up  service.  And  in 

Starbucks  has  a 

well-seasoned 

management 

trio.  Behar,  a 

retailing  expert, 

came  out  of 

retirement  to 

head  North 

American 

operations 
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November,  it  beg 
fering  prepaid   St 
bucks    cards,    pril 
from  $5  to  $500,  wr| 
clerks  swipe  throu 
reader    to    deduct 
sale.   That,   says 
company,  cuts  tr 
tion    times    in 
Starbucks  has  sold 
million  of  the  cardsl 
In    early    AugJ 
Starbucks      launclj 
Starbucks  Express,J 
boldest  experiment 
which  blends  Java,  \| 
technology,  and  fasl 
service.  At  about  [ 
stores  in  the  Den] 
area,    customers 
pre-order  and  prepay  for  beverages  and  pastries  via  phontl 
on  the  Starbucks  Express  Web  site.  They  just  make  the  calj 
click  the  mouse  before  arriving  at  the  store,  and  their  bever 
wall  be  waiting — with  their  name  printed  on  the  cup.  r| 
company  will  decide  in  January  on  a  national  launch. 

And  Starbucks  is  bent  on  even  more  fundamental  st| 
changes.  On  Aug.  21,  it  announced  expansion  of  a  high-sj 
wireless  Internet  service  to  about  1,200  Starbucks  location^ 
North  America  and  Europe.  Partners  in  the  project — wl 
Starbucks  calls  the  world's  largest  Wi-Fi  network — inclij 
Mobile  International,  a  wireless  subsidiary  of  Deuts| 
Telekom,  and  Hewlett-Packard.  Customers  sit  in  a  store 
check  e-mail,  surf  the  Web,  or  download  multimedia  pres 
tations  without  looking  for  connections  or  tripping  over  coil 
They  start  with  24  hours  of  free  wireless  broadband  bef| 
choosing  from  a  variety  of  monthly  subscription  plans. 

Starbucks  executives  hope  such  innovations  will  help  si 
mount  their  toughest  challenge  in  the  home  market:  attrq 
ing  the  next  generation  of  customers.  Younger  coffee 
already  feel  uncomfortable  in  the  stores.  The  company  knc 
that  because  it  once  had  a  group  of  twentysomethings  hi 
notized  for  a  market  study.  When  their  defenses  were  do'l 
out  came  the  bad  news.  "They  either  can't  afford  to  ll 
coffee  at  Starbucks,  or  the  only  peers  they  see  are  thl 
working  behind  the  counter,"  says  Mark  Barden,  who  c| 
ducted  the  research  for  the  Hal  Riney  &  Partners  ad  ageif 
(now  part  of  Publicis  Worldwide)  in  San  Francisco.  One  of  [ 
recurring  themes  the  hypnosis  brought  out  was  a  sense  t| 
"people  like  me  aren't  wrelcome  here  except  to  serve 
yuppies,"  he  says.  Then  there  are  those  who  just  find 
whole  Starbucks  scene  a  bit  pretentious.  Katie  Kelleher,  211 
Chicago  paralegal,  is  put  off  by  Starbucks'  Italian  terming 

CEO  Smith 
is  the  beans 
counter.  The 
company  can 
open  a  store 
in  16  weeks 
or  less  and 
recoup  the 
investment  in 
three  years 


more  stimulating  Acura  3.5RL.  Want  a  rush?  With  a  225-hp  engine  and  autobahn-tested  suspension,  you'll  enjoy 
roved  acceleration  and  superior  handling.  And  with  an  Acura/Bose®  Music  System  with  6-disc  CD  changer  and  available 
itar®  system,  you  might  drive  right  past  the  coffee  shop.  Call  1-800-TO-Acura  or  visit  acura.com.    ®ACURA 
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CAREER  PATH  Started  as 
a  sales  trainee  for  Xerox; 
rose  to  VP  of  U.S.  sales 
for  Hammerplast,  a  house- 
wares subsidiary  of 
Swedish-based  Perstorp; 
joined  Starbucks  in  1982 
in  sales  and  marketing. 
Became  chairman  and 
CEO  after  buying  out  origi- 
nal owners  in  1987. 


HOWARD  SCHULTZ 


BORN  July  19, 
1953,  Brook- 
lyn, N.Y. 

CHILDHOOD  Raised  in 
housing  projects  in  Canar- 
sie,  Brooklyn,  a  blue-collar 
neighborhood;  father  held 
various  odd  jobs,  from 
truck  driver  to  factory 
worker. 

EDUCATION  Star  quarter- 
back at  Canarsie  High 
School.  Attended  Northern 
Michigan  University  on 
football  scholarship  and 
earned  a  BS  in  communi- 
cations, 1975. 


gy  of  grande  and  venti  for  cof- 
fee sizes.  She  goes  to  Dunkin' 
Donuts,  saying:  "Small,  medi- 
um, and  large  is  fine  for  me." 
As  it  expands,  Starbucks 
faces  another  big  risk:  that  of 
becoming  a  far  less  special 
place  for  its  employees.  For  a 
company  modeled  around  en- 
thusiastic service,  that  could 
have  dire  consequences  for 
both  image  and  sales.  During 
its  growth  spurt  of  the  mid- 
to  late-1990s,  Starbucks  had 
the  lowest  employee  turnover  rate  of  any  restaurant  or  fast- 
food  company,  largely  thanks  to  its  then  unheard-of  policy  of 
giving  health  insurance  and  modest  stock  options  to  part- 
timers  making  barely  more  than  minimum  wage. 

Such  perks  are  no  longer  enough  to  keep  all  the  workers 
happy.  Starbucks'  pay  doesn't  come  close  to  matching  the 
workload  it  requires,  complain  some  staff.  Says  Carrie  Shay, 
a  former  store  manager  in  West  Hollywood,  Calif.:  "If  I 

were  making  a  decent 
living,  I'd  still  be 
there."  Shay,  one  of 
the  plaintiffs  in  the 
suit  against  the  company,  says  she  earned  $32,000  a  year  to 
run  a  store  with  10  to  15  part-time  employees.  She  hired  em- 
ployees, managed  their  schedules,  and  monitored  the  store's 
weekly  profit-and-loss  statement.  But  she  was  also  expected 
to  put  in  significant  time  behind  the  counter  and  had  to  sign 
an  affidavit  pledging  to  work  up  to  20  hours  of  overtime  a 
week  without  extra  pay — a  requirement  the  company  has 
dropped  since  the  settlement.  Smith  says  that  Starbucks  of- 
fers better  pay,  benefits,  and  training  than  comparable  com- 
panies, while  it  encourages  promotions  from  within. 

For  sure,  employee  discontent  is  far  from  the  image  Star- 
bucks wants  to  project  of  relaxed  workers  cheerfully  making 
cappuccinos.  But  perhaps  it  is  inevitable.  The  business  model 
calls  for  lots  of  low-wage  workers.  And  the  more  people  who 
are  hired  as  Starbucks  expands,  the  less  they  are  apt  to  feel 
connected  to  the  original  mission  of  high  service — bantering 
with  customers  and  treating  them  like  family.  Robert  J. 
Thompson,  a  professor  of  popular  culture  at  Syracuse  Uni- 
versity, says  of  Starbucks:  "It's  turning  out  to  be  one  of  the 
great  21st  century  American  success  stories — complete  with  all 
the  ambiguities." 

Overseas,  though,  the  whole  Starbucks  package  seems 
new  and,  to  many  young  people,  still  very  cool.  In  Vienna, 


OWNERSHIP  STAKE 

Owns  about  18  million 
shares,  worth  $400  mil- 
lion. Including  stakes  in 
eBay,  Mavron  Partners  (a 
Seattle  venture-capital 
firm  he  founded),  and  oth- 
er" private  investments,  his 
net  worth  hovers  around 
$700  million. 


SPORTS  FANATIC  The 

principal  owner  of  the 
Seattle  SuperSonics  of  \ 
NBA  and  the  Seattle 
Storm  of  the  WNBA,  hej 
seen  at  many  of  the  tea 
games. 

MANAGEMENT 
PHILOSOPHY  He  invite 

creative  conflict  and  del 
bate:  "If  there's  no  ten- 
sion, I  don't  think  you  i 
the  best  result." 


< 


FAMILY  Wife,  Sheri 
Kersch  Schultz,  is  an  ir 
rior  designer;  they  have 
teenage  son  and  daughf. 
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Life  beyond  coffee:  Cheering  on  the  SuperSonics 
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where  Starbucks  had 
opening  for  its  first  Au. 
store  last  December,  R|n< 
Spudich,  a  business  edit 
the  paper  Der  Standard^ 
dieted  that  Starbucks 
attract  a  younger  crowc 
the  established  cafes.  "Tl 
feehouses  in  Vienna  arefci 
but  they  are  old.  Starbu 
considered  hip,"  he  says 
But  if  Starbucks  can 
on  its  youth  appeal  to 
welcome  in  new  markets 
enthusiasm  cannot  be  counted  on  indefinitely.  In  Japa 
company  beat  even  its  own  bullish  expectations,  grow 
368  stores  after  opening  its  first  in  Tokyo  in  1996.  At 
young  Japanese  women  like  Anna  Kato,  a  22-year-old  1 
Motor  Corp.  worker,  loved  the  place.  "I  don't  care  if  it 
more,  as  long  as  it  tastes  sweet,"  she  says,  sitting  i 
world's  busiest  Starbucks,  in  Tokyo's  Shibuya  district 
same-store  sales  growth  has  fallen  in  the  past  10  mon 
Japan,  Starbucks'  top  foreign  market,  as  rivals  offer  sli 
fare.  Add  to  that  the  depressed  economy,  and  Star  < 
Japan  seems  to  be  losing  steam.  Although  it  forecasts  ;  9 
gain  in  net  profit,  to  $8  million,  for  the  year  started  in  ^ 
on  record  sales  of  $516  million,  same-store  sales  are  dowi  L' 
for  the  year  ended  in  June.  Meanwhile  in  England,  tl 
bucks'  second-biggest  overseas  market,  with  310  storetli 
tators  are  popping  up  left  and  right  to  steal  market  sh 

Entering  other  big  markets  may  be  tougher  yet|C 
French  seem  to  be  ready  for  Starbucks'  sweeter  taste 
Philippe  Bloch,  cofounder  of  Columbus  Cafe,  a  Start 
like  chain.  But  he  wonders  if  the  company  can  prof  I 
cope  with  France's  arcane  regulations  and  generous   hi 
benefits.  And  in  Italy,  the  epicenter  of  European  coffe 
ture,  the  notion  that  the  locals  will  abandon  their  own  2 
coffee  bars  en  masse  for  Starbucks  strikes  many  as 
crous.  For  one,  Italian  coffee  bars  prosper  by  serving  fc 
well  as  coffee,  an  area  where  Starbucks  still  struggles 
Italian  coffee  is  cheaper  than  U.S.  Java  and,  say  I 
purists,  much  better.  Americans  pay  about  $1.50  f< 
espresso.  In  northern  Italy,  the  price  is  67<2;  in  the  south 
55<2.  Schultz  insists  that  Starbucks  will  eventually  coi 
Italy.  It'll  have  a  lot  to  prove  when  it  does.  Carlo  P< 
founder  of  the  antiglobalization  movement  Slow  Food, 
that  Starbucks'  "substances  served  in  styrofoam"  won't 
The  cups  are  paper,  of  course.  But  the  skepticism  is  re 
As  Starbucks  spreads  out,  Schultz  will  have  to  1: 
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creasingly  sensitive  to  those  cultural  challenges.  In  December, 
for  instance,  he  flew  to  Israel  to  meet  with  Foreign  Secretary 
Shimon  Peres  and  other  Israeli  officials  to  discuss  the  Middle 
East  crisis.  He  won't  divulge  the  nature  of  his  discussions. 

But  subsequently,  at  a 
Seattle  synagogue, 
Schultz  let  the  Pales- 
tinians have  it.  With 
Starbucks  outlets  already  in  Kuwait,  Lebanon,  Oman,  Qatar, 
and  Saudi  Arabia,  he  created  a  mild  uproar  among  Palestin- 
ian supporters.  Schultz  quickly  backpedaled,  saying  that  his 
words  were  taken  out  of  context  and  asserting  that  he  is 
"pro-peace"  for  both  sides. 


Cover  Story 


There  are  plenty  more  minefields  ahead.  So  far,  the  Seatt 
coffee  company  has  compiled  an  envious  record  of  growth.  Bi 
the  giddy  buzz  of  that  initial  expansion  is  wearing  off.  No1 
Starbucks  is  waking  up  to  the  grande  challenges  faced  by  ai 
corporation  bent  on  becoming  a  global  powerhouse. 

By  Stanley  Holmes  in  Seattle,  with  Drake  Bennett  \ 
Paris?  Kate  Carlisle  in  Rome,  and  Chester  Dawson  in  Toky 
with  bureau  reports 


BusinessWeek  online 


For  an  interview  with  Howard  Schultz,  go  to 
the  Sept."9  issue  online  at  www.businessweek.com. 


FOR  COFFEE  GROWERS,  NOT  EVEN  A  WHIFF  OF  PROFITS 


Is  Starbucks  Corp.  profiting  at 
the  expense  of  the  poor — that 
is,  the  poverty-stricken  coffee 
farmers  who  supply  the  basic  in- 
gredient for  the  espressos  and 
grande  cappuccinos  that  affluent 
Americans  buy? 

Consider  this:  While  company 
profits  have  tripled  since  1997, 
to  $181  million  in  fiscal  2000, 
many  of  the  world's  coffee  farm- 
ers have  been  devastated  by 
historically  low  prices.  Coffee  is 
now  priced  around  500  per 
pound,  while  production  costs 
are  around  80<2  per  pound. 
"Small  farmers  are  barely  able 
to  survive  right  now,"  says 
Guillermo  Denaux,  who  monitors 
Central  American  Fair  Trade 
cooperatives  from  El  Salvador. 

Starbucks'  role  as  the  world's 
fifth-largest  buyer  of  coffee — be- 
hind the  likes  of  Nestle  and 
Procter  &  Gamble — has  placed 
it  smack  in  the  center  of  a  con- 
troversy over  how  well-heeled 
corporations  deal  with  poor 
farmers.  The  chain  has  a  lot  to 
lose  if  consumers,  especially 
young  ones,  see  it  as  a  Third 
World  profiteer.  But  the  plight 
of  the  world's  financially  strug- 
gling coffee  farmer  is  a  compli- 
cated one — and  not  all  the  fault  of 
corporate  coffee  buyers.  Farmers  are 
caught  up  in  the  harsh  world  of  com- 
modity markets,  where  prices  are 
based  on  supply  and  demand  in  a 
highly  fragmented  industry.  A  chron- 
ic coffee  surplus  has  resulted  in 
rs  of  low  prices. 

While  undeniably  benefiting  from 
those  cheap  beans,  Starbucks  is 
striving  to  portray  itself  as  a  respon- 
sible global  citizen.  Chief  Executive 
Orin  C.  Smith  points  to  the  compa- 
ny's involvement  with  various  pro- 
grams aimed  at  hiking  the  wages  of 


Guatemala  harvest:  Starbucks  isn't  to 
blame  for  low  prices-but  it  isn  't  crying 


farmers  and  improving  the  local  en- 
vironment. Starbucks  recently  un- 
veiled guidelines  that  will  pay  farm- 
ers a  premium  price  if  they  meet 
certain  environmental,  labor,  and 
quality  standards.  Last  year,  the 
company  joined  TransFair,  an  organi- 
zation that  guarantees  that  farmers 
will  receive  most  of  the  $1.26  per 
pound  that  coffee  roasters  pay  for 
high-quality  beans.  "Our  longtime 
suppliers  couldn't  make  it  if  we 
weren't  doing  any  of  this,"  Smith 
says. 

This  year,  Starbucks  bought 


I 


150,000  pounds  of  fair-trade  cof- 
fee from  coocafe,  the  Consor- 
tium of  Coffee  Cooperatives  of 
Guanacaste  and  Montes  de  Oro 
in  Costa  Rica.  That's  double 
what  the  cooperatives  sold  Star- 
bucks last  year  but  far  below 
the  1.8  million  pounds  they  had 
been  hoping  for.  Groups  such  as 
Global  Exchange  and  the  Organ- 
ic Consumers  Assn.  note  that 
Starbucks  is  the  only  specialty 
coffee  company  that  won't 
certify  5%  of  its  coffee  as  "fair 
trade." 

Critics  contend  that  Starbucks 
spends  more  time  polishing  its 
image  than  it  does  tackling  gap- 
ing inequities  with  suppliers. 
Starbucks  makes  sure  everyone 
knows  about  the  health  clinic  it  | 
built  in  Guatemala,  says  Deborah 
James,  fair-trade  director  for 
Global  Exchange,  a  San  Francis- 
co-based human-rights  organiza- 
tion. "Building  a  clinic  is  a  great 
thing,"  she  says.  "But  it  doesn't 
address  the  underlying  poverty 
that  is  killing  coffee  farmers  and 
their  families." 

Starbucks  says  it  is  working 
toward  creating  a  sustainable 
business  model  in  Guatemala, 
not  trying  to  change  its  laws. 
Still,  the  company  could  do  more  for 
the  people  who  have  a  big  hand  in 
its  success,  contends  Stephen  Coats, 
executive  director  for  U.  S./Labor 
Education  in  the  Americas  Project, 
another  rights  group.  He  would  like 
to  see  Starbucks  move  faster  to  buy 
more  fair-trade  coffee.  "Starbucks  is 
moving  very  slowly,  given  the  gravi- 
ty of  the  situation,  and  tends  to 
move  only  when  pushed."  It's  time, 
activists  suggest,  for  Starbucks  to 
share  the  wealth. 

By  Stanley  Homes  in  Seattle  and 
Geri  Smith  in  Mexico  City 
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GERMANY 


POWERFRAUEN 

TAKE  CONTROL 

Women  now  reign  supreme  in  some  boardrooms 


A  few  years  ago,  Liz  Mohn  attended 
high-level  meetings  at  Bertelsmann 
with  her  husband,  Reinhard  Mohn, 
patriarch  of  the  media  company's 
controlling  family.  "Sometimes  she  sat 
at  the  table,  but  she  never  said  a  word," 
recalls  someone  who  has  been  associated 
with  Bertelsmann  for  years.  "Now,"  the 
person  adds  wryly,  "she's  talking." 

Indeed.  In  July,  Liz  Mohn  was  the 
one  who  told  ceo  Thomas  Middelhoff 
that  he  no  longer  had  the  trust  of  the 
Mohn  family,  precipitating  Middelhoffs 
resignation.  In  the  job  shuffling  that  fol- 
lowed, Liz  Mohn  emerged  as  chairman  of 
Bertelsmann  Administration  Company, 
which  exercises  control  over  75%  of 
Bertelsmann's  closely  held  shares. 
A     former     Bertelsmann 
secretary     who     by 
some  accounts 
caught  Rein- 
hard's     eye 
while  playing 
musical  chairs 
at  an  office  party, 
Liz  Mohn,  now  61, 
arguably    is    the 
most  powerful  per- 
son at  the  publisher, 
which  owns  proper- 
ties such  as  Ran- 
dom House  books 
and  broadcaster  rtl 
Group. 

The  Germans 
have  coined  a 
word — half-English, 
half-German — for 
women  such  as 
Mohn:  die  Power- 
frauen:  Power 
Women.  In  a  coun- 
try where  women 


are  starting  to  make  waves.  That's  es- 
pecially true  in  the  media:  Axel  Springer, 
the  company  that  publishes  Bild,  the  na- 
tion's most  widely  read  paper,  is  now 
controlled  by  a  woman,  Friede  Springer, 
widow  of  its  founder.  And  to  the  dismay 
of  male  execs,  these 
women  aren't  going 
away. 

The   power  wives 
are   in   the   thick   of 
some   of  the   biggest 
German  corporate  bat- 
tles going. 


PATH  TO  POWER 

Became  fifth  wife 
of  publisher  Axel 
Springer  in  1978. 
Inherited  empire 
after  his  death  in 
1985. 

GOAL  Force  out 
troublesome 
shareholder  Leo 
Kirch,  acquire 
choice  pieces  of 
troubled  Kirch 
empire. 


still  hold  few  positions  of  corporate 
clout — and  where  marriage  is  sometimes 
a  woman's  only  path  to  the  board- 
room— Mohn  and  other  Powerfraicen 

1 12  BusinessWeek  /  September  9,  2002 


Mohn 
is  leading 
an  effort  to  reassert 
family  control  over 
Bertelsmann    and 
put  the  brake  on 
plans  for  the  com- 
pany to  go  pub- 
lic. Friede  Sprin- 
ger is  locked  in  a 
struggle  with  ex- 
media  mogul  Leo 
Kirch  over  the 
future    of    the 
Springer  empire. 
In  the  aftermath, 
Friede  Springer, 
60,   could   even 
emerge  as  part 
owner  of  much  of 
what's     left     of 
Kirch's     largely 
bankrupt    TV    and 
film    empire.    "You 
could  say  Mohn  and 
Springer  only  got 
there  because 
they  mar- 
ried   the 


right  person,  but  I 
think  it's  impressive 
the  way  they  have 
grown  into  the 
roles,"  says  Chris- 
tiane  zu  Salm,  ceo 
of  Nine  Live,  a  Mu- 
nich-based viewer- 
participation  channel. 
"It  shows  what 
women  can  do." 

The  two  women 
aren't  the  first  to 
make  the  transition 
from  loyal  wife  to 
Powerfrau.  After 
the  death  of  indus- 
trialist Herbert 
Quandt  in  1982,  his 
third  wife,  Johanna, 
exercised  discreet 
but  firm  control 
over  auto  maker 
BMW,  in  which  the 
family  holds  a 
46.6%  stake.  Now,  | 
Johanna's  children, 
Stefan  Quandt  and 
Susanne  Klatten, 
represent  the  fami- 
ly's interests  on 
BMW's  supervisory  board 

Another  example  is  Princess  Glor  \ 
von  Thurn  und  Taxis,  a  42-year-old  fo 
mer  waitress  who  surprised  the  Ge 
man  financial  world  by  returning  tl 
family  holdings  to  profit  after  her  hu 
band  died  in  1990.  The  princess  literal I- 
sold  some  of  the  family  silver  to  pay! 
$390  million  tax  bill,  as  well  as  holding 
such  as  a  brewery.  Then  she  focused  •■- 
forestry  to  leverage  the  family's  val 
real  estate  holdings.  Today  the  onc| 
indebted  kingdom,  which  was  inhe: 
by  her  son,  Albert,  but  managed  by 
princess,  is  valued  at  $1.4  billion. 

But  it  is  in  media  where  the  P 
frauen  are  having  the  most  impact. 
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n  and  Springer  were  decades 
ger  than  their  husbands  and  sup- 
-ed  an  earlier  spouse.  Liz  Mohn  gave 

to  three  children  by  Mohn  before 
'  1982  marriage.  Springer,  who  met 

while  caring  for  one  of  his  children, 
the  fifth  wife  of  the  publisher,  who 

in  1985.  Although  Friede  Springer 
s  a  low  profile,  she  puts  in  a  full 
cday  at  the  Berlin  office  once  occu- 

by  her  late  husband,  which  she 
s  much  as  he  did,  down  to  the  Oskar 
>schka  drawing  on  the  wall  and  fresh 
ers  on  the  desk.  Friede  controls 
tly  more  than  50%  of  the  company 
as,  and  she's  the  one  who  makes  the 
decisions.  For  example,  Springer  ceo 


AGE  61 


PATH  TO  POWER 

Married  Reinhard 
Mohn,  controlling 
shareholder  of 
Bertelsmann,  in 
1982.  Played  key 
role  in  persuading 
Thomas  Middelhoff 
to  resign  as 
Bertelsmann  CEO 
in  July.  Is  leery  of 
plan  to  take  the 
company  public. 

GOAL  Ensure  Mohn 
children  retain 
control  of  company. 


Mathias  Dopfner 
was  her  hand- 
picked  choice,  in- 
siders say. 

The  question 
is  whether  Mohn 
and  Springer  will 
have  a  positive 
influence.  Some 
male  media 
watchers  worry 
that  they  will  fo- 
cus on  preserving 
the  family  legacy 
and  shy  away 
from  the  risky 
moves  needed  for 
growth.  "Both 
are  by  definition 
conservative  and 
not  very  expan- 
sionary," says  one 
man  who  knows 
them  both.  But  others  say  Mohn  and 
Springer  know  enough  to  leave  most  of 
the  decision-making  to  their  top  man- 
agers. "If  the  CEO  wants  to  take  a  risk, 
she  [Mohn]  will  go  along,"  says  Helmut 
Thoma,  a  former  Bertelsmann  TV  execu- 
tive who  now  is  media  commissioner  in 
the  state  of  North  Rhine-Westphalia. 

Springer  has  made  headlines  this 
year  because  of  her  thorny  relationship 
with  Leo  Kirch.  Springer  helped  force 
KirchMedia  into  bankruptcy  earlier  this 
year  by  calling  in  a  $744  million  debt. 
But  Leo  Kirch  still  owns 
40%  of  Axel  Springer, 
which  he  is  trying  to  sell 
to  a  rival  publisher. 

But  Friede  is  striking 
back.  In  an  alliance  with 
Kirch  creditor  Deutsche 
Bank,  she  is  trying  to  force 
sale  of  the  stake  on 
the  bourse  to  end  infight- 
ing among  shareholders. 
Through  it  all,  Friede  has 
kept  her  composure  even 
when  Kirch  tried  to  pro- 
voke her.  During  a  share- 
holders meeting  in  June,  for 
example,  he  sat  next  to  her 
and  condescendingly  held 
her  hand. 

But  the  woman  who  has  really  set  \ 
the  gossip  mill  spinning  is  Mohn.  In 
retrospect,  it's  clear  her  power  has  been 
building  for  years.  Mohn  has  a  promi- 
nently marked  office  at  Bertelsmann 
headquarters  in  Gutersloh,  Germany,  and 
a  phalanx  of  secretaries.  Earlier  this  year, 
she  played  hostess  to  guests  including 
Chancellor  Gerhard  Schroder  and  aol 
TimeWarner  Inc.  ceo  Stephen  M.  Case 
at  a  conference  in  Berlin  sponsored  by 


the  Bertelsmann  Foundation,  the  charity 
that  owns  a  majority  of  Bertelsmann. 
That  seemed  like  standard  wifely  stuff, 
until  Mohn  made  her  influence  clear  by 
helping  to  engineer  Middelhoffs  ouster. 
And  she  is  sure  to  play  a  key  role  in 
selecting  his  permanent  successor.  Gunter 
Thielen,  who  postponed  a  retirement  par- 
ty to  accept  the  job,  is  expected  to  serve 
only  a  few  years. 

German  men  don't  seem  quite  sure 
what  to  make  of  the  Powerfrauen. 
When  Chancellor  Gerhard  Schroder 
thought  he  was  being  unfairly  treated 
by  Springer's  Bild,  his  wife,  Doris 
Schroder-Kopf,  wrote  the  letter  of  com- 
plaint to  Friede.  The  unintended  mes- 
sage: Women  should  talk  to  women. 

Traditionally,  German  widows  have 
usually  wound  up  with  money  but  no 
power.  Take  Chantal  Grundig,  widow  of 
entrepreneur  Max  Grundig.  Hired  in  the 
1970s  as  a  family  French  tutor,  Chantal 
and  Max  were  married  after  she  became 
pregnant.  Before  his  1989  death,  Max 
Grundig  arranged  for  the  sale  of  the  con- 
sumer-electronics company  that  bore  his 
name,  leaving  his  widow  an  estimated 
$680  million  but  little  managerial  control. 

Maybe  that  was  a  mistake.  Chantal 
couldn't  have  run  Grundig  any  worse 
than  the  men  who  have  since  helped 
make  it  a  money-loser.  But  power 
wives  now  have  their  chance  to  run 
the  show.  And  Germany's  boardrooms 
may  never  be  the  same. 

By  Jack  Ewing  in 
Frankfurt 


International  Business 


VIVE 

LAIR  FRANCE 

As  its  competitors  sputter, 
the  carrier  is  gaining  clout 

You  don't  have  to  be  a  jet-setter  to 
know  it  has  been  a  rotten  year  for 
the  airlines.  As  the  anniversary  of 
September  11  draws  near,  air  travel  is 
still  down  10%  on  average.  Swissair  and 
Sabena  have  folded,  while  across  the 
Atlantic,  us  Airways  and  United  Air- 
lines are  struggling  to  stay  aloft. 

Not  Air  France.  The  government- 
controlled  airline  is  looking  like  a  global 
champ  these  days.  It's  outperforming 
larger  European  rivals  such  as  Luft- 
hansa and  British  Airways  PLC  (ba),  not 
to  mention  beleaguered  American  carri- 
ers. Its  SkyTeam  global  alliance,  which 
draws  passengers  from  a  network  of 
carriers  including  Delta  Air  Lines,  is 
thriving — while  rival  groupings  have 
fallen  on  hard  times.  And  though  its 
stock  has  sagged  23%  since  September 
11,  that  performance  is  better  than  most 
other  airlines. 

Air  France  will  soon  get  a  chance  to 
fly  even  higher.  France's  new  center- 
right  administration  has  announced  it 
will  reduce  the  government's  stake  in 
the  company  from  54%  to  under  20% 
early  next  year  to  ease  a  budget  short- 
fall. That  will  make  it  easier  for  the 
French  flag  carrier  to  swap  shares  with 
smaller  airlines  such  as  Alitalia.  "As  the 
industry  consolidates,  we  can  reinforce 


our  position,"  says  Chief  Financial  Offi- 
cer Philippe  Calavia. 

Air  France  has  other  reasons  to  cel- 
ebrate. On  Aug.  23,  Delta  announced  a 
planned  code-sharing  agreement  with 
Northwest  Airlines  and  Continental  Air- 
lines that  could  feed  thousands  more 
U.S.  passengers  onto  Air  France's 
transatlantic  flights.  Even  more  tanta- 
lizing, Air  France  thinks  the  deal  could 
pave  the  way  for  the  expansion  of 
SkyTeam  to  include  Northwest,  Conti- 
nental, and  Northwest's  partner,  klm 
Royal  Dutch  Airlines.  That  would  cata- 
pult SkyTeam  from  No.  3  to  No.l 
among  global  alliances. 

The  French  carrier  is  well  positioned 
to  expand.  Its  hub  at  Charles  de  Gaulle 
Airport  in  Paris  already  offers  nearly 
15,000  connections  a  week  between  long- 
haul  and  short-haul  flights,  more  than 
any  other  European 
airport — and  there's 
plenty  of  room  to  add 
slots.  The  Paris  airport 
is  ideally  located:  It 
draws  passengers  from 
one  of  Europe's  biggest 
capitals  and  is  within 
two  hours'  flying  time 
of  most  Western  Euro- 
pean cities. 

Moreover,     Air 
France    has    escaped 


AIRBORNE:  Fewer  transatlantic  rout 
helped  Air  France  weather  the  slum 


HOW  SKYTEAM 
MEASURES  UP 


ALLIANCE 


France  earned  $152  million  on  revenu 
of  $12.2  billion  during  the  fiscal  ye 
ended  Mar.  31 — the  only  major  Eur 
pean  or  U.  S.  carrier  to  turn  a  profit. . 
though  Lufthansa  and  some  other  E 
ropean  carriers  are  now  reboundir  I 
analysts  expect  Air  France  to  post 
least  a  $200  million  profit  this  year. 

Of  course,  it's  not  all  geography  a 
good  luck.  Until  ceo  Jean-Cyril  Spine 
ta  climbed  into  the  cockpit  in  1997,  A 
France  had  done  little  to  develop  i 
Paris  hub.  To  lure  high-paying  busine 
customers,  Spinetta  rejiggered  sche 
ules  to  raise  the  number  of  quick  co 
nections.  He  also  forged  a  truce 
the  pilots'  union,  winning  a  no-stri 
agreement  in  exchange  for  handing  ] 
lots  shares  in  the  company.  And  he  c 
joled  reluctant  French  officials  to  a 
prove  a  tie-up  with  Delta  in  1999. 
The  partnership  is  paying  big 
dends — and  not  only  because  it  lets 
France  customers  connect  seamlessly 
52  destinations  in  the  U.S.  and 
America.  Delta  is  in  stronger  fin; 
shape  than  most  U.S.  carriers,  with 
billion  in  cash  on  its  balance  sh< 
"More  than  ever,  Delta  looks  like 
right  U.S.  partner  for  Air  France,"  fc; 
Daniel  Solon,  an  analyst  with  Avma 
International,  an  aviation  consultan< 
There  are  still  some  obstacles  on 
flight  path,  though.  One  of  the  big] 
easy  Jet  Airline  Co.  The  fast-gro 
discount  carrier  has  moved  into  Chart 
de  Gaulle  and  another  Paris  airport  ai 
now  offers  service  to  London,  Live 
pool,  and  Geneva  at  cut-rate  prices. ! 
far,  Air  France  hasn't  emulated  ba  ai 
Lufthansa,  both 
which  have  cut  farl 
response  to  corafl 
tion  from  discouw 
ceo  Calavia  says 
France  will  act 
feels  the  bite  from  t) 
no-frills  carriers,  b 
"in  our  market  th< 


PASSENGERS  MARKET 
CARRIED      SHARE* 

MILLIONS     PERCENT 


STAR  ALLIANCE 

Lufthansa,  United,  112.0    L  o 

10  others  have  not  been  very  a 

0NEW0RLD  gressive  so  far."  Oi 

British  Airways,       85.6     17      reason,  though,  is  ti 


American,  6  others 


the    French    gov 


relatively     unscathed      ment  has  been  slo 


from  the  post-Septem- 
ber 11  downturn  in  air 
travel  because  North 
American  flights  ac- 
count for  only  15%  of 
its  business,  well  be 
low  the  figures 
Lufthansa  and  BA. 
That  explains  why  Air 


SKYTEAM 

Delta,  Air  France, 
4  others 

KLM/N0RTHWEST/ 
CONTINENTAL 


55.8     13 


67.8   11 


for      .M.ayJ.oin..SkyTea.rn. game 


approve  airport 
for  the  upstarts 
competition  is  sure 
heat  up.  But  A 
France  has  the  c« 
and  clout  to  stay  in  £ 


'Based  on  passenger/kilometers  traveled  in  2001 
Data:  International  Air  Transport  Assn. 


By  Carol  Matla 
in  Paris 


. 
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Way  back  in  the  late  nineteenth  century, 
Jules  Verne,  that  master  of  science  fiction, 
foresaw  many  of  the  technological  wonders 
that  are  commonplace  today  Yet, 
as  far-reaching  as  Mr.  Verne's 
imagination  was,  even  he 
would  be  amazed  at  the 
many  marvels  "there  are  to 
be  found  in  the  Lexus  ES  300. 

He'd  appreciate  the  available  rain-sensing 
windshield  wiper  system.  (Old  Captain  Nemo 
probably  would  too.)  A  special  sensor  employs 
reflected  and  emitted  light  in  order  to  detect 
the  presence  of  raindrops  on  the  windshield. 


RAIN-SENSING 

WINDSHIELD  WIPERS. 

EVEN  JULES  VERNE  DIDNT  SEE 

,  THIS  ONE  COMING.  , 


Not  only  does  the  system  switch  the  wipers 
on  and  off,  but  it  will  measure  the  degree  of 
precipitation  and  increase  the  wiper  speed 
as  necessary.  So  no  matter  what 
the  driving  conditions  may 
be,  from  a  light  drizzle  to 
a  heavy  downpour,  you're 
able  to  give  the  road  ahead 
your  full,  undivided  attention. 
This  is  one  example  of  the  new  world  of 
luxury  that  awaits  you  in  the  Lexus  ES  300. 
A  car  that  was  built  on  the  idea  that  every 
journey,  whether  it's  to  the  center  of  the  Earth, 
or  the  center  of  town,  should  be  unforgettable. 


Can  an  automobile  delight,  comfort,  fascinate  and  energize  you? 
Take  lexus.com  for  a  test  drive.  The  Passionate  Pursuit  of  Perfection. 


©«■ 


©2002  Lexus,  a  Division  of  Toyota  Motor  Sales,  U.S.A.,  Inc.  Lexus  reminds  you  to  wear  seatbelts,  secure  children  in  rear  seat,  obey  all  speed  laws  and  drive  responsibly. 

For  more  information,  call  800-USA-LEXUS  (800-872-5398). 


International  Business 


DIPLOMACY 


A  SAUDI-U.S.  DIVORCE? 

Probably  not,  but  relations  are  deteriorating  fast 


President  George  W.  Bush  doesn't 
normally  stoop  to  meeting  with 
mere  foreign  ambassadors  when 
he's  down  tending  the  ranch  in 
Crawford,  Tex.  But  the  high-profile  tete- 
a-tete  on  Aug.  27  with  Prince  Bandar 
bin  Sultan,  Saudi  Arabia's  influential 
man  in  Washington,  was  a  big  exception. 
And  both  the  Saudis  and  the  Ameri- 
cans made  sure  everyone  was  aware  of 
that.  After  his  hour- 
long  meeting  with  the 
President  and  a  Texas 
barbecue  for  family 
members  of  the  Presi- 
dent and  the  Prince — 
nephew  of  King  Fahd 
and  son  of  the  powerful 
Saudi  defense  minis- 
ter— officials  on  both 
sides  praised  the 
"strong  friendship"  be- 
tween the  U.S.  and 
Saudi  Arabia. 

But  one  back-slap- 
ping Texas  get-together 
is  unlikely  to  reverse 
an  unprecedented  wors- 
ening in  what  has  been 
one  of  the  most  stable, 
long-lived,  and  mutually 
beneficial  alliances  the 
U.S.  has  going.  The 
hastily  arranged  meet- 
ing is  a  sign  that  both 
sides  are  sufficiently 
worried  about  the  de- 
terioration to  try  doing 
something  about  it.  The 
bad  feelings,  however, 
keep  leaking  out  (table, 
page  116).  In  recent 
days,  even  Saudi  Ara- 
bia's tightly  controlled 
press  has  been  openly 
talking  about  the  need 
to  "reconsider  Saudi- 
U.  S.  strategic  rela- 
tions," as  the  Saudi  dai- 
ly Al-Riyadh  put  it  on 
Aug.  16.  That's  a  clear 
signal  that  the  tradi- 
tionally pro-American 
House  of  Saud  is  un- 


able to  contain  growing  anti-American 
sentiment  in  the  Kingdom.  "I  think 
we're  heading  for  a  divorce,"  says 
Youssef  Ibrahim,  a  Middle  East  expert 
coordinating  a  task  force  on  the  U.S.- 
Saudi relationship  at  New  York's  Coun- 
cil on  Foreign  Relations. 

That  is  probably  an  overstatement. 
But  it  is  no  longer  unthinkable.  Even 
before  September  11,  Saudi  Arabia  had 


RIYADH:  The  Saudis  way  find  it  hard  to  back  an  OPEC  oil  production  hike 


begun  diversifying  its  weapons  |u| 
chases  away  from  the  U.S.,  \^~ 
Crown  Prince  Abdullah,  the  effectn| 
ruler  of  the  country,  has  been  busy  fal 
ing  stronger  relationships  with  Rush 
China,  and  the  European  Union.  With| 
the  royal  family,  there  is  talk  of  tx. 
to  neighboring  powers  such  as  Pakisi| 
to  provide  the  kind  of  strategic  umtj| 
la  now  offered  by  the  Americans, 
would  be  cheaper 
a  lot  less  of  a  pr 
lem,"  says  one  adi 
er  in  the  Saudi 
eign  Ministry.  El 
India  is  mentionec 
a  possible  ally 
protector,  despite  tl| 
fact  that  Delhi 
been  working  mc 
closely  with  Israel 
the  U.S.  since  pe 
tember  11. 

The  unprecedent. 
tremors  in  the  U.Sr 
Saudi  relationship  aiL 
already    having    far 
reaching  consequence! 
Saudi    opposition   y 
military  action  to  rr 
move   Iraq's   Saddal 
Hussein  is  complical 
ing     Pentagon     wil 
plans.  And  Saudi  M 
transigence  makefl^ 
difficult,  if  not  imp<|| 
sible,  for  other  tra 
tionally      pro-U. 
states  in  the  areal 
support  moves 
Iraq.    Indeed,    til 
strategically  importal 
gulf  state   of  Qafll 
where  the  PentsjM 
has  been  setting 
staging  facilities  at 
Al    Udeid    Air   B 
partly  as  a  way  to 
less  on  Saudi  facilit 
has  followed  the 
dis'  lead  in  publicly 
posing  action  agaifl 
Iraq.   Even   as   V«j 
President  Dick  Chert  I 
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e  UL  Mark  of  Safety  instantly  communicates  to  consumers,  retailers  and  regulatory  authorities  your  commitment  to  the  highest 
els  of  safety.  They  know  that  by  choosing  the  market  leader  for  product  testing  and  certification,  you're  leaving  nothing  to 
ance.  More  than  64.000  manufacturers  share  the  same  trust  and  confidence  in  selecting  UL,  recognized  worldwide  for  both 
independence  and  integrity.  Since  1894,  UL  has  helped  companies  manage  risk  and  build 
stomer  loyalty.  Join  with  other  leading  safety-conscious  manufacturers  by  making  UL  an  integral 
1  of  your  product  planning  and  development. 
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Working  for 
a  safer  world 
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Pan-Arab  satellite  TV  and  the  Saudi  education  system| 
relentlessly  reinforce  antr- American  sentiment 


laid  out  the  case  on  Aug.  26  for  a  U.  S. 
strike,  Qatari  Foreign  Minister  Hamed 
bin  Jassim  was  embracing  Saddam  Hus- 
sein in  Baghdad. 

The  economic  consequences  of  fraying 
U.S.-Saudi  ties  are  already  starting  to 
be  felt.  American  private  bankers  in 
Europe  concede  that  the  traditional 
preference  of  many  Saudi  investors  for 
U.S.  assets  is  being  reassessed  because 
of  the  increasing  political  estrangement 
between  the  two  countries — and  by 
fears  among  Saudis  that  a  punitive 
Washington  may  one  day  freeze  such 
holdings,  which  some  estimates  put  at 
$600  billion.  Although  politically  moti- 
vated withdrawals  are  probably  in- 
significant compared  with  portfolio  di- 
versification for  financial  reasons,  one 
mid- August  press  report  suggesting  that 
Saudis  had  pulled  as  much  as  $200  bil- 
lion out  of  the  U.  S.  caused  a  brief  run 
on  the  greenback. 

The  estrangement  also  has  had  an 
impact  on  the  world  oil  industry,  in 
which  Saudi  Arabia  is  the  most  influen- 
tial player  and  has  traditionally  sup- 
ported oil-price  moderation.  With  anti- 
American  feelings  running  high  in  Saudi 
Arabia,  its  rulers  may  be  in  no  position 
to  be  seen  as  doing  favors  for  the  West 
when  OPEC  meets  on  Sept.  19  to  dis- 
cuss hiking  oil  production — even  though 
Riyadh  has  promised  to  keep  oil  flowing 
if  there  is  a  conflict  with  Iraq.  "The 
price  of  oil  is  much  higher  than  any- 
body was  expecting  at  the  beginning  of 
the  year,  and  opec  and  the  Saudis  will 
probably  opt  to  keep  the  status  quo," 
says  Peter  Gignoux,  chief  oil  trader  at 
Salomon  Smith  Barney. 

Those  same  pressures  are  also  one 
reason  for  the  recent  collapse  of  negoti- 
ations between  Saudi  Arabia  and  a 
handful  of  big  oil  groups  such  as  Exxon 
Mobil,  Royal  Dutch/Shell  Group,  and 
Total  Fina  Elf  over  $25  billion  in  in- 
vestments to  develop  the  country's  huge 
natural  gas  resources.  The  eagerly 
awaited  projects  would  have  been  the 
first  real  move  to  open  Saudi  Arabia's 
lucrative  oil-and-gas  sector  to  foreign 
investment  since  the  country  moved  to 
nationalize  oil  production  in  the  1970s. 
"But  it's  now  a  politically  impossible  sit- 
uation since  Riyadh  can't  oppose  the 
U.S.  on  things  like  Iraq  and  then  say 
yes  to  Exxon — and  that  means  we  are 
stuck,"  says  a  frustrated  executive  at 
one  European  oil  group  involved  in  ne- 


gotiating with  the  Saudis  over  the  gas 
projects. 

Why  have  ties  continued  to  deterio- 
rate? Many  Americans,  including  sen- 
ior policymakers,  believe  the  Saudis 
have  yet  to  acknowledge  a  degree  of 
responsibility  for  the  events  of  Septem- 
ber 11,  in  which  15  of  the  19  hijackers 
were  found  to  be  Saudi  citizens.  There's 
also  a  feeling  that  the  Saudis  haven't 

SIGNS  OF  STRESS 

IN  THE  U.S.-SAUDI 

RELATIONSHIP 

LEGAL  MOVES 

Relatives  of  September  11 
victims  file  a  lawsuit 
seeking  damages  from  members  of 
the  Saudi  royal  family,  banks,  and 
charity  groups,  charging  them  with 
financing  the  al  Qaeda  terrorist 
network. 


H 


FINANCIAL  STRAINS 

Political  objections  and 
fear  of  government  seizure 


contribute  to  recent  reductions 
in  Saudi  investors'  estimated 
$600  billion  in  U.S.  assets. 

POLITICAL  TENSIONS 

A  leaked  Rand  Corp.  report 
describes  Saudi  Arabia  as 

America's  "most  dangerous 

opponent"  in  the  Middle  East. 

On  Aug. 7,  Riyadh  said  it  will  not 

back  a  U.S.  attack  on  Iraq. 

(j£>A  BUSINESS  BACKLASH 
)V3A|  Sales  of  U.S.  goods  to 
l^^J  Saudi  Arabia  have  plunged 
30%  in  2002,  partially  because 
of  a  grass-roots  boycott  of 
American  products. 

Data:  BusinessWeek 

moved  fast  enough  to  reform  a  back- 
ward educational  system  that  helps 
breed  intolerance.  "The  feeling  in  Wash- 
ington toward  the  Saudis  is,  'You  are 
part  of  the  problem,'"  says  Vahan 
Zanoyan,  president  of  Washington  con- 
sultant Petroleum  Finance  Co.  and  an 
expert  on  the  region. 

In  Saudi  Arabia,  meanwhile,  anti- 
American  sentiment  has  been  rising, 
not  receding.  Worsening  Israeli-Pales- 
tinian confrontations,  which  are  relent- 


lessly broadcast  by  pan-Arab  sat 
television,  are  only  pouring  gasolin 
the  fire.  Saudis  and  other  Arabs  be' 
that  Washington  is  now  all  but  unc 
cally  backing  Israeli  policies.  Bush's 
erences  to  Israeli  Prime  Minister 
Sharon  as  a  "man  of  peace"  see: 
confirm  Saudi  fears  that  Washingto; 
no  longer  be  an  honest  power  brokt 
the  turbulent  Middle  East. 

Signs   of  the   growing   anger 
everywhere  in  Saudi  Arabia.  A 
roots  boycott  of  American  goods  or] 
ized  through  the  Internet,  newspar 
and  mobile-phone  text  messages 
helped  drive  U.  S.  exports  to  Saudi . 
bia  down  30%  this  year,  to  a  12-; 
low.  Sales  of  products  such  as  Marl 
cigarettes  and  Coca-Cola  soft 
which  are  easily  identifiable  as 
can,  have  plunged  by  more  than 
this  year.  "The  more  the  Saudis  see 
pressure  from  the  American  media 
more  anti-American  they  become," 
former    Saudi    arms    dealer    A 
Khashoggi. 

Saudis  are  also  angered  by  what  I 
perceive  as  the  neoconservative  and 
damentalist  Christian  influence  in 
ington.  Many  Saudis  can  readily  ci 
amples,  from  conservative  colu 
William  Kristol  suggesting  that  I 
troops  seize  gulf  oil  fields  to  the  I 
erend  Billy  Graham's  son  Frankli 
leading  evangelist  in  his  own  right, 
scribing  Islam  as  "an  evil  and  hatefix 
ligion."  Such  declarations  may  rec 
little  notice  in  the  U.S.  but  are  irn 
diately  picked  up  by  mass  media  in 
gulf.  "What  is  said  about  Islam 
Saudi  Arabia  on  outfits  like  Fox  N 
is  sick,"  says  a  prominent  Saudi  b 
nessman.  "If  it  weren't  for  Septerr 
11,  they  would  have  been  sued.  It's 
Nazi  propaganda  against  the  Jews.' 

There's  still  much  that  binds  the 
countries.  Saudi  Arabia  remains 
biggest  source  of  crude  oil  imports 
the  U.  S.,  even  if  its  overall  share 
gone  down  in  recent  years.  Generat 
of  Saudi  professionals  have  been  « 
cated  at  leading  American  universr 
And  the  royal  family,  at  least  for  i 
still  looks  to  the  U.S.  as  protecto 
last  resort.  But  September  11  se 
motion  a  damaging  dynamic  that 
might  break  up  these  old  friends.  It 
take  more  than  a  Presidential  pow^ 
to  reverse  that. 

By  John  Rossant  in  P 
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Now  there  s  an  easy  and  luxurious  way  to  earn  miles.  Introducing  airline  miles  from  Omni  Hotels.  Stay  at  one  of  our  40 
luxurious  locations  on  your  next  business  trip,  and  you  mav  earn  500  miles  with  either  .American  Airlines'  or  Delta  .Air  Lines 
with  each  qualified  stay.  Just  give  us  your  travel  awards  program  number  when  you  make  your  reservation.  It's  that  easy! 
And  as  an  added  bonus,  we'll  double  your  miles  when  your  stay  occurs  between  September  1  and  October  3I.  2002  —  that's 
l.OOO  miles  per  qualified  stay. 

To  earn  miles  even  easier,  sign  up  to  become  an  Omni  Hotels  Select  Guest.  Just  provide  us  with  your  A»Advantage 
or  Delta  SkyMiles  number  when  you  sign  up.  and  you'll  automaticallv  receive  miles  on  future  qualified  stays.  You'll  also 
enjoy  personalized  service  and  amenities  like  complimentary  morning  beverage  and  newspaper  of  your  choice,  room 
upgrades  and  late  check-out.  Now  that  makes  staving  with  Omni  Hotels  twice  as  rewarding. 

Call  your  professional  travel  consultant.  I-800-THE-OMNI 
or  visit  omnihotels.com  for  reservations  at  one  of  our  40  locations. 


QmniI*  Hotels' 

An   ideal  world.   If  only  for  a  night. 


ru  Hotels  2002  Guettt  mun  pay  a  qualifying  rate  on  at  least  one  night  of  stay,  and  will  receive  double  anile*  when  Arrival  is  between  5' 

1002.  Omni  Hotels  assume*  do  Liability  for  changes  or  discontinuation  of  travel  rewards  program*  by  airline  partners,  but  reserves  the  right 
-ge  or  discontinue  the  program  at  an*  time.   Please  allow  6-8  week*  after  hotel  stav  for  mileage  postings  to  occur.  For  complete  rules,  ple*s- 
■     ceU.com.  American  Airlines  reserves  the  right  to  change  the  AAdvantage  program  at  anv  time  without  notice.  American  Airlines  is  not  responsible 
or  services  offered  b»   other  participating  companies.    For   complete    details    about    the   AAdvantage   program,    rial l    wvw.aa.com. 
nes  and  AAdvantage  are  marks  of  American  Airlines.   Inc.  All  Delta  SkyMiles  program  rules  and  conditions  apply. 
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CHINA 


OPEN  SEASON 
FOR  BANKS 

China  lays  out  the  welcome 
mat  for  foreign  lenders 

Once  a  month,  Li  Guan  queues  as 
long  as  30  minutes  to  withdraw 
cash  from  her  Bank  of  China 
branch  in  Shanghai,  then  makes 
separate  trips  to  deposit  the  yuan  in 
other  banks  to  pay  for  her  phone,  utili- 
ties, and  apartment.  To  make  mortgage 
payments  on  a  home  in  Beijing,  the 
stockbroker  asks  friends  there  to  take 
cash  from  a  separate  BoC  account  and 
deposit  it  into  yet  another  account  at; 
the  same  bank.  "It's  a  headache,"  Li 
says  wearily. 

Multiply  Li's  headache  by  a  few  hun- 
dred million  and  you  get  the  dismal  pic- 
ture of  China's  banking  industry:  Cus- 
tomer service  is  pitiful,  back-office 
systems  are  antiquated,  and  sophisti- 
cated financial  products  are  as  scarce 
as  a  smog-free  day  in  Beijing. 

A  remedy  for  those  ills  may  be 
around  the  corner.  Chinese  authorities 
are  encouraging  a  flurry  of  deals  that 
could  see  foreign  financial  institutions 
buy  stakes  in  mainland  banks,  broker- 
ages, and  insurance  companies.  That 
would  give  local  partners  access  to  the 
knowhow  they  need  to  upgrade  their 
service  in  a  hurry.  Good  thing,  because 
competition  is  coming.  As  part  of  its 
membership  in  the  World  Trade  Orga- 
nization, China  has  agreed  to  phase  in 
regulations  allowing  foreign  banks  to 
do  everything  that  domestic  banks 
can — from  mortgages  to  Internet  bank- 
ing—by the  end  of  2006.  The  $620  bil- 
lion in  deposits  held  by  Chinese  compa- 
nies and  savers  such  as  Li  would  be 
fair  game  for  the  world's  best  banks. 
"We  see  a  great  growth  story  in  China," 
says  Hongkong  &  Shanghai  Banking 
Corp.  ceo  Aman  Mehta. 

Today,  though,  regulations  and  red 
tape  still  keep  foreign  banks  from  open- 
ing more  than  a  branch  or  two  year- 
ly— which  is  fueling  a  dealmaking  fren- 
zy. Pudong  Development  Bank  in 
Shanghai  confirms  it  is  negotiating  with 
Citigroup,  although  Citi  won't  comment. 
hsbc  last  December  bought  a  piece  of 
the  Bank  of  Shanghai.  J.  P.  Morgan 
Chase,  hsbc,  and  others  have  talked 
with  Shenzhen  Development  Bank  about 
taking  a  stake.  "Everybody's  talking 
about  everything,"  says  R.  Ralph  Parks, 


BANKING  ON  CHANGE 

Foreign  investors  are  eyeing 
China's  fast-growing  financial  sector. 


jtq  -q  s-^\  ^W^     Bought  8%  of  Bank  of 
IIiJDL/  ^A.r      Shanghai  in  December 
for  $65  million,  and  says  it's  negotiating  to  buy 
stake  in  No.  2-ranked  insurer,  Pingan. 


^■^  In  talks  to  buy  a  share  of 

Citibank    Pudong  Development  Bank, 
wi  w  wai  m  which  was  founded  in  1993  to 
loan  to  enterprises  in  the  Pudong  section  of 
Shanghai. 


OTHERS  J.P.  Morgan's  private  equity  arm, 
HSBC,  and  others  have  discussed  buying  stake  in 
Shenzhen  Development  Bank,  which  lends  to 
companies  in  southern  China. 


COMPANY  COMING:  Inside 

Pudong  Development  Bank 


Data:  BusinessWeek 

Asia  chairman  for  J.P.  Morgan  Chase. 

Underlying  China's  opening-up  is  the 
realization  that  the  country's  financial 
sector  badly  needs  a  lift  out  of  the  19th 
century.  Half-hour  waits  at  teller  win- 
dows are  commonplace.  Personal  checks 
and  automatic  debits  for  monthly  bills 
are  a  novelty.  And  loan  officers  might  as 
well  gamble  their  banks'  capital  at  the 
casino:  Standard  &  Poor's  estimates  that 
China's  dud  loans  represent  at  least  50% 
of  the  total — as  much  as  $600  billion. 

Granted,  Chinese  banks  have  started 
offering  ATMs  and  other  modern  services. 
But  change  has  been  slow.  So  Beijing  is 
allowing  foreigners  to  buy  stakes  in  Chi- 
nese banks  to  help  a  few  smaller  banks 
modernize  quickly.  That  in  turn  would 
force  change  as  the  rest  of  the  industry 


scrambles  to  compete.  "Ch. 
wants  to  use  foreign  banks 
change  the  sector,"  says  ( 
buyer  who  is  negotiating  fo 
stake  in  a  Chinese  bank. 

The  changes  could  be  revc 
tionary.  Indeed,  people  fami 
with  talks  say  that  officials  n 
even  allow  the  foreigners 
take  management  control.  T 
would  remove  lending  decisit 
from  the  hands  of  the  state  i 
open  an  important  new  sou 
of  loans  for  China's  thriving 
vate  sector. 

To  date,  hsbc  has  led 
charge.  It  invested  $270  mill 
in  its  own  branch  network 
plunked  down  $65  minion  for 
8%  stake  in  the  Bank  of  Sha 
hai.  It's  also  providing  techni 
assistance  to  help  the  Shang 
bank  with  everything  from  fn 
prevention  to  e-procurement.  T 
eventual  payoff:  the  ability  to  j 
services  such  as  credit  cards  { 
mortgages  to  the  holders  of  Bj 
of  Shanghai's  6  million  accou> 
as  the  market  liberalizes. 

So  far,  the  profits  are  ti 
Pretax  earnings  at  hsbc's  Ch' 
operations  grew  30%  in  the  fi 
half  but  hit  just  $2  million.  ") 
real  returns  lie  in  the  futur 
says  Mehta.  His  big  hope:  tl 
banks  in  Hong  Kong  can  ev 
tually  accept  deposits  in  yu 
which  they  can  then  lend  to  o 
er  customers  across  China.  1 
governor  of  the  People's  Ba 
of  China,  Dai  Xianglong,  tol< 
Hong  Kong  audience  earlier  t 
year  that  the  change  was  on  ' 
way,  although  no  timetable  1 
set.  "If  we  were  allowed  to  te 


been 

[yuan]  deposits  here  we  would  have  ■ 
plosive,  limitless  growth  in  Chin 
Mehta  says  in  his  Hong  Kong  office. 

That's  just  what  worries  many  C 
nese.  Foreign  financial  firms  are  "a 
crocodile,"  warns  Liu  Ji,  executive  pr 
ident  of  the  China  Europe  Internatio 
Business  School  in  Shanghai.  Liu  c 
tions  that  foreign  financial  capital  co 
swamp  China,  so  local  banks  need 
shape  up  fast.  Foreign  bankers  ins 
they'll  never  supplant  China's  bigg 
banks.  That's  probably  true.  But  if  1 
foreigners  can  cut  the  fine  at  the  tellt 
window,  they  may  get  more  custom- 
than  they  ever  dreamed  of. 

By  Mark  L.  Clifford  and  Frede 
Balfour  in  Hong  Kong 


»1 
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Entertainment 


Back  in  1971,  before  he  became 
the  king  of  Spanish-language  TV 
in  the  U.  S.,  71-year-old  A.  Jer- 
rold  Perenchio  was  the  boxing  pro- 
moter who  put  together  the  first 
heavyweight  bout  between  Muham- 
mad Ah  and  Joe  Frazier.  Nowadays, 
Perenchio,  chairman  of  Univision 
Communications  Inc.,  is  throwing  a 
few  punches  of  his  own. 

Last  year,  when  Univision  started 
losing  ratings  to  Telemundo,  its  top 
rival,  Perenchio's  response  was  a 
quick  upper  cut:  Univision  swooped 
in  to  sign  an  agreement  with 
the  Brazilian  producers  of  Tele- 
mundo's  hottest  show,  Betty  La 
Fea  ("Betty  the  Ugly").  That 
gave  Univision  the  rights  to   j 
the  show's  sequel.  Perenchio 
then  delivered  another  blow 
by  signing  a  pair  of  long-term 
deals  with  two  other  Tele- 
mundo programmers. 

In  the  always  fierce  world 
of  media  battles,  few  are  as 
pitched  right  now  as  those  be- 
tween Univision  and  Telemun- 
do. Based  in  Los  Angeles,  Uni- 
vision commands  more  than 
70%  of  the  estimated  3  million 
nightly  Hispanic  TV  viewers  with 
its  novelas,  soccer  matches,  and  music 
shows.  But  Telemundo,  in  Hialeah,  Fla., 
which  drew  just  9%  of  the  prime-time 
audience  in  1999,  has  seen  ratings  rise 
over  the  past  three  years.  Then  late 
last  year,  nbc  snapped  up  the  network 
for  $2.7  billion.  "Univision  is  on  top  of 
the  mountain,  and  there's  only  one  place 
to  go,"  says  NBC  President  Andrew 
Lack,  "and  that's  down." 

Univision  executives  declined  com- 
ment, but  the  company's  actions  speak 
volumes.  Two  months  after  NBC  an- 
nounced its  Telemundo  deal,  Univision 
rewrote  deals  with  its  two  largest  sup- 
pliers, Mexico's  Grupo  Televisa  and 
Venezuela's  Venevision,  so  it  would  have 
exclusive  rights  to  their  programming. 
Both  had  provided  Telemundo  with 
shows.  When  rumors  circulated  that  NBC 
was  also  looking  to  buy  Hispanic  Broad- 
casting Corp.,  the  country's  largest  chain 
of  Hispanic  radio  stations.  Univision 
moved  in,  striking  a  $3.5  billion  stock 


BROADCASTING 


MANOAMANO 
IN  HISPANIC  TV 

With  NBC  behind  Telemundo, " 
rival  Univision  flexes  its  muscle 


POWERFUL  PUNCHES:  Univision] 
is  snapping  up  Latin  program- 
ming deals — for  variety,  news, 
and  music  shows 


deal  to  buy  the  55-station  group  in  June. 

The  two  companies  are  fighting  over 
the  fastest-growing  media  market  in  the 
U.S.  The  U.S.  population  of  32.5  million 
Hispanics  is  projected  to  grow  by  15% 
by  2010,  according  to  the  Census  Bu- 
reau. About  one-third  of  that  segment 
speaks  little  or  no  English  at  home,  ac- 
cording to  Nielsen  Media  Research. 
Moreover,  Hispanics  tend  to  be  younger, 
have  larger  families,  and  watch  nearly  10 
hours  of  TV  a  day,  about  two  hours  more 
than  non-Hispanics.  So  ad  spending  on 
Hispanic  TV  is  expected  to  rise  by  10%  in 
2002,  double  the  overall  media  increase, 
according  to  ad-tracking  company  CMR. 

The  clear  leader  so  far  is  Univision. 
Since  1992,  when  Perenchio  and  part- 
ners Televisa  and  Venevision  bought  it 


for  $550  million,  Univision  has  becom» 
Hispanic  colossus.  This  year,  it  is  p 
jected  to  have  revenues  of  $1.1  billion, 
26%  over  2001,  due  largely  to  strong 
front  advertising  sales,  figures  Me: 
Lynch  &  Co.  analyst  Jessica  Reif 
who  forecasts  a  5%  increase  in  cash  fit 
to  $328  million.  It  has  even  been  an  . 
quisition  target  itself,  spurning  a  rumoi 
$7  billion  bid  last  year  by  Viacom  Inc 
Univision  has  long  been  known  for 
sharp  elbows  and  not  being  afraid 
spend  big  to  fend  off  competitors.  WH 
Mexico's  second-largest  network, 
Azteca,  announced  plans  in  2< 
to  launch  its  own  network  in 
U.S.,  Univision  headed  it  off 
buying  several  available  TV  d 
tions.  Its  biggest  deal  was  *J 
$1.1  billion  purchase  of  13  s 
tions  from  Barry  Diller's  I 
Networks  Inc.  in  2000.  Witt 
weeks,  Univision  announced 
own  new  network,  TeleFuti 
nbc  and  Telemundo  won'i 
deterred  so  easily.  In  mid- 
gust,    Telemundo    clinched 
three-year   deal 
broadcast  NBA  a 
WNBA     games 
Spanish.  As  p 
nbc,     Telemun 
with  $500  million] 
revenues  last  ye 
can     promote 
shows   heavily, 
lure  eyeballs  for  T«l 
mundo's  Billboard  Latin  Music  Awa 
nbc  scheduled  host  Celine  Dion  to  apj 
on  its  Today  Show,  nbc  will  also  g 
Telemundo  the  Spanish-TV  rights  to  1 
Olympics  and  Miss  Universe  contests 
More  important,  Telemundo  contira 
to  find  hits,  despite  Univision's  efforts 
shut  off  producers.  Nielsen  puts  TeleiH| 
do's  ratings  up  14%  so  far  this  year,  c 
ting  into  early  gains  that  Univision's  TS| 
Futura  had  made  by  showing  World  CI 
games  and  dubbed  Hollywood  movi 
More  confrontations  are  ahead.  "W« 
going  to  show  them  that  they're  not  1 
only  fighter  in  this  ring,"  says  NBC's  Li 
It  may  not  star  Betty,  but  this  matd 
looking  more  than  a  little  ugly. 

By  Ronald  Grover  in  Los  Anget, 
with  Aixa  M.  Pascual  in  Atlanta 


ON  A  TEAR 

Univision,  the  largest 
U.S.  Hispanic  media 
company,  is  pushing 
to  get  even  bigger: 

Data:  Univision 


rp\  Earlier  this  year,  Univision  launched 
■■■  v  bilingual  network  TeleFutura,  which 
has    ^ptured  8%  of  the  U.S.  prime-time 

audit  ice. 

MTTCTp  Last  year,  it  bought  50%  of 
IVlUDl'u  Disa  Records,  the  world's 
No.  2  Spanish-language  record  label.  It's 
also  acquiring  Mexican  music  label  Fonovisa. 


T>  A  r\TA  In  June,  it  snapped  up 
riiWJLKJ  Hispanic  Broadcasting,  the 
nation's  largest  chain  of  Hispanic  radio  of 
erations,  with  55  stations,  for  $3.5  billior 

T\TTT?P\TT?T  ln  2000-  jt  set  UP 
UN  1  JCilXlMli  1  Univision  Online; 

signed  a  marketing  pact  last  year  with 

America  Online. 
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Ve  know  exactly  how  you  feel. 
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Hertz  #1  Club  Gold® 
Skip  the  paperwork,  and  the  long  lines. 

(S)ometimes  it  feels  like  it  can  go  on 
forever.  Hertz  understands.  That's  why  we 
offer  Hertz  #1  Club  Gold -our  fastest  way 
to  get  from  the  plane  to  your  car  and  out 
of  the  airport.  No  long  lines.  No  waiting. 
No  unnecessary  paperwork. 

Hertz  NeverLost®and  Hertz  Instant  Return. 
Two  more  ways  to  get  you  going. 

(H)ertz  also  saves  you  time  when  you're  on 
the  road.  With  Hertz  NeverLost  -  our  GPS 
in-car  navigation  system  that  tells  you 
exactly  how  to  get  to  your  destination.  And 
when  you  return  your  car,  there's 
Hertz  Instant  Return.  Just  drive 
into  the  Hertz  area.  Well  be  there 
to  greet  you  and  print  out  your 
receipt.  Face  it.  Business  will 
always  be  work,  work,  work.  But 
there's  no  reason  why  it  has  to  be  wait,  wait, 
wait.  At  Hertz,  we  know  exactly  how  you 
feel.  So  we  have  exactlv  what  vou  need. 


Hertz  rents  Fords  and  other  fine  cars. 
®  Reg.  T.S.  Pat.  Off.  ©  2002  Hertz  System.  Inc. 
NeverLost  is  available  for  a  nominal  daily  fee. 
Subject  to  availability. 


exactly; 


That's  what  they  call  Duke  Energy  in  Tasmania  - 

fair  dinkum  -  the  real  thing,  the  original  article.  Honest.  True. 
They  respect  Duke  Energy's  guts  -  opening  up  a  new  market 

by  building  a  pipeline  from  mainland  Australia  to  its  island  state. 
Not  just  any  company  would  mount  that  expedition. 
But  then,  not  just  any  company's  committed  to  growing  energy  market  share  in  key  worldwide  markets. 
Fact  is  -  we're  not  waiting  for  regions  like  Tasmania  to  develop  energy  markets. 

We're  creating  those  markets.  We're  generating  a  new  source  of  energy. 
The  energy  of  turning  tomorrow  into  now.  In  Tasmania,  we're  digging. 
It  looks  like  we're  building  a  natural  gas  pipeline. 

But  we  know,  as  the  Tasmanians  know,  it's  more  than  that. 
We're  cultivating  a  future.  Creating  jobs. 
Opening  up  a  whole  new  marketplace.  And.  mate,  that's  fair  dinkum. 


mDuke 

rSr 


Energy* 

we  generate  what's  next 


What  can  Duke  Energy  generate  for  you?  Visit  us  at  www.duke-energy.com  or  1-800-use-duke. 


Finance 


COMMENTARY 

By  Joseph  Weber 

MEMO  TO  PNC:  SHOW  ROHR  THE  DOOR 


Judging  from  the  headlines, 
we're  in  a  stern  new  era  of 
CEO  accountability.  One  test 
of  that  will  be  how  things  turn 
out  for  James  E.  Rohr,  chairman 
and  ceo  of  PNC  Financial  Services 
Group  Inc.  So  far,  accountability 
isn't  making  much  headway. 

Under  Rohr,  Pittsburgh's  PNC 
made  an  accounting  maneuver 
that  on  July  18  brought  down  the 
|  ire  of  the  Federal  Reserve,  the 
Securities  &  Exchange  Commis- 
sion, and  the  Office  of  the  Comp- 
troller of  the  Currency  (occ).  By 
putting  $762  million  of  bad  assets 
into  three  off-balance-sheet  enti- 
ties, pnc  "camouflaged"  risk,  sold 
stock  after  "inaccurately"  portray- 
ing its  financial  performance,  and 
misled  shareholders,  the  sec  said. 
Worse,  disregarding  a  Fed  direc- 
tive to  consolidate  the  entities,  it 
published  2001  accounts  that  left 
out  the  entities,  overstating  earn- 
ings. PNC  shares  fell  10%  when  it 
later  restated  2001  earnings  and 
have  lost  23.5%  this  year. 


n 

THE  CEO 
SHOULD 
TAKE  THE  FALL 

F\ 

PNC'S  REGULATORY 
TROUBLES  MOUNT 

JUNE-NOV.  2001  PNC  puts  $762  million 
in  bad  loans  and  investments  into  three 
off-balance-sheet  units.  The  Federal  Re- 
serve Bank  of  Cleveland  asks  for  details. 

JAN.  2002  The  Fed  tells  PNC  to  consoli- 
date the  entities.  Six  days  later,  PNC 
announces  2001  earnings  without  the 
changes.  Two  weeks  later,  it  cuts  earnings 


entities,  says  a  senior  bank  offi- 
cial. Two  days  later,  Rohr  signed 
off  on  an  earnings  release  that 
only  hinted  at  the  units'  exis- 
tence. The  restatement  a  few 
weeks  later  cut  reported  earnings 
by  $155  million,  to  $412  million. 
Rohr  has  apologized  but  has 
not  personally  taken  the  blame. 
"I  am  disappointed  by  these 
events,"  he  told  investors  in  a 
July  18  conference  call.  "This 
falls  on  my  watch,  and  I  regret 
the  impact  it  has  had  on  our  em- 
ployees and  investors."  There  has 
been  a  wave  of  departures  in  the 
executive  suite  and  the  board- 
room. On  Aug.  28,  Chief  Finan- 
cial Officer  Robert  L.  Haunschild 
became  the  sixth  pnc  official  to 
quit.  In  September,  he'll  pass  his 
job  to  J.  R  Morgan  Chase  struc- 
tured-finance chief  William  S. 
Demchak,  who  also  becomes  pnc 
vice-chairman.  Three  board  mem- 
bers— including  Vice-Chairman 
Walter  E.  Gregg  Jr.,  lawyer 
David  F.  Girard-diCarlo,  and  H.J. 


Regulators  say  privately  they         PeLsh3Ie^l.3.8°^:Jhe .stock  falls .!°.°/o: Heinz  ceo  William  R.  Johnson- 


wanted  to  make  an  example  of 
PNC  because  it  abused  off-balance- 
sheet  entities — a  particular  con- 
cern post-Enron.  If  so,  the  guy  at 
the  top  should  take  the  bullet. 
But  so  far,  it  looks  as  if  he'll 
dodge  it.  The  Fed,  which  has  the 
bank  under  close  scrutiny,  ordered 
PNC's  board  to  hire  an  independ- 
ent consultant  to  study  whether 
management  and  the  board  should 
keep  their  jobs.  The  consultant, 
Eugene  A.  Ludwig,  a  former 
comptroller  of  the  currency,  now 
managing  partner  of  Washington's 
Promontory  Financial  Group,  gave 
Rohr  a  pass  last  week  in  an  oral  re- 
port, says  director  George  A.  David- 
son Jr.,  a  retired  chairman  of  Domin- 
ion Resources  Inc.  who  chairs  pnc's 
special  regulatory  affairs  and  over- 
sight committee.  The  board  unani- 
mously agreed.  "We  want  to  maintain 
that  leadership  at  the  top,"  he  says. 
When  that  was  announced  Aug.  28, 
pnc's  stock  fell  3.5%  to  $46.20. 

But  leadership — or  lack  of  it — 
seems  to  be  pnc's  problem.  PNC, 
with  partner  American  International 


FEB.-MAR.  PNC  amends  its  financials, 
cutting  EPS  by  52%  from  its  initial  figure. 

JULY-AUG.  The  SEC  issues  a  cease-and- 
desist  order,  saying  PNC  "made  materially 
false"  disclosures.  Joseph  C.  Guyaux,  CEO 
of  PNC's  Regional  Community  Bank,  takes 
over  as  president  from  James  E.  Rohr, 
who  remains  chairman  and  CEO.  Several 
senior  execs  and  directors  leave. 

Data:  Securities  &  Exchange  Commission, 
PNC  Financial  Services  Group  Inc.,  BusinessWeek 

Group  Inc.,  continued  to  create  off- 
balance-sheet  vehicles  and  to  shift 
bad  assets  into  them  last  fall  as  En- 
ron was  collapsing.  That  shows  at 
best  a  startling  lack  of  awareness  of 
public  concerns  on  Rohr's  part,  even 
if  accountants  Ernst  &  Young 
0.  K.'d  the  deal. 

Despite  the  large  sums,  Rohr  was 
not  involved  in  the  details,  say  two 
people  familiar  with  the  matter.  He 
relied  on  the  advice  of  his  lawyers 
and  financial  experts.  Rohr  wasn't 
present  on  Jan.  15,  2002,  when  Fed 
officials  called  a  meeting  to  tell  the 
bank  that  it  had  to  consolidate  the 


are  among  the  departures.  Rohr, 
who  declined  comment  for  this 
story,  also  ceded  one  of  his  three 
functions,  the  president's  job,  to 
a  pnc  community  bank  executive. 

No  doubt  Rohr,  a  respected 
Pittsburgh  businessman,  was  gen- 
uinely chagrined.  (The  bank 
agreed  to  take  corrective  action  in 
pacts  with  the  sec,  the  Fed,  and 
the  occ  without  admitting  or 
denying  fault.)  Yet  his  arm's- 
length  apology  about  things  hap- 
pening on  his  "watch"  is  scarcely  tak- 
ing responsibility.  If  he's  not  prepared 
to  bow  out,  the  board  should  show 
him  the  door.  Certainly,  PNC  is  no  En- 
ron. It's  the  17th-largest  U.S.  bank, 
with  $67  billion  in  assets.  But  it  has 
important  retail,  asset  management, 
and  investment  activities.  Leaving 
Rohr  in  place  sends  the  wrong  mes- 
sage to  the  executive  class.  With  a 
new  leader — preferably  an  outsider — 
PNC  could  become  a  symbol  of  how  to 
restore  confidence  in  management, 
not  a  case  study  in  what's  wrong. 

Weber  covers  finance  from  Chicago. 
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Finance 


COMMENTARY 

By  Mike  McNamee 


IPOS:  GETTING  THE  PRICE  RIGHT 


What's  the  best  way  to  prevent 
the  massive  abuses  that  made 
initial  public  offerings  of  stock 
such  a  honey  pot  for  investment 
banks  and  their  friends  in  the  late 
1990s?  Hefty  penalties — such  as  the 
$100  million"  Credit  Suisse  First 
Boston  paid — and  the  new  nasd 
rules  will  help,  but  the  way  IPO  stock 
is  priced  and  distributed  in  U.S. 
markets  needs  a  thorough  overhaul. 

During  the  boom.  Wall  Street's 
bankers  systematically  underpriced 
shares  in  the  new  companies  they 
took  public.  With  investors  frantic 
for  hot  issues,  anyone  who  could  get 
shares  at  the  opening  price  cleaned 
up.  Some  investment  bankers  exact- 
ed kickbacks  and  other  quid  pro  quos 
from  clients  who  got  shares. 


incentive  for  WorldCom  to  steer 
business  to  the  bank. 

The  obvious  losers  were  investors 
who  bought  during  frenzied  first-day 
trading.  Underpricing  also  robbed  the 
companies  going  public:  At  the  height 
of  the  boom,  they  could  have  reaped 
an  average  of  $79  million  more  in 
capital  had  their  offering  prices  been 
closer  to  what  the  market  would  pay. 


Ail  Unfair  Advantage 


Accelerated  first-day  gains  for  IPOs 

suggest  that  bank  clients — not 
issuers — are  raking  in  the  big  money 

AVERAGE  FIRST-DAY  INCREASE 
PERIOD  IN  SHARE  PRICE*   IN  MARKET  VALUE" 

(WLUONS) 


1980-89 


7.4% 


$2.6 


Securities  &  Exchange  Commission       1990-98  14.8 


9.3 


Chairman  Harvey  L.  Pitt  wants  to 
close  the  pricing  gap.  In  an  Aug.  22 
letter,  he  asked  the  New  York  Stock 
Exchange  and  nasd  to  form  a  high- 
level  committee  to  study  the  IPO 
process,  "particularly  price-setting." 
But  the  exchanges  aren't  likely  to 
squeeze  one  of  Wall  Street's  fattest 
franchises  unless  Pitt  keeps  the  heat 
on.  He  needs  to  push  an  honest  auc- 
tion system  that  establishes  the  mar- 
ket price  for  new  stocks  and  gives  all 
buyers  an  equal  shot. 

The  evidence  of  underpricing  is 
clear  (table).  There  has  always 
been  a  bump  in  the  price  of  ipos 
on  the  first  day  of  trading.  But 
the  average  7.4%  gain  in  the  1980s 
exploded  to  65%  in  1999  and  2000, 
capped  by  the  698%  first-day 
gain  for  VA  Software  Corp.  in 
December,  1999. 

Such  enormous  jumps  turned  ipo 
shares  into  a  currency  that 
some  underwriters 
abused.  CSFB  allegedly 
handed  out  shares  to 
customers  who  would 
kick  back  some  of  the 
gains  through  inflated  commis- 
sions: The  firm  paid  a  $100  mil- 
lion penalty  without  admitting  or 
denying  the  charges.  Salomon  Smith 
Barney  on  Aug.  26  admitted  giving 
100,000-share  blocks  of  IPOs  to  execs 
at  WorldCom  Inc..  a  top  customer, 
lenies.  though,  that  this  was  an 


1999-2000        65.0 


79.0 


*  Equity  IPOs  priced  at  $5  or  more. 
**  In  2000  dollars 

Data:  Timothy  J.  toughran,  University  of 
Notre  Dame,  and  Jay  R.  Ritter.  University 
of  Florida 
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Investment  bankers  aren't  the 
only  ones  in  the  IPO  game  who  like 
the  status  quo.  Managers  in  stock- 
issuing  companies  all  too  often  bene 
fited  from  the  "friends  and  family" 
system.  Insiders  can't  sell  their  owr 
shares  for  six  months,  so  they're  of- 
ten more  concerned  with  staying  on 
the  good  side  of  investment  banks— 
and  their  all-important  analysts — 
and  creating  buzz  about  their  com- 
pany. "Managers  have  many 
incentives  to  ignore  the  money 
they've  left  on  the  table,"  says  Uni- 
versity of  Florida  finance  professor 
Jay  R.  Ritter. 

The  sec  should  require  the  issuer' 
board  to  sign  off  on  ipo  pricing.  More 
important,  the  securities  cops  should 
break  the  underwriters'  lock  on  in- 
formation about  demand — namely, 
how  many  shares  investors  want  anc 
at  what  price.  "The  current  system 
is  totally  opaque.  There's  no  demand 
curve  that  issuers  or  investors 
can  see."  says  William  R.  Ham- 
brecht,  chairman  and  ceo  of  WR 
Hambrecht  &  Co. 

To  get  that  information 
out,  Hambrecht  favors  In- 
ternet-based auctions,  whic 
his  firm  uses  to  price  IPOs.  But 
it  isn't  the  sec's  job  to  design  a 
one-size-fits-all  auction  model.  It 
should  require  bankers  to 
maintain  an  "open  book" 
showing  how  many  shares 
have  been  bid  for  and  at 
what  prices,  and  require 
underwriters  to  award  shares 
proportionately  to  all  bidders 
who  offer  a  high  enough  price.  Al 
tentatively,  the  agency  could  let  ex- 
changes set  prices  by  trading  new- 
company  shares  before  an  ipo  in  a 
so-called  "when-issued"  market. 

With  demand  and  prices  out  in 
the  open,  Wall  Street  will  have  to 
prove  that  its  crony  system  is  bet 
ter  than  an  auction.  Either  way, 
issuers — and  the  vast  majority 
of  investors  who  lack  insider  con 
nections — will  win.  There  is  no 
better  way  to  prevent  future  IPO 
scandals  than  to  get  the  price  right 
from  the  start. 


McXamee  covers  the  SEC 
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Menlo  Charity  Horse  Show 

Benefiting  Peninsula  Center  for  the  Blind  and  Visually  Im 
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August  6-11,  2002,  8  a.m.  to  5  p.m. 
190  Park  Lane,  Atherton,  CA  94027 

Admission  $10  per  day 
(children  under  12  admitted  free) 

Nor/Cal  Horse  Show  of  the  Year  Award 

Championship  jumping  competition 

Over  forty  equestrian  boutiques 

Top  West  Coast  horses  and  riders 

Refreshments  available  on  the  grounds 

Over  $120,000  in  prize  money  and  awards 

Peninsula  Center  for  the  Blind 

and  Visually  Impaired  and 

the  Horse  Show  Committee 

salute  our  exhibitors  and  sponsors 

for  their  generosity. 

For  further  information  call:  (415)  584-7690 
Website  Address:  www.menlohorseshow.org 


Peninsula  Center  for  the  Blind 

and  Visually  Impaired  enables 

clients  to  achieve 

their  highest  potential 

through  programs 

that  promote  independence 

and  improve  quality  of  life. 

2470  El  Camino  Real,  Suite  107 
Palo  Alto,  CA  94306 
Phone:  (650)  858-0202 
muv.pcbvi.org 
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Working  Life 


COMMENTARY 


By  Michelle  Conlin 

WORKERS,  BEWARE  OF 
BRAVE  NEW  HEALTH  PLANS 


Get  ready  for  the  Big  Shift. 
Round  Two.  First,  during  the 
1980s,  ceos  deftly  phased  out 
rich  defined-benefit  pensions  and 
moved  workers  into  you're-on-your- 
own  401(k)s,  shredding  a  major  safe- 
ty net  even  as  they  locked  in  lifetime 
benefits  for  themselves.  The  move 
promised  the  rank  and  file  a  chance 
to  make  big  money  in  the  stock  mar- 
ket, but  it  has  also  enabled  compa- 
nies to  cut  22%  of  their  retirement 
spending  since  1986,  according  to  the 
Labor  Dept.  Warning  labels  about 
the  risks  of  employees  becoming  their 
own  investment  managers — or  about 
how  much  less  companies  would  be 
contributing — were  often  missing 
from  the  promotional  brochures. 

Now,  health  benefits  are  in 
crosshairs.  Faced  with  soaring 
increases  of  13%  and  more  in 
runaway  costs — and  with  no 
relief  in  sight — companies 
for  the  past  year  have  been 
shifting  more  of  the  bill 
onto  workers  in  the  form  of 
higher  deductibles,  co-pays, 
and  premiums.  If  the  labor 
market  continues  to  weak- 
en, companies  could  be 
even  more  emboldened  to 
shift  more  risk,  responsibili-  | 
ty.  and  management  for 
health  care  onto  employees. 

Enter  the  new  "con- 
sumer-driven" health  plans, 
which  such  companies  as 
Novartis  and  Humana  al- 
ready are  offering  as  one 
option.  For  now.  companies 
are  piloting  the  new  plans 
alongside  traditional  ones. 
But  experts  say  that  if  the 
consumer-driven  trend  takes 
off,  it  could  save  employers 
as  much  as  15%.  Indeed, 
what  hlmos  were  to  the  '90s, 
these  plans  could  be  to  this 
decade — and  they  have  the 
potential  to  have  the  same 
profound  impact  on  your 
health  care  as  401(k)s  had 
on  your  retirement  nest  egg. 

On  the  surface,  they 


sound  great.  An  employee  who  choos- 
es one  over  a  traditional  plan  will 
get.  let's  say,  a  defined  yearly  contri- 
bution of  $2.000 — about  average  for 
plans  now  being  piloted — for  his  fami- 
ly. He  can  spend  the  money  any  way 
he  wants,  using  it  to  buy  preventa- 
tive care  or  forgoing  doctor  \isits  al- 
together and  rolling  the  sum  into  his 
account  the  following  year.  The  idea 
is  that  since  it's  his  cash — and  not 
some  all-you-can-eat  plan — he's  less 
likely  to  rush  to  the  emergency  room 
every  time  his  kid  bumps  his  head. 
But  if  the  family  exceeds  the  $2,000, 
they  could  be  on  the  hook  for  what  is 
in  essence  a  supersize  deductible, 
ranging  from  $2,000  to  up  to  $4,000 


First,  employers  dismantled  old-fashioned 
retirement  plans.  Nou\  it  looks  as  if  health-care 
benefits  are  next.  The  similarities  are  striking: 


401(K)s 

•  Were  billed  as  a  chance 
for  workers  to  cash  in 
on  stock-market  riches 

•  Heaped  risk  onto 
employees  without 
adequate  information 
and  training 


NEW  HEALTH  PLANS 


•  Saved  companies 
millions  by  shrinking 
defined-benefit  plans 

•  Fueled  inequality  in 
retirement  plans,  in 
which  poorest  workers 
couldn't  afford  to  opt  in 


•  Allow  companies  to 
publicize  them  as  offer- 
ing choice  and  control 

•  Could  unravel  the 
safety  net  for  the  sick, 
low-paid,  or  those  who 
get  bad  advice 

•  Give  companies  a 
radical  new  cost- 
cutting  measure 

•  Could  create  a  two- 
tiered  system  in  which 
those  who  need  help  the 
most  get  hit  the  worst 


and  possibly  even  more.  Only  after 
that  interim  cost  is  met  does  a  kinc 
of  traditional  health  coverage  kick  i 
If  the  grand  experiment  in  401(1 
taught  us  anything,  it's  that  many 
corporations  sloughed  off  responsih 
ity  without  providing  an  adequate 
support  structure  for  employees. 
Now  they  are  in  danger  of  making 
the  same  mistake  again.  Ten  years 
ago,  kmo  advocates  made  big  noise 
about  the  creation  of  clearinghouse 
of  impartial  information — Consume 
Reports  for  health  care — that  woul 
enable  workers  to  make  informed, 
savvy  choices.  But  it's  still  nowher 
in  sight.  Doctors  and  hospitals  hav 
been  leery  about  releasing  informa 
tion.  As  it  stands  now,  workers 
would  be  expected  to  wander  the 
health-care  maze  without  a  clue 
about  price  and  quality. 

If  you're  young,  healthy,  or  man- 
age your  coverage  just  right,  the 
plan  could  work  splendidly.  One  of 
chief  virtues,  advocates  say.  is  that 
injects  consumerism  into  an  arena 
that's  sorely  lacking  in  economic  du 
cipline.  But  can  health-care  spendin 
be  rationed  so  easily?  The 
very  name  "consumer-dri 
en"  seems  to  equate  needii 
biopsy  with  buying  a  bur. 
er.  If  you're  unlucky  enoug 
to  have  a  child  who  gets 
cancer,  for  example,  the 
payment  on  the  gap  be- 
tween the  company-paid 
voucher  and  catastrophic 
care  could  end  up  swamp 
ing  your  family's  finances. 
There's  also  the  danger  tl 
the  cash-up-front  plans 
could  skew  the  risk  pool, 
tracting  healthy  workers 
and  their  dollars.  That  coi 
leave  sick  or  older  emploj 
ees.  whose  bills  could  easi 
exceed  the  cash  grant,  coi 
signed  to  far  costlier  plan 
That  essentially  amounts 
a  two-tiered  health  syster 
Says  Princeton  University 
health-care  economist  Uw 
Reinhardt:  "This  is  a  sim] 
device  to  try  to  roll  out 
more  of  the  health-care  a 
from  employers  to  emploj 
ees  and.  within  employees 
from  the  healthy  to  the 
sick."  In  other  words, 
vou're  on  vour  own. 
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w  can  you  identify  your  best 
(and  worst)  suppliers? 


View  your  total  spend  across 
business  lines  and  geographies? 

And  make  sure  your  contracts 
get  you  the  best  price? 
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Only  SAS  provides  a  complete  view  of  who  s 
buying  what  in  your  company... and  from  which 
suppliers.  So  you  can  consolidate  spending, 
your  costs  and  maximize  profits.  To  find  out  how 
leading  companies  are  reaping  the  rewards  of  SAS 
supplier  intelligence  software,  call  1  866  270  5724 
toll  free  or  visit  www.sas.com/supplier 
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small  business  software: 
S300 

2000  sq  ft  downtown: 
S5000/month 

fax  machine  &  photocopier: 
S800 

points  you  can  use  to  get  a  new  officemate: 
priceless 


Every  time  you  use  your  MasterCard  BusinessCard*  with  Business  Bonuses,™  you  earn  points  good  for  anything  anywhere  you  * 
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Sure,  they're  down  as  muei 


I- 


BY  LEWIS  BRAHAM 

Investors  seeking  a  safe  haven  overseas 
the  U.S.  stock  market's  turmoil  ha 
found  it  this  year.  So  far  in  2002,  the 
age  foreign  stock  is  neck-and-neck  wi 
U.  S.  counterpart,  both  falling  by  over 
That  said,  U.S.  investors  who  are  b 
foreign  stocks  have  fared  better.  Becai 
a  rise  in  the  value  of  foreign  curre 
against  the  dollar,  foreign  stocks  lost  l 
dollar  terms — falling  only  9.5%. 
While  it  may  be  tempting  to  throw  u 
towel,  that  would  be  a  mistake  right  now 
one  thing,  foreign  stocks  are  still  relatively  ( 
"U.S.  stocks  are  generally  about  25%  mor 
pensive  on  a  price-to-earnings  basis  than  J 
pean  ones  in  most  sectors,"  says  Ajit  D 
deputy  chief  investment  officer  at  Hansb 
Global  Investors,  a  Fort  Lauderdale-based 
ey-management  firm.  "Emerging-market  sto 
Asia  and  Latin  America  are  about  35%  tc 
cheaper."  Analysts  also  think  the  dollar  is 
valued  compared  with  other  currencies, 
slides,  that  will  further  boost  foreign  retui 

Still,  in  this  climate,  one 
has  to  be  a  careful  stockpick- 
er.  Money  managers  have 
been  increasing  allocations  to 
small  and  midsize  European 
companies,  which  are  cheaper 
than  multinationals  and  more  dependent  on 
economies  than  exports  (page  133).  Value  s 
with  strong  free  cash  flow,  little  debt,  and  s 
business  models  are  also  in  style.  "Corpon 
nancing  is  difficult  to  come  by  overseas  right 
says  Bernard  Horn  Jr.,  manager  of  the  ( 
Foreign  Value  Fund,  which  is  up  2JJ%  this 
"But  companies  with  little  debt  and  stron| 
cash  flow  don't  need  external  financing  to  g 
While  stockpicking  matters  most,  counti 
lection  is  also  important.  Within  Latin  Am 
for  instance,  money  managers  are  stickinj 
marily  with  the  largest,  safest  companies  in 
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cans,  Foreign 
11  Relief 


l  in  dollar  terms,  they've  lost  less-and  have  more  upside 


cause  that  country's  strong  ties  to  the  U.S. 
it  less  vulnerable  to  economic  fallout  from 
urrency  devaluation  in  Argentina  (page 
And  while  Asia  as  a  whole  has  been  grow- 
lost  experts  favor  Korea  and  China  over 
,  where  growth  is  sluggish  (page  134). 
b  rest  of  the  year  may  not  turn  out  to  be 
righter  for  foreign  stocks.  But  given  how 
i  down  they  are  already,  now  isn't  the  time 
L 


ret  Battered, 
>w  Bargains 


and financial firms  win  fans 


in  Europe  have  good  reason  to  be 
ressed  these  days.  The  euro  zone's  econ- 
my  is  recovering  from  last  year's  down- 
urn  more  slowly  than  expected,  companies 
re  going  bankrupt  in  record  numbers,  and 
little  good  news  coming  from  across  the 
ic  "We're  two  years  into  a  downturn,  and 
on  the  Continent  look  ugly,"  says  Svein 
r,  an  assistant  portfolio  manager  at 
lus  International  Growth  in  Chicago, 
other  savvy  investors,  though,  Backer 
that  bear  markets  produce  bear-mar- 
Ihes  and  the  chance  to  profit.  Just  look  at 
lancial-services  sector.  Investors  dumped 
ares  of  many  European  banks  and  insur- 
ompanies  in  the  first  half  as  loan  demand 


slowed,  bad  debts  mounted,  or  company  invest- 
ments slumped  along  with  falling  stock  mar- 
kets. Shares  of  Switzerland's  Credit  Suisse 
Group,  for  one,  lost  over  AO%  of  their  value 
from  January  to  July. 

So  Backer  and  other  investors  say  financial- 
services  stocks  now  represent  real  bargains.  In- 
deed, pension  funds  and  other  institutions  al- 
ready have  started  pouring  money 
back  into  them.  Insurance 
stocks  have  risen  strong- 
ly in  recent  weeks  even 
though  the  worst  floods 
in  more  than  a  century 
have   devastated    parts   of 
Germany,  Austria,  and  Cen- 
tral Europe  (and  will  likely 
cost  underwriters  as  much  as 
$3  billion). 

That  upturn  should 
continue:  Euro  zone  in- 
terest rates  are  heading 
downward,  which  tradi- 
tionally    benefits     bank 
earnings,  and  the  equity 
markets    seem    to    have 
bottomed      out,      which 
means  that  the  value  of 
insurance  companies'  port- 
folios shouldn't  fall  further. 
"You    don't    need    much 
good  news  to  drive  a  big 
increase    in    the    share 
prices  [of  financial-services 
companies]  in  this  envi- 
ronment," says  Backer. 

In  fact,  many  of  the  sec- 
tors that  were  clobbered 
the  hardest  over  the  past 
year  offer  the  best  oppor- 
tunities for  the  rest  of  2002. 
One  example  is  telecom 
companies.  They  may  not  be 
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yielding  much  in  the  way  of  profits,  but  they 
boast  strong  cash  flows,  which  make  them  at- 
tractive to  investors  increasingly  focused  on  bal- 
ance-sheet strength  and  sound  fundamentals. 
That's  why  Britain's  Vodafone  Group  and  Ger- 
many's Deutsche  Telekom  are  both  back  in  vogue. 
These  uncertain  times  also  have  investors 
looking  at  small  companies  and  mid-caps,  which 
are  less  dependent  on  exports,  especially  to  re- 
gions faring  even  more  poorly  than  Europe.  Also, 
large  companies  with  complicated  accounting 
seem  more  prone  to  scandal  than  smaller  ones. 
"There  is  a  growing  disillusionment  with  large, 
global  companies,"  says  Steve  Russell,  an  equities 
strategist  at  hsbc  in  London.  "That's  why  in- 
vestors are  increasingly  looking  at  mid-  and 
small-caps,  which  now  offer  a  compelling  combi- 
nation of  value  and  growth." 


Fund  Plays  on  Europe 

2002          j   THREE-YEAR 
TOTAL                 TOTAL 
NAME  (SYMBOL)                                                                  RETURN*            RETURN* 

EXPENSE  RATIO 

AIM  EUROPEAN  SMALL  COMPANY 

(ESMAX)                                                   6.8%           NA 

2.01% 

MHPM.OT  EUROPEAN  OPrOETUMTTY 

(DREOX)                                                            0.6                19.9% 

2.07 

MUTUAL  EUROPEAN  (7EMIX)                           -1.2                   10.6 

1.40 

WCTET  EASTERN  EUROPE  (PEERX)                1.6                 NA 

*As  of  Aug.  26. 2002.  Returns  are  annualized  and  include  capital  appreciation  plus  reinvestment 
Data:  Momingstar 

2 

of  dividends. 
NA=Not  Available 

Some  big  companies  are  reaping  gains,  how- 
ever. Fund  managers  are  increasingly  interested 
in  German  auto  maker  BMW,  which  is  generating 
solid  productivity  hikes  and  making  high-quality 
cars  that  are  selling  well  despite  the  economic 
gloom.  In  addition,  European  investors  are 
shunting  more  of  their  money  back  home,  where 
they  think  it  will  be  safest.  That  will  boost  util- 
ities and  companies  in  the  chemicals,  construc- 
tion, and  health-care  sectors.  "We're  uncertain 
about  prospects  for  the  U.  S.,  so  we've  been  re- 
balancing to  Europe,"  says  Udo  Rosendahl,  head 
of  large-cap  European  companies  at  dws  In- 
vestments, Germany's  largest  pro- 
vider of  mutual  funds.  "We're  afraid 
of  what  the  U.S.  consumer  will  do 
and  unsure  about  what  will  happen  in 
the  currency  markets." 

Europeans  also  continue  to  pour 
their  cash  into  real  estate.  Property  stocks  have 
outperformed  the  ftse  Eurotop300  and  the  ftse 
All-Share  UK  indexes  by  36%  so  far  this  year, 
and  they  should  continue  to  do  well  in  2002's  fi- 
nal quarter.  To  be  sure,  office  rents  in  central 
London  are  slipping,  mainly  in  anticipation  of 
cheaper  space  coming  on  line  because  of  large- 
scale  construction  in  the  Canary  Wharf  devel- 
opment to  the  east  of  the  City.  But  elsewhere  in 
Britain  and  on  the  Continent,  property  prices 
are  continuing  to  rise.  Even  if  the  British  hous- 
ing bubble  bursts,  analysts  still  expect  commer- 


cial-property operators  to  outperform  the  bn 
That's  assuming  the  European  econo  y 
sists  slipping  back  into  recession,  of  course 
still  the  big  worry  in  the  back  of  eve 
minds.  Another  negative  quarter  or  twin 
sap  the  strength  of  today's  bear-market  kl 
thereby  driving  more  investors  out  of  th 
market  and  sending  equity  prices  plungii 
again.  If  that  happens,  even  today's  op  m 
will  be  howling. 
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Asian  Consuim 
Are  Spending 

Banks  and  retailers  are  benefiti] 


BY  FREOERIK  BALFOUR 

Whenever  the  international  outlook 
ilous,  skittish  investors  instinctive  I 
screaming  from  emerging-markei 
ties.  But  when  it  comes  to  Asia,  h 
for  the  exits  may  well  mean  missi 
on  some  lucrative  opportunities.  Wheth 
are  betting  on  a  global  economic  recovj 
foresee  a  prolonged  downturn,  insists  Sj 
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The  McGraw  Hill  Companies 


S&P 
+500 

+400 
+600 

America 


Look  beyond  the  S&P  500  and  you  will  find  stock  market  indices  that 
:.     cover  the  entire  American  economy.  Along  with  the  S&P  MidCap  400 
and  the  S&P  SmallCap  600,  which  all  combine  to  become  the 
S&P  SuperComposite  1500.  virtually  every  index  gauge  of  the  U.S. 
jj     economy  that  investors  could  want  or  need  has  been  created.  And  the 

L 

best  part  is,  they  all  come  with  a  name  you  can  rely  on. 


For  free  research  or  more  information  call  1-212-438-2046 
or  go  to  the  U.S.  Indices  section  of  www.spglobal.com 


STANDARD 
&  POOR'S 

Setting  the  Standard 
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A  further  downturn 
in  the  U.S.  would 
only  benefit 
Asian  suppliers 
as  more  American 
manufacturers 
send  production 
overseas 


White,  head  of  Asian  equity  strategy  at  Merrill 
Lynch  Asia,  "Asia  has  a  chance  to  outperform." 

For  the  first  time  since  the  Asian  financial 
crisis  five  years  ago,  many  countries  in  the  region 
are  squarely  on  the  path  of  sustained  growth. 
True,  export-dependent  Taiwan,  Singapore,  and 
Japan  are  still  hostage  to  global  conditions.  But  a 
boom  in  consumer  demand  is  fueling  strong  re- 
coveries in  South  Korea,  Thailand,  and  Indonesia. 
Asian  consumers  are  abandoning  their  parsimo- 
nious ways  as  memories  of  the  crisis  fade.  These 
days,  they're  snapping  up  automobiles,  new 
homes,  and  the  latest  electronic  gadgetry.  Jim 
Walker,  Hong  Kong-based  chief  economist  for 
clsa  Emerging  Markets,  projects  that  South 
Korea  will  grow  7.3%  this  year  and  Thailand 
4.4%.  Both  are  poised  to  do  even  bet- 
ter next  year.  Meanwhile,  irrepressible 
China  continues  to  burble  away  at  6% 
to  7%  growth. 

What  has  changed?  In  the  past, 
U.S.  investors  bought  Asian  equities 
as  a  way  to  leverage  global  growth.  But  in  the 
past  12  months,  domestic  consumption  has  fueled 
local  economies.  To  capitalize  on  this  consumer 
theme,  Morgan  Stanley  economist  Andy  Xie  sug- 
gests buying  shares  in  banks  with  strong  retail 
operations.  He's  particularly  keen  on  South  Ko- 
rea's largest  bank,  Kookmin,  whose  iconoclastic 
president,  Kim  Jung  Tae,  has  embraced  Western- 
style  management,  trimmed  the  fat,  and  ex- 
panded into  the  highly  profitable  home-mort- 
gage, personal-finance,  and  credit-card  businesses. 
Meanwhile,  Jean-Francois  Canton,  a  Paris-based 
fund  manager  at  Comgest  Asia,  has  been  loading 
up  on  shares  of  department-store  chain  Shin- 
segai  to  take  advantage  of  the  consumer  boom. 

There's  another  compelling  reason  to  invest  in 
the  region:  It's  just  plain  cheap,  says  Ajay  Kapur, 
Asian  equities  strategist  at  Salomon  Smith  Bar- 
ney. Kapur  figures  that  with  an  average  price-to- 
book  multiple  of  just  1.5,  Asian  equities  trade  at 
a  40%  discount  to  U.  S.  stocks  and  offer  far  bet- 
ter prospects  for  growth.  Japanese  electronics  gi- 
ant NEC  looks  tempting,  for  example,  despite  its 
debt  problems  and  excess  capacity.  It's  now  trad- 
ing at  20-year  lows  compared  with  the  Nikkei 
225  index. 

Asian  telecommunications  companies,  too,  have 
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COMPANY  (SYMBOL)* 

Best  Bet 

COUNTRY 

sin  Asia 

SECTOR 

PRICE/EARNINGS** 

CHINA  MOBILE  (CHL) 

China 

Telecommunications 

13.8 

CHINA  NATIONAL 
OFFSHORE  OIL  (CEO) 

China 

Oil 

11.5 

KOOKMIN  BANK  (KB) 

South  Korea 

Banking 

7.7 

NEC  (NIPNY) 

Japan 

Electronics 

NA 

SK  TELECOM  (SKM) 

South  Korea 

Telecommunications 

12.5 

*AII  companies  trade  in  the  U.S.  as  American  Depositary  Receipts                                       NA=Not  Available 
"Based  on  estimated  2002  earnings  and  Aug.  23  stock  prices                      Data  Bloomberg  Financial  Markets 

shown  resilience  in  the  face  of  the  internal 
crisis.  Markus  Rosgen,  ing's  chief  strategis 
Asia-Pacific,  says  the  region's  telecoms  are  1 
ing  at  price-earnings  ratios  of  just  12.9  for 
and  11.5  next  year.  "The  beauty  of  Asian 
corns  is  [that]  they  have  net  debt-to-equity  r 
of  just  50%,"  he  says.  "That's  something  E 
pean  telecoms  could  only  dream  of."  He's  bi 
on  prospects  for  South  Korea's  SK  Tele 
which  commands  53%  of  the  mobile-phone 
ket  back  home.  And  SK  is  now  expandin 
provide  wireless  Internet  services  to  China 
the  rest  of  Asia. 

Ironically,  another  downturn  in  the  U.  S.  < 
benefit  Asian  exporters.  That's  because  the 
squeeze  at  home  for  U.  S.  manufacturers  is 
tening  the  outsourcing  of  their 
duction  to  workshops  in  Asia.  H, 
even  during  worldwide  trade  slu 
Asia's  share  of  the  pie  should 
growing.  "Life  isn't  over  for  tht 
port  sector,"  says  Robert  Cordon, 
investment  officer  at  Investec  Asset  Mar 
ment.  Taiwanese  personal-computer  compo 
maker  Hon  Hai  Precision  Industry  is  one  I 
ficiary  of  expanded  U.  S.  outsourcing,  which 
helped  fuel  growth. 

Of  course,  there  are  no  sure  things.  3 
Asian  bourses  racked  up  eye-popping  gains 
lier  this  year  only  to  see  much  of  those  gairu 
away  in  early  summer.  It  was  a  reminder! 
Asian  markets  can  get  only  so  far  under 
own  steam,  clsa's  Walker  is  enthusiastic  a 
the  potential  for  Asia  outside  of  Japan  to  bei 
an  engine  of  global  growth.  But,  he  adds,  ii 
event  of  a  double-dip  U.S.  recession,  all 
would  be  off.  "Things  could  very  quickly  be* 
derailed,"  he  concedes.  If  that  happens,  evei 
relative  safety  of  Asia  won't  offer  investors  l 
of  a  refuge. 


LATIN  AMERICA 


The  Highest 
Stakes  in  Town 

The  only  semi-safe  bet  is  Meocko 


BY  GERI  SMITH 

Economic  collapse  in  Argentina.  Fears 
debt  default  in  Brazil.  Unending  couj 
mors  in  Venezuela.  Narco-guerrilla  vio 
in  Colombia.  Latin  America  has  prok 
aplenty.  It's  no  surprise,  then,  that  in 
gust,  investors  in  Latin  America-dedicated 
tual  funds  were  redeeming  shares  at  the  fa 
pace  in  10  years. 

What's  an  investor  bent  on  Latin  Ameri 
do?  Concentrate  on  Mexico.  It  delivers  thf 
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POWER  PORTFOLIO 


[ANOTHER   REASON   PSEG   HAS   WALL   STREET'S   ATTENTION] 


In  today's  economy,  the  savvy  investor  knows  a  well-designed  portfolio 


can  help  mitigate  downdrafts  in  the  market.  PSEG's  philosophy  is  no 


different.  By  continuously  expanding  our  foundation  of  strategically 


related  businesses,  including  both  domestic  and  international  power 


generation  and  delivery,  PSEG  can  not  only  weather  marketplace  storms, 


but  thrive.  It's  exactly  this  diversity  that  can  provide  solid  long-term 


profitability  through  turbulent  economic  times.  Now  that's  the  kind  of 


power  that  energizes  any  investor. 


PSEG 

We  make  things  work  for  you. 
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bility  of  a  member  in  good 
standing  of  the  North  Ameri- 
can economy  while  boasting  the 
growth  potential  of  an  emerg- 
ing market.  That's  still  nothing 
spectacular,  mind  you — Mexico 
will  be  lucky  to  grow  1.5%  this 
year,  and  its  manufacturing 
sector  has  been  hit  hard  by  a 
drop  in  orders  from  the  U.S., 
which  takes  88%  of  exports.  But 
a  two-year  recession  is  ending, 
and  Mexico  will  benefit 
immediately  when  the 
U.S.  economy  revives. 
"Investors    at    this 
point  are  extremely    i 
risk-averse    toward 
the  region  but  increas- 
ingly are  labeling  Mexico  as  a 
North  American  rather 
than  a  Latin  American 
play,"      says      Joyce 
Chang,  global  head  of 
emerging-markets  re- 
search for  J.  P.  Mor- 
gan Securities. 

Earnings  have  ^k 
taken  a  beating,  ^P 
as  have  stock 
prices,  so  some  of  Mexi 
co's  blue  chips  have  val- 
uations that  make 
them  attractive.  First 
is  Telefonos  de  Mexi- 
co, which  has  a  price- 
earnings  ratio  of  just  10.1.  Then  there's  cement 
maker  Cemex,  which  should  benefit  from  a  gov- 
ernment low-income  house-building  program;  and 
Coca-Cola  FEMSA,  bubbling  along  after  three 
years  of  real  wage  hikes  that  have  enabled  it  to 
raise  prices  without  hurting  sales.  Some  investors 
also  like  media  network  Grupo  Televisa.  Robert 
Berges,  senior  Latin  America  strategist  for  Mer- 
rill Lynch,  suggests  investors  ally  mainly  with 
bigger  companies.  "Normally,  you  would  go  for 
some  of  the  second-tier  names  when  the  first-tier 
names  have  become  expensive,  but  this  isn't  the 
case  right  now,"  he  says.  "It's  better  to  stick 


Latin  American  Picks 


COMPANY  (SYMBOL)* 


ARACRUZ(ARA) 


(CX) 


CVRD  (RIO) 


(ERJ) 


TELMEX(TMX) 


COUNTRY 


Brazil 


Mexico 


Brazil 


Brazil 


Mexico 


INDUSTRY 


Pulp  and  paper 


Materials 


Mining 


Airplanes 


Telecommunications 


PRICE/EARNINGS 


32.0 


7.7 


9.2 


12.0 


10.1 


'Companies  all  trade  in  the  U.S.  as  American  Depositary  Receipts 
**Based  on  estimated  2002  earnings  and  Aug.  23  stock  prices 


Data:  Bloomberg  Financial  Markets 


with  a  large-cap  strategJ 
cause  large-caps  have  easil 
cess  to  financing  and  a  gn 
ability  to  ride  out  rough  pal 
The  rest  of  Latin  Anl 
presents  a  quandary.  Forgi 
gentina,  where  the  ecoj 
will  shrink  10%  this  yea 
for  Brazil,  investors  mud 
cide  if  they  think  it  will  dj 
on  its  $225  billion 
debt.  With  presidl 
elections  in  Octobtl 
two  leading  cand-J 
indicating    that 
might  change  the  I 
try's  economic  c< 
investors  may  wa 
wait  until  the  rj 
|    are  in.  But  then 
'    would  miss  an  <| 
tunity    to    snaj 
shares  of  Brj 
companies 
prices.  IJ 
notes  th 
top  cand| 
say  the> 
pursue  fiscally  responsible 
cies.  "We  believe  the  ml 
have  been  overreactil 
the  political  situatioj 
that  the  risk  of  dl 
is  largely  overblj 
he  says. 
The  situation  cei 
looks  bleak  now.  Brazil's  sovereign  debt 
gigantic  1,800-basis-point  spread  over  U.S.J 
suries,  and  domestic  interest  rates  stancl 
hefty  18%.  Plus,  trade-financing  lines  to  Br| 
companies  have  been  slashed  by  about  ha 
the  past  few  months.  That  should  help  sloi 
nomic  growth  to  around  0.5%  this  year, 
vestors  should  focus  on  big  exporters  with 
revenues  and  access  to  global  financing,  j 
include  iron-ore  giant  Companhia  Vale  d| 
Doce,  or  cvrd;  cellulose  producer  Aracr 
Embraer,  a  commuter-aircraft  maker. 

Those  with  no  stomach  for  equities  mightl 
to  consider  bonds,  especially  Mexican  corpcj 
Grupo  Televisa  and  TV  Azteca  bonds  aj 
around  2%  this  year.  Still,  the  outlook  is  rl 
grim.  Outside  of  the  region,  emerging-rrl 
debt  is  up  an  average  of  10.2%  this  year,  [ 
Latin  American  bonds  are  down  8.8%.  Justl 
ico  and  oil-rich  Venezuela  have  posted  p<| 
bond  returns.  Only  the  most  adventuresoij 
vestor  will  want  to  touch  Brazilian  issues, 
are  trading  at  60%  of  face  value.  "Risks  anj 
high  in  certain  countries  for  economic  and 
cal  reasons,  but  before  dismissing  Latin  Ar| 
remember  that  with  high  risk  comes  big 
tunities  and  high  yields,"  says  Filippo  Ne:| 
global  head  of  Credit  Suisse  First  Boston  | 
ereign-strategy  group.  That's  timely  advice 
vestors  with  steel-lined  stomachs. 
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:  zXKDrz.  WE  ARE  PROFESSIONAL  GRADE! 


THE  GMC  ENVOV  XL  IS  NOT  ONLV  ENGINEERED  TO  COMFORTABLV  SEAT  TWO  6'2'  ADULTS  IN  THE  THIRD  ROW.  IT  HAS  THE  ROOMIEST 


INTERIOR  IN  ITS  CLASS  FOR  ALL  SEVEN  PASSENGERS  AND  THEIR 


CARGO.  WITH  A  HVOROFORMED  STEEL  FRAME  FOR  A  SMOOTH  RIDE 


Hufe 


AND  AN  AVAILABLE  BEST-IN-CLASS  2g0  HP  ENGINE,* IT  ALL  PROVES  ONE  THING.  WHEN  IT'S  PROFESSIONAL  GRADE,  VOU'LL  NEVER 
HAVE  TO  ROUGH  IT  ON  THE  INSIDE.  NO  MATTER  WHAT  SEAT  YOU'RE  IN.  THE  GMC  ENVOV  XL.  GET  ALL  THE  DETAILS  AT  GMC.COM/ENV0V. 


INTRODUCING  THE  END  OF  THE 
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State  Street's  heal 
global  research  says! 
that  as  markets  rnenl 
better  plays  may  be 
found  in  Asia  and  I 
Europe  than  at  home  I 


The  World 

Looks  a  Lot  Brighter 

Avinash  Persaud  suggests  some  trips  for  your  money 


BY  LEWIS  BRAHAM 


If  anyone  has  the  inside  scoop  on  global  mar- 
kets, perhaps  it's  Avinash  Persaud.  The  36- 
year-old  global  head  of  research  at  State 
Street  Global  Markets  gains  a  great  deal  of 
insight  from  watching  the  ebb  and  flow  of 
money  through  State  Street,  which 
is  the  custodian  for  about  12%,  or 
$6  trillion  worth,  of  the  worlds  secu- 
rities. Based  in  London,  Persaud 
studies  and  writes  reports  about  the 
flow  of  these  assets  aroioid  the  world. 
He  is  also  a  key  investment  adviser  for  the 
$770  billion  that  State  Street  manages  for  in- 
stitutional investors.  Personal  Finance  Editor 
s  Braham  spoke  with  Persaud  recently  on 
the  phone. 
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How  do  you  account  for  tl 
slide  in  foreign  markets  tf 
year? 

There  are  three  reasi 
One  is  that  foreign  eqt 
markets  tend  to  be  do 
nated  by  large  export-dri 
companies  that  dept 
heavily  on  sales  to  the  I! 
This  link  with  exporters 
caused  the  economic  pr 
lems  in  the  U.S.  tfl 
transmitted  quickly  o? 
seas.  Two,  European  in 
kets  have  a  high  weight 
in  telecom  stocks — ex 
higher  than  the  U.S.  n 
ket — and  these  stocks  h 
taken  it  on  the  chin  of! 
Exacerbating  these 
problems  are  big  Eurfl 
institutional  investors  t 
have  strict  risk-control  parameters  on  their  p 
folios,  which  force  them  to  sell  stocks  that 
down.  That  made  the  sell-off  even  more  sev* 


If  big  foreign  companies  are  mainly  exporters, 
that  a  reason  to  buy  shares  of  smaller  compani 
which  are  more  connected  to  the  local  econom;  ( 

To  diversify  abroad,  you  need  companies  t 
are  truly  different  in  where  they  get  their  ei  & 
ings  from  and  where  they  take  their  risks.  B  V; 
ing  small  companies  is  one  way,  but  buying  h 
er  companies  in  sectors  that  are  driven  tB^ 
local  economy — such  as  utilities,  real  estate,    £.. 
transportation — is  another. 

Where  are  you  finding  investment  opportunities 
overseas  right  now? 

Britain,  Sweden,  Singapore,  Ja{ 
Switzerland,  and  Germany  aiM 
better  places  to  put  your  monejj 
we  would  overweight  those  ma 
and   underweight   the   U.S. 
countries  have  lower  stock  vali 
than  the  U.S.  and  interest  rates  that  are 
to  decline — which  causes  stocks  to  rise. 


How  important  is  it  to  diversify  across  different 
countries'  markets? 


140  BusinessWeek  /  September  9,  2002 


?pendability  is  something  to  celebrate! 


e  your  Imagistics! 

,te  America  has  relied  on  Imagistics  for  office  document 
is  for  more  than  25  years.  Imagistics  (formerly  Pitney  Bowes 
ystems)  delivers  dependable  digital  copier/printers,  faxes 
Itifunction  document  equipment,  with  impressive  uptime  and 
leled  direct  service  from  over  1000  technicians  nationwide, 
ent  solutions  from  Imagistics  help  lower  costs  and  improve 
:ivity.  For  dependable  document  technologies... 
ur  Imagistics! 


imagistics 


< 


www.imagistics.com 


R /PRINTERS   •   FAXES   •   NETWORKED  MULTIFUNCTION   •   COLOR   •   NATIONAL  SERVICE  &  SUPPORT 


Q.  In  today's  ever- 
changing  world,  how 
can  you  help  your 
employees  feel  more 
financially  secure? 


A.  Offer  a  well-rounded 
benefits  plan. 


According  to  the  2nd 
Quarter  2002  Principal 
Financial  Weil-Being  Index3^: 


78 


O/  EMPLOYEES 

of  AGREE: 


"I  am  very  concerned  about 
my  financial  future." 

1  *7°L  EMPLOYEES 

1  /  6?  AGREE: 

"I  am  extremely  happy  about 
my  current  financial  well-being." 

In  a  world  of  uncertainty, 
your  employees  can  feel 
more  secure.  And  we  at  the 
Principal  Financial  Group® 
can  help.  Give  us  a  call  at 
1-800-986-3343  (ext.  80080)  and 
ask  about  our  group  benefits 
program.  We  understand  what 
you're  working  for  SM. 


Financial 
Group 


www.principal.  com 


Source  2nd  Quarter  2002  Principal  Financial  Weil- 
Being  Index''-'  ©2002  Principal  Financial  Services, 
Inc.,  Des  Moines,  IA  50392.  The  Principal  Financial 
Group®  is  a  registered  trademark  of  Principal 
Financial  Services,  Inc.,  a  member  of  the  Principal 
Financial  Group. 
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That's  an  interesting  question. 
Historically,  we  have  tended  to 
weight  our  portfolios  more  by  sec- 
tors than  specific  countries.  But  I 
think,  going  forward,  people  need 
to  diversify  across  markets  as  well. 
If  corporate  governance  is  going  to 
be  important,  then  the  differences 
between  countries'  governance  stan- 
dards is  important. 


What  sectors  are  attractive  now? 

We  believe  there  will 
be  a  global  economic  re- 
covery, so  we  like  cyclical 
sectors:  basic  materials 
and  industrials.  We  also 
like  consumer  discre- 
tionaries  such  as  autos,  which  bene- 
fit from  lower  interest  rates.  Some 
stocks  in  the  semiconductor  industry 
are  now  good  values,  although  we 
are  not  overweighted  in  technology 
as  a  whole. 

What's  your  take  on  emerging 
markets? 

Over  the  course  of  the  next  12 
months,  investors  should  be  building 
positions  in  emerging  markets  be- 
cause there's  going  to  be  a  global 
recovery.  It's  going 
to  come  because  in- 
terest rates  are 
very  low  and  there's 
going  to  be  a  weak 
dollar.  And  those 
three  things  are 
particularly  good  for 
emerging  markets. 


GLOBAL 

INVESTING 


Avinash  Persaud 

BORN  June  22,  1966, 
Barbados 


Many  analysts  still 
think  the  U.S.  dollar 
is  overvalued.  How 
far  will  it  have  to 
fall  to  reach  a  fair 
value? 

I  think  it  will  fall 
another  20%  over 
the  next  6  to  12 
months.  A  weaker 
dollar  is  in  fact  good 
for  every  country, 
which  is  why  it  will 
happen.  U.S.  policy- 
makers won't  inter- 
vene if  it's  good  for 


everybody.  It's  good 
for  the  U.  S.  because  it  will  reduce 
its  giant  current  account  deficit  and 
it  will  help  to  boost  exports.  It  will 
help  to  shift  the  burden  of  growth 
from  the  government  to  the  export 
sector.  In  Europe's  case,  it  will  help 
to  place  a  lid  on  inflation.  And  be- 
cause the  European  Central  Bank 


EDUCATION  BS  in 

international  monetary 
economics,  London  School 
of  Economics,  1987 

JOB  HISTORY  Managing 
director  and  global  head  of 
research,  State  Street 
Corp.,  March,  1999- 
present 

■  Visiting  Scholar  at  the 
International  Monetary 
Fund,  January  2001- 
present 

■  Global  Head  of  Foreign 
Exchange  &  Commodity 
Research,  J. P.  Morgan,  Oc- 
tober, 1993,  to  February, 
1999 


is  inflation-focused,  it  will  alio 
to  cut  interest  rates. 

At  the  start  of  the  year,  the  v 
gap  on  a  price-to-earnings  bas 
tween  the  U.S.  and  foreign  m 
was  the  widest  it  had  been  in 
years.  Is  that  still  so? 

Foreign  markets  are  still  ( 
but  the  valuation  gap  has  m 
partially  because  European 
have  come  down.  But  I  wo 
that  investors  are 
less  attention  to  tl 
rowing  because 
worried  more  ab 
quality  of  the  m 
Two  years  ago, 
asked  investors  which  marked 
you  most  confident  about  in  1 
the  quality  of  the  earnings,  1 
ability,  the  transparency, 
tainty  of  the  earnings,  the} 
have  put  America  No.  1.  To< 
cent  polls  put  Britain  and  ev 
above  the  U.S. 

What  countries  are  you  invest 
now? 

We  quite  like  Eastern  Euj 
cause  of  its  low  valuatio 
declining  im 
rates.  Many 
countries — 
the  Czech  R 
Hungary — v 
joining  the 
pean  Mo 
Union  soo) 
that  will  also 
them.  Whei 
tries  such  £ 
and  Spain  jo: 
emu  years  aj 
lowered  thei 
est  rates  to 
the  rest  o: 
land,  whic. 
good  for  thei 
markets.  Th 
will  happe: 
Eastern  Eui 


What  about  J 

It  has 
formed  mos 
global  mark 
year.  One  of 
alysts  recently  completed 
that  shocked  me.  It  show 
Japan  in  fact  is  one  of  tl 
globally  cyclical  of  all  mark< 
when  the  global  economy's  : 
ing,  the  Nikkei  is  the  best-{ 
ing  market.  So  I  think  that 
a  play  on  the  recovery. 
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IT'S  EASY  TO  RECOGNIZE  AN  EMPLOYEE  WITH  GREAT  BENEFITS.  Provide  great 
benefits,  and  your  employees  will  love  their  jobs,  too.  We  can  help.  The  Principal  offers 
growing  businesses  real  flexibility  and  choice  in  group  benefits.  We  provide  health,  life,  disability, 
dental  and  vision  insurance,  as  well  as  PPO  networks  and  self-funded  administrative  services.  So 
we  can  put  together  exactly  the  benefits  packages  your  employees  need.  Today,  and  as  business 
grows.  Maybe  that's  why  more  companies  choose  The  Principal  for  their  401  (k)  plans. 
Want  a  license  to  make  employees  happy?  We'll  be  glad  to  take  your  call  at 

1-800-986-3343  (ext.  80080).  

Financial 
Y  0  u  '  R  I     WORKING    I  o  i<       W       Group 

www.principal.com 


nopal   Financial   Services,  Inc.,  Iks  Moines,  1A    50592.  Insurance  issued   by  Principal   life  Insurance  Company.   Sec  :   through   Princor  Financial  St!  ration 

»12?.  Principal  Life  and  Princor  arc  members  of  the  Principal  Financial  Croup'  i  Ihe  Prn.  Moines,  IA  50592.  The  Principal  Financial  Croup'"  and 

•pal*"  are  registered  trademarks  of  Principal  financial  Services.  Inc..  a  member  of  the  Principal  Financial  Group.  '(.!-(>  Magazine,  April/May  2002,  based  upon  total  plans  served  in 
Mirance  companies,  banks  and  investment  firms. 
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CLOUDS  GIVE 
THE  RANGE  ITS 
SMOKY  HAZE 


The  Smokies, 
Crisp  and  Colorful 

There's  lots  to  see  besides  the  dazzling  fall  foliage 


BY  JENNIFER 
MERRITT 


u; 


.traddling  the  North  Carolina/Tennessee  bor- 
'der,  Great  Smoky  Mountains  National  Park 
lives  up  to  the  adjective  in  its  name  year- 
I  round.  But  October  is  perhaps  the  time  it's 
the  greatest,  when  its  500,000  acres  turn  a 
brilliant  red,  orange,  and  yellow. 

The  Smokies — named  for  the  cloud  banks  that 
nestle  against  the  highest  peaks — 
draw  more  than  10  million  visi- 
tors per  year.  Perhaps  because  it's 
accessible  to  the  southeast,  Mid- 
Atlantic,  and  midwest,  it's  the 
most  visited  national  park.  You 
can  view  much  of  what  it  has  to 
offer  by  car,  following  any  of  the 
eight  auto  tours  mapped  out  in 
guidebooks  available  at  the  three 
visitor  centers.  But  be  aware,  the 
park  can  get  crowded  at  peak 
times — and  that  means  you  might 
be  driving  slowly.  For  a  more  in- 
timate experience,  try  hiking  on 
some  of  its  800  miles  of  trails. 

Give  yourself  at  least  two  to 
three  days  to  explore  the  area.  If 
you're  entering  the  park  from  the 
Tennessee  side,  you'll  start  in 
Gatlinburg  on  Route  441,  which 
goes  about  35  miles  southeast 
through  the  Smokies  to  Cherokee, 
N.C.  From  the  edge  of  Gatlin- 
burg, you  can  turn  onto  the  Roar- 
ing Fork  Motor  Nature  Trail,  a 
five-mile  drive  that  winds  through 


Smokies 
Information 

GATLmBURG.COM 
ROOSGUBE.COM 
SMOKIESGU1DE.COM 

GENERAL  PARK  INFO 

865  436-1200 

BACKCOUNTRY  INFO 

865  436-1231 


forest,  around  an  old  farming] 
tlement,  and  over  the  Little 
Don't  miss  the  3.5-mile,  roundl 
hike  to  Grotto  Falls.  It  f 
something  none  of  the  other  I 
waterfalls  in  the  park  do:  a  chl 
to  walk  behind  its  25-foot  castl 
After  you  finish  the  Roal 
Fork  Loop,  turn  right  onto  ll 
River  Road  and  follow  the  t\ 
to  beautiful  Laurel  Falls,  if 
moderately  easy  2.6-mile,  rol 
trip  hike  to  the  85-foot,  doil 
cascade  waterfall.  The  uphill] 
tion  takes  at  least  45  minute! 
bring  along  a  packed  lunch  I 
sit  by  the  falls  at  the  deal 
nearby. 

If  you  continue  down  the ! 
after  your  hike,  you'll  head  toward  Cades  Q\ 
located  at  the  park's  northwest  edge.  A  n«[ 
200-year-old,  4,000-acre  valley  settlement, 
Cove  looks  largely  as  it  did  in  1850,  whei 
settlers  occupied  the  now  restored  villi 
wood  houses,  a  sorghum  and  corn  mill,  a 
blacksmith  shop.  Cades  Cove  Road  will  takel 
on  an  11-mile,  one-way  loop.  But  don't  justf 
the  auto  tour — get  out  and  explore.  Park  gil 
dressed  in  19th  century  garb  are  full  of  stori| 
settlers'  fives. 

You  can  stay  at  one  of  the  park's  10  c;| 
grounds  or  camp  in  the  backcountry.  For  a  1 1 
outing,  stay  at  a  chalet  or  hotel  in  Gatlinburjl 
geon  Forge,  Townsend,  or  Sevierville,  1f 
Rooms  run  $70  to  $150  per  night. 

Start  your  second  day  at  Clingman's  Dl 
about  23  miles  from  Gatlinburg  and,  at  < 
feet,  the  highest  peak  in  the  Smokies.  The  l[ 
may  be  the  best  place  to  see  the  fall  folia 
offers  a  360-degree  view 
entire  Smoky  range.  Be  su 
stop  at  several  scenic  o1 
The  walk  to  the  Dome  is  a 
distance  from  the  parking 
where  you'll  find  a  marked  cl 
ing   to    the    Appalachian   ll 
which  runs  through  the  Smq 
for  69  miles. 

From  Clingman's  Dome,  col 
ue  on  Newfound  Gap  Road  a[ 
25  miles  to  Cherokee,  N.C,  1 1 
of  the  Cherokee  Indian  Restl 
tion.  Aside  from  knickknack  s'l 
and  a  few  quality  crafts  shops! 
draw  here  is  a  tour  of  Oconalil 
Indian  Village,  which  recre^| 
1750s  settlement. 

You'll  find  many  things  t  j 
in  the  area.  One  fall  highligl 
the  Craftmen's  Fair  at  the  Gil 
burg  Convention  Center  from  I 
10-27,  where  you  can  buy  wl 
from  local  artists.  Of  counsel 
biggest  diversion — the  fall! 
liage — is  free,  and  it  is  well  v  | 
the  trip. 
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and  for  couch  potatoes  everywhere. 


In  what  has  been  billed  as  the  biggest-ever  patent  case 
)efore  the  International  Trade  Commission,  Gemstar  alleged 
hat  EchoStar's  television  program  guide  technology  infringes 
i  number  of  Gemstar  patents.  Gemstar's  goal  was  to  shut 
flown  EchoStar's  satellites.  The  judge  said  no  —  a  huge  victory 
ior  EchoStar  —  for  the  multi-office  MoFo  team  —  and  for 
;hose  who  don't  like  anyone  messing  with  their  remotes. 

MORRISON 


T  E  R    LLP 


Lawyers  forthe  global  economy1 


on  the  web  at  www.mofo.com 
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MEAN  MACHINE:  Its 

luxury  cloaks  a 
powerful  engine 


A  Sedan  with  a 
Long  Seduction  Curve 

BMWs  7 -series  is  wonderful-once  you  figure  it  out 


BY  JOANN  MULLER 


I 


NOVELTY: 

An  arm- 
rest knob 
functions 
as  a 

computer 
mouse 


magine  a  car  that  knows  you  as  well  as  your 
spouse  does.  Insert  the  ignition  key,  and  the 
car  immediately  responds  to  your  personal 
desires:  The  seat  glides  into  position,  while 
the  back  rest  wraps  snugly  around  your 
middle  and  the  cushion  beneath  you  extends 
to  support — and  even  massage — your  thighs. 
Mention  a  radio  station,  and  13  speakers  sur- 
round you  with  your  favorite  tunes. 

You  can  have 
that  kind  of  rela- 
tionship with  the 
2002  BMW  7-series. 
Just  don't  expect  to 
fall  in  love  right 
away.  You  will  have 
to  spend  a  consid- 
erable amount  of 
time  getting  to 
know  this  car  first. 
Billed  by  BMW 
as  the  most  ad- 
vanced sedan  ever, 
the  flagship  7-se- 
ries, starting  at 
$68,495,  is  an  as- 
tonishing vehicle.  It  is  also  maddeningly  com- 
plex. I  spent  more  time  studying  the  owner's 
manual  than  I  did  preparing  for  my  first  driving 
test.  Oddly  enough,  the  very  controls  that  con- 
founded me  were  intended  to  make  the  7-series 
simpler  to  operate. 

BMW  designers  recognized  that  modern  luxury 
cars  had  so  many  computerized  gadgets  that 
drivers  were  overwhelmed.  Their  solution:  Take 
all  those  controls  and  merge  them  into  one  sys- 
tem called  iDrive,  operated  with  a  single  mouse- 
like device  and  a  computer  screen  mounted  high 
on  the  dashboard. 


Sounds  simple  enl 
Just  point  and  clil 
turn  on  the  radio,  tfl 
conditioning,  or  thel 
ed  seats.  But  first! 
must  wade  through 
ries  of  menil 
tugging,  twil 
and  pressir| 
mouse-lil 
vice,  whicl 
knob  onl 
end  of  thel 
rest  called! 
iDrive  controller! 
HPWRJti  itself  comes  nat{ 
for  anyone  who  has  played  a  video  gail 
used  a  desktop  computer.  What's  difficl 
sorting  through  the  menus — some  700  optt| 
all.  Obviously,  none  of  this  is  to  be  done ; 
you're  driving. 

Fortunately,  you  can  control  many  coij 
functions,  such  as  radio  volume  or  frequer 
switches  on  the  steering  wheel.  Or  you  can[ 
voice  command  system.  But  here  again,  yoil 
to  learn  which  of  the  270  voice  command! 
bring  the  desired  response.  Frustrated  bl 
car's  repeated  "pardon  me?,"  I  found  it  easf 
adjust  the  radio  by  turning  an  old-fash| 
black  knob  under  the  newfangled  screen. 

BMW's  bold  experiment  with  iDrive  has| 
gered  plenty  of  controversy.  Many  autor 
journalists  have  criticized  the  German  autol 
er  for  going  too  far  in  its  quest  for  tecf 
superiority  over  rivals  such  as  Mercedes-f 
They  might  be  right. 

Try  starting  the  car.  Instead  of  ti 
conventional  key,  the  7-series  is  operated| 
thick  remote-control  fob  inserted  into  a 
the  dash.  Then,  with  your  foot  on  the  II 
push  a  red  button  to  start  the  engine.  Wij 
electric  rather  than  conventional  hydraulic 
mission,  shifting  the  7-series  into  gear  is 
bit  unusual.  Instead  of  a  traditional  shift 
you  control  the  car's  movement  with  a  flid 
finger  on  a  device  attached  to  the  steerin| 
umn — a  stubbier  version  of  a  turn-signal . 
Pull  it  toward  you  to  release  the  car  from] 
Tug  it  up  or  down  to  put  the  car  in  drive 
verse.  Push  the  button  on  the  end  to  park| 
member  to  explain  these  functions  to 
parking  attendants.) 

What  gets  overlooked  in  all  the  tech 
haha  is  how  wonderful  the  7-series  is  to 
Once  you  get  under  way,  the  car  is  a  dl 
Both  the  745i  and  the  longer,  more  luxil 
745Li  come  with  a  new  4.4-liter  V-8  thai] 
erates  325  horsepower — 15%  more  than  tlj 
gine  it  replaces.  This  fall,  the  top-of-thl 
760Li  will  appear  with  an  even-more-po^l 
V-12  engine.  Handling  is  superb  with  newj 
and-pinion  steering  and  BMW's  "active  rof 
bilization,"  which  keeps  the  car  incredibj 
even  on  sharp  curves.  All  told,  the  7-seri<j 
car  you  can  fall  in  love  with — if  you  can  si  J 
the  long  courtship. 
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and  Mike^president  orEnable  Medical. 
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STOP  #6  ON  YOUR  TOUR 
OF  OHIO'S  ECORRIDOR. 


Mike  Hooven/President 
Enable  Medical  Corporation 


OHIO 


Where  would  you  go  if  you  needed  the  perfect  bipolar  scissors? 
Start  at  Enable  Medical  in  West  Chester.   Ohio,  they're  using  the  latest 
in  engineering  and  design  software  to  develop  and  manufacture  minimally 
invasive  surgical  products  using  radio  frequency  energy,  their  forward 
thinking  and  state-of-the-art  technology  advances  development  cycles  and 
ensures  precision  design.  But  that's  not  surprising.  Because   innovative 
solutions  are  what  you  can  expect  to  find  in  Ohio. 


/ww. connectohio.com    /    1 .800. 345. OHIO    /    Ohio  Department  of  Development    /    Bob  Taft,  Governor  /  Bruce  Johnson,  Director 
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The  Barker  Portfolio 


WHY  INSIDERS 
LIKE  AGILENT 


BY  ROBERT  BARKER 

rb@businessweek.com 

Employees  at  the 
company  know  that 
the  weak  demand 
and  soft  prices  it 
faces  for  test  and 
measurement  gear 
won't  last  forever 


A  CHIP  FOR 
CELL  ANALYSIS: 

Agilent  buyers 
are  the  bluest 
of  blue-chips 


Wall  Street  is  not  too  fond  of  Silicon  Valley 
right  now,  least  of  all  of  Agilent  Tech- 
nologies. Spun  off  in  2000  by  Hewlett- 
Packard,  this  leading  maker  of  test  and  meas- 
urement gear  wounded  the  Street  on  Aug.  19 
with  a  surprisingly  bad  quarterly  result.  Traders' 
reaction  was  swift  and  merciless — while  analysts 
cut  their  profit  estimates  and  Morgan  Stanley 
downgraded  the  stock.  Agilent  is  now  trad- 
ing near  16  a  share  (chart),  less  than  half 
its  2002  high  of  38  and  far  below  the 
162  it  commanded  back  in  the  Loony- 
olithic  Era,  circa  early  2000. 

Yet  to  me,  all  of  this  spells 
reasonable  opportunity  for  indi- 
vidual investors,  many  of  whom 
can  afford  to  be  more  patient    i 
than  Wall  Street  pros.  Chief 
Executive  Ned  Barnholt  makes 
no  bones  about  today's  busi- 
ness conditions — very  tough, 
with  weak  demand  and  soft 
pricing,  he  told  me — but  that 
won't  last  forever.  Meantime, 
Agilent  is  financially  strong  and 
is  cutting  costs,  even  as  it  puts  ~ 
$1  billion  a  year  into  research 
and  development.  While  HP  went  off  to  the  com- 
puter and  printer  wars,  Agilent  remains  focused 
on  HP's  traditional  industrial  customers. 

Much  of  Agilent's  enduring  strengths  are  be- 
ing missed  right  now  as  the  market  focuses  on 
the  current  fiscal  year.  The  big  problem  in  Agi- 
lent's fiscal  third  quarter,  which 
ended  July  31,  was  Project 
Everest,  a  consolidation  of  its 
2,200  software  systems  to  un- 
der 20.  Ensuing  confusion 
meant  lost  orders  and  revenue. 
Most  of  that  may  be  recouped 
in  the  current  quarter.  Just  the 
same,  for  the  fiscal  year  ending 
Oct.  31,  Agilent  now  expects 
revenue  of  about  $5.9  billion, 
down  30%  from  2001,  when  it 
earned  $174  million.  Its  net 
loss  this  year  may  top  $900 
million.  At  its  peak  in  fiscal 
2000,  Agilent  collected  nearly 
$9.4  billion  in  revenue  and  netted  $757  million. 
The  current  view  is  ugly,  no  question.  Yet 
Agilent  is  showing  clear  signs  of  better  results 
ahead.  For  one  thing,  Agilent  sells  its  test  gear 
and  semiconductor  components  to  a  wide  variety 
of  blue-chip  customers,  from  General  Electric 
and  IBM  on  down.  And  not  all  of  them  are  such 
struggling  Silicon  Valley  cousins  as  Cisco  Sys- 
tems or  telecom  survivors  like  Lucent  Technolo- 
gies, Motorola,  and  Nortel  Networks.  Agilent 


Agilent's  Agony 


CLOSING  PRICE 


0  I  I  M  I  I  I  I  I 


NOV.  30.  '99 

▲  DOLLARS 

Data:  Standard  &  Poor's  Comstock 


also  enjoys  longstanding  relationships  witr 
space  and  defense  contractors  such  as  B 
Giants  including  Royal  Dutch/Shell,  Exxon 
and  DuPont,  and  biotech's  Abgenix  and 
Genomics,  also  use  Agilent's  analyzer 
sundry  devices.  Overall,  third-quarter  < 
grew  10%.  That  meant  bookings  in  the 
were  5%  above  billings.  Modest,  except  t 
the  comparable  quarter  a  year  ago,  new 
ran  27%  below  billings. 

At  the  same  time,  Agilent  has  already 
$1.2  billion  out  of  yearly  costs,  in  part  bj 
tering  plants  and  reducing  its  payroll  by  7,' 
about  37,000.  Barnholt  expects  this  fi; 
edge  below  36,000  in  the  next  quarter  o 
and  is  aiming  to  cut  a  further  $200  million 
nual  expenses.  While  research  sp 
^  has  not  been  sacrosanct. 

gg^  holt  told  me:  "We'v© 
i  to  protect  r&d's  staff 
■  much  as  possible.  It's 
just  10%,  to  12%.  vs. 
W  18%  overall."  Througl 
this  year,  Agilent  had  w 
patents,  quite  a  jump  frd 
85  it  got  in  all  of  2001. 
Cash  flow  from  oper 
should  turn  positive  early  ir. 
2003,  if  not  before.  Any  strong  | 
in  revenues  would  bring  black  ink  back 
bottom  fine,  too.  When  orders  and  sales  ti 
in  earnest  is  anybody's  guess.  But  until  th 
Agilent  can  rest  on  a  solid  balance  shef 
$2.1  billion  in  cash  easily  covers  the  $1.2  : 
owed  in  debt — on  which  it  pays  just  3%  in 
Prospects  for  Agilent's  stock  haven't  e> 
the  company's  insiders.  Notably,  Chief  Fir 
Officer  Adrian  Dillon  in  June  reported  1 
bought  18,000  shares  at  $26.75.  As  bullis. 
find  such  an  endorsement  from  any  com 
cfo,  I  am  even  more  coir: 
by  the  actions  of  Ag 
rank-and-file  employees, 
first  half  of  fiscaf  2001 
spent  $61  million  to  buy 
of  common  stock  via  tht 
pany^  employee  stock-pu 
plan.  In  the  first  half  oi 
2002,  they  spent  $72  n 
an  extra  18%. 

Because  the  stock  pi 
this  fiscal  year  has  on  a\ 
been  a  lot  lower  than  i 
in  fiscal  2001,  I  estimat 
Agilent  employees  colle< 
accumulated  more  thai 
extra  shares  in  the  company  than  they  di 
ing  the  comparable  period  a  year  ago.  Nov 
sider  that  they  did  this  even  as  Barnho! 
busy  eliminating  one  in  every  six  positions 
company.  That's  what  I  call  an  inside  tip. 
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Beyond  The  Mobile  Frontier 


' 
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The  growth  of  i-mode  that  changed  Japan, 
makes  its  move  to  Europe. 


Growth  in  number  of  i-mode  subscribers 
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Video-clip  distribution  service 
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Color-image-compatible 
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Jan.  2002 


E-Pius  launches  i-mode 
in  Germany 


KPN  Mobile  launches  i-mooe 
in  the  Netherlands 
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C 


NTT  DoCoMo's  successful  mobile  multimedia  service  dubbed  "i-mode"  skyrocketed  to  over  34 
million  subscribers  in  just  over  3  years  after  its  launch  in  Japan  in  1999.  Boasting  such 
services  as  e-mail,  information  search  and  news  distribution  services,  i-mode  transformed  the 
style  of  mobile  phone  use  and  became  a  social  phenomenon  in  Japan.  As  part  of  the 
international  expansion  of  our  i-mode  technology  and  business  model,  we've  teamed  up 
with  leading  European  mobile  partners.  These  cooperative  efforts  culminate  in  E-Plus's 
i-mode  launch  in  Germany  on  March  16,  2002  and  KPN  Mobile's  i-mode  launch  in  the 
Netherlands  on  April  18,  2002.  And  i-mode  is  coming  soon  to  other  areas  on  the  continent. 
With  each  new  breakthrough,  NTT  DoCoMo  has  expanded  the  reach  of  mobile  communications. 

NTT  DoCoMo  listed  on  the  New  York  Stock  Exchange  and  the  London  Stock  Exchange  on  March  1,  2002. 


r   a    borderless    world 


www.nttdocomo.com 


lens  may  differ  from  those  shown  above. 

i  service  is  only  available  to  NTT  DoCoMo's  subscribers  in  Japan  and  other  alliance  partners'  subscribers  in  Europe 


i-mode  and  the  i-mode  logo  are  registered  trademarks  ol  NTT  DoCoMo,  Inc.  in  Japan 
The  FOMA  logo  is  a  trademark  of  NTT  DoCoMo,  Inc.  in  Japan. 
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A  BUYER  FOR  BRISTOL? 

When  Bristol-Myers  Squibb  (bmy),  a  badly 
battered  drugmaker,  was  trading  at  31  in 
mid-April,  this  column  cited  some  ana- 
lysts who  figured  the  shares  were  headed  low- 
er—to 22  to  23.  The  stock  hit  19.49  on  July  11.  It 
has  since  edged  up,  to  25  on  Aug.  28.  Now,  some 
pros  say  the  world's  No.  5  pharmaceutical  house, 
although  beset  by  generic  rivals  and  a  Securities 
&  Exchange  Commission  probe  of  its  inventories, 
is  on  the  way  to  recovery.  What's  more,  hostile 
bids  for  Bristol  may  be  in  the  wings.  Add  to 
this  mix  whispers  that  Goldman  Sachs,  Bristol's 
investment  bank,  has  found  a  likely  partner: 
Aventis,  formed  in  1991  by 
the  merger  of  France's 
Rhone-Poulenc  and  Ger- 
many's Hoechst.  Aventis, 
which  focuses  on  oncology 
and  on  cardiovascular  and 
respiratory  diseases,  has  a 
market  cap  of  $50  billion — 
about  equal  to  Bristol's. 
Analysts  say  Bristol  would 
prefer  a  merger  of  equals 
to  a  buyout. 

Neil  Sweig  of  Fulcrum  Global  Partners  says 
others  have  expressed  strong  interest:  Britain's 
GlaxoSmithKline,  the  world's  No.  2,  and  Switzer- 
land's Novartis,  No.  7.  "Both  have  the  market 
cap  and  money  to  buy  Bristol."  He  says  Bristol  is 
worth  $70  billion  in  a  buyout,  or  35  a  share. 
Bristol  declined  comment. 

Given  its  woes,  and  in  the  wake  of  Bristol's 
troubled  link  with  ImClone,  "merger  is  Bristol's 
best  option,"  says  Richard  Evans  of  Sanford  C. 
Bernstein,  who  rates  the  stock  "market-perform." 
Sweig  rates  Bristol  a  buy — based  on  prospects 
for  new  products  that,  he  adds,  are  "on  the  brink 
of  approval."  Sweig  says  Abilify,  Bristol's  schiz- 
ophrenia drug,  is  a  "potential  blockbuster"  and 
could  get  a  Food  &  Drug  Administration  O.K. 
"very  soon."  Eli  Lilly's  rival  drug,  Zyprexa,  had 
2002  global  sales  of  $3.7  billion,  estimates  Sweig. 
Abilifys  sales  could  reach  $2  billion,  he  says. 
Sweig  expects  Bristol  to  seek  approval  for  two 
other  important  drugs  later  this  year. 

GENESEE  &  WYOMING: 
ALL  ABOARD 

For  an  owner  and  operator  of  short-line  freight 
railroads,  Genesee  &  Wyoming  (gnwr),  based 
in  Greenwich,  Conn.,  is  all  over  the  map:  It 
moves  coal  in  Illinois,  New  York,  and  Pennsylva- 
nia. It  transports  grain  and  iron  ore  in  Australia, 
forest  products  in  Bolivia,  and  oil  in  Mexico.  On 
Wall  Street,  it  has  delivered  impressive  results  de- 
spite the  recession:  "A  strong  balance  sheet,  surg- 
ing free  cash  flow,  and  yearly  earnings  growth  of 
15%  to  20%  have  been  Genesee's  allure,"  says 


BY  GENE  G.  MARCIAL 

Drug  biggies  cast 
covetous  glances 
at  Bristol-Myers. 
Freight  carrier 
Genesee  is  on 
track  for  growth. 
In  security  gear, 
Frisco  has  a  lock 
on  a  niche  market 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions  in 
the  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 
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Dennison  Veru  of  Palisades 
Capital  Management,  which 
owns  8%  of  the  shares.  Be- 
cause of  lack  of  institutional 
following,  the  stock,  now  at 
22,  has  yet  to  sell  at  the 
price-earnings  ratios  of  big 
railroads.  Its  p-e  is  just  12 
hut  deserves  the  15  to  16 
of  its  peers,  says  Veru.  An- 
alyst   Thorn    Albrecht    of 
bb&t  Capital  Markets  says 
Genesee's  planned  acquisition  of  Utah  Rai 
mainly  a  coal  carrier,  could  add  120  to  1- 
Genesee's  earnings  per  share,  bringing  it  to 
in  2003,  vs.  an  estimated  $1.58  in  2002.  Gei 
earned  $1,48  in  2001  on  sales  of  $174  millioi 
brecht  rates  Genesee  a  strong  buy,  with 
month  price  target  of  30. 

FRISCO  BAY 

IS  MAKING  WAVES 

Frisco  Bay  Industries  (fbay)  in  Saint-I 
Que.,  provides  security  systems  for  go-] 
ment  agencies,  financial  institutions, 
dustrial  plants  in  the  U.S.  and  Canada.   One^ 
products  is  a  PC-based  surveillance  system 
lows  recording  and  remote  retrieval  of  d  | 
video  images.  For  most  of  this  year,  the 
has  defied  gravity:  Shares  zoomed  from  4  in! 
ruary  to  12.55  in  mid-June.  They  have  since  <| 
to  9.50  on  Aug.  28,  but  if  pros  close  to  Frisd 
right,  they  may  rocket  to  new  highs.  Why'/ 
suits  for  its  fiscal  second  quarter,  ended  Jvil 
should  surpass  all  forecasts,  says  one  insidei!j 
betting  Frisco  will  post  sales  of  $8.4 
15%  from  a  year  ago,  and  post  ei 
$643,000,  or  26<2  a  share,  up  30%  from  the  j  | 
ous  year.  Results  for  the  first  half  of  2002: 
climbed  21%,  to  $15.4  million,  and  earnings  juj 
100%,  to  $1.05  million,  or 
44^  a  share,  he  says.  For 
all    of   last    year,    Frisco 
earned  $1.09  million.  Frisco 
ceo  Barry  Katsof  wouldn't 
comment  on  the  numbers, 
but  says  he  expects  "strong 
results"    for    the    second 
quarter. 

Sandra  Jones,  of  security 
consultants  Sandra  Jones 
&  Co.,  says  Frisco's  tech- 
nology is  "tops  in  Canada,"  and  Frisco  is 
company  to  watch  in  the  industry."  Jack  K 
of  Mallon  &  Associates,  which  tracks  the 
billion  global  security  industry,  says  Friscc 
suits  have  been  "impressive"  for  a  small  pla? 
the  fiercely  competitive  business. 


A  LONG  ' 
IN  2002 
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w,  for  a  limited  time,  you  can  try  Enzyte  and  S3  VG  U  p  to  40%. 


If  you've  ever  wondered  if  natural  male 
enhancement  could  increase  the  pleasure 
of  your  love  \$e,  you're  not  alone. 

Maximize  the  Pleasure  Take  two  Enzyte  tablets  daily,  and  within 
just  three  to  four  weeks,  you  will  begin  to  see  results.  For  maximum 
effectiveness,  continue  to  take  Enzyte  for  three  full  months'  Additional 
benefits  of  Enzyte  include  increased  virility,  energy,  and  stamina. 

Proven  Results  Most  men  on  the  Enzyte  program  report  an 
enhancement  from  12-31%  with  an  average  reported  enhancement 
of  24%."  Additionally,  Enzyte  has  a  tremendous  reorder  rate  -  82% 
of  all  Enzyte  customers  choose  to  purchase  again. 

Quality  Assurance.  Enzyte  is  100%  safe  and  all  natural,  consisting 
of  the  highest  quality  ingredients.  Each  bottle  of  Enzyte  is  packaged 
to  meet  the  highest  standards  and  is  fully  backed  by  our  Customer 
Satisfaction  Guarantee  (CSG). 

Ask  your  doctor  if  Enzyte  is  right  for  you,  then  visit  us  on  the 
webatwww.enzyte.com,  or  call  us  directly,  and  get  started 
today:  1-877-4ENZYTE  (1-877-436-9983). 
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1  Month  Trial  Supply  .' $    69.95 


Full  3  Month  Enzyte  Program  (Regularly  $239.95) $  149.95 


7  Month  Enzyte  Supply'  (Regularly  $349.95)  $  199.95 

Full  3  month  program  plus  4  month  maintenance  supply 


Certified  Pack  and  Ship  Process  (CPSP~) $     14.95 


Secure  Lock  System"  Assures  Confidentiality 
Sterile  Padc  Insures  No  Package  Tampering 
Sales  Tax  (applicable  to  each  state) 
Expedited  Rush  Shipping:  Product  Guaranteed 
to  Ship  Within  48  Hours  of  Received  Order 
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ivertismg:  Lifekey  Healthcare,  Inc.  supports  and  encourages  truth 
ng,and  full  disclosure  of  all  advertising  claims.  We  will  continue  to 
sumer  rights  and  demand  the  same  from  all  advertisers. 


Canadian  orders  add  $10.00 

All  other  international 

orders  add  $15.00 


Total  Enclosed 

(U.S.  Funds  Only) 


Method  of  Payment:        DMC     □  VISA     □  Am.  Ex.     □  Disc.     □  Money  Order 


Credit  Card  Number 


Exp.  Date 


Signature 


Send  Money  Orders  ro.  Lifekey  Healthcare.  Inc.  Customer  Care-Order  Processing,  Building  Box  42635.  Cincinnati,  OH  45242 


'Individual  results  may  vary.  "Study  results  based  on  customer  response. 

Enzyte  is  not  a  contraceptive  and  will  not  aid  in  the  prevention  of  sexually  transmitted  diseases. 
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%  change 


■  Stocks 

S&P  500 

Aug.    Feb.   Aug.  Aug.  22-28 

1250  r—  -  ,—         -990 


U.S.  MARKETS 


Aug.  28 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Aug.  28     Week 
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1125 


1000 


965 


940 


:917.9 
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COMMENTARY 

The  market's  summer  rally  turned  chilly 
this  week.  After  reclaiming  the  9000 
level  for  a  day,  the  Dow  Jones  industrial 
average  began  to  slide,  ending  the 
week  down  2.9%.  The  S&P  500  lost 
3.3%.  Much  of  the  blame  falls  on  tech. 
The  Nasdaq  lost  6.7%.  Chipmaker  Intel 
forecast  sluggish  computer  sales.  Re- 
tailers fell,  too,  as  consumer  confi- 
dence sagged  to  November  levels. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  917.9  -3.3 

Dow  Jones  Industrials  8694.1  -2.9 

Nasdaq  Composite  1314.4  -6.7 

S&P  MirJCap  400  441.4  -4.1 

S&P  SmallCap  600  199.0  -4.6 

Wilshire  5000  8660.5  -3.3 

SECTORS 

BusinessWeek  50*  575.8  -2.5 

BusinessWeek  Info  Tech  100**     281.2  -5.1 

S&P/BARRA  Growth  471.4  -3.7 

S&P/BARRA  Value  443.4  -2.9 

S&P  Energy  189.3  -0.8 

S&P  Financials  313.7  -2.4 

S&P  REIT  96.4  1.6 

S&P  Transportation  175.5  -3.2 

S&P  Utilities  111.2  -0.3 

GSTI  Internet  65.0  -10.4 

PSE  Technology  449.8  -7.6 
*Mar.  19,  1999  =  1000       "Feb.  7,  2000=1000 


-20.1 
-13.2 
-32.6 
-13.2 
-14.3 
-19.1 


-21.0 
-14.9 
-29.5 
-11.3 
-11.7 
-19.4 


-21.1 

-26.2 

-32.9 

-27.7 

-20.7 

-19.1 

-19.7 

-23.5 

-10.4 

-14.2 

-11.7 

-12.3 

3.2 

-0.6 

-10.9 

-9.6 

-23.8 

-37.0 

-38.1 

-32.2 

-34.6 

-31.1 

S&P  Euro  Plus  (U.S.  Dollar)  892.7  -2.3 

London  (FT-SE  100)  4274.0  -2.2 

Paris  (CAC  40)  3419.7  -1.9 

Frankfurt  (DAX)  3682.8  -4.8 

Tokyo  (NIKKEI  225)  9766.7        1.3 

Hong  Kong  (Hang  Seng)  10,130.3  -2.6 

Toronto  (TSE  300)  6579.9  -1.3 

Mexico  City  (IPC)  6115.6  -2.4 

FUNDAMENTALS Aug.  27       Wk 

S&P  500  Dividend  Yield  1.65%       1. 

S&P  500  P/E  Ratio  (Trailing  12  mos.)    32.9         3: 
S&P  500  P/E  Ratio  (Next  12  mos.)*       16.7 
First  Call  Earnings  Revision*  -2.15% 

*First  Call  Corp. 
TECHNICAL  INDICATORS       Aug.  27      Wk 


Itf 

3. 


S&P  500  200-day  average             1068.1  1072 

Stocks  above  200-day  average          37.0%  37, 

Options:  Put/call  ratio                       0.67  0.» 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.28  1.1 


BEST-PERFORMING 
GROUPS 


Last 

month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 


GROUPS 


month  % 


Multi-Utilities  32.3  Metal  &  Glass  Containers  39.9 

Gas  Utilities  24.8  Homebuilding  38.5 

Wireless  Services  24.8  Casinos  37.7 

Broadcasting  22.6  Housewares  &  Specialties  36.6 

Gold  Mining  21.9  Brewers  20.1 


Internet  Software 
Computer  Stores 
Paper  Packaging 
Constr.  &  Engineering 
Steel 


-28.1 
-21.6 
-18.1 
-10.2 
-9.5 


Multi-Utilities 
Wireless  Service' 
Telecomms.  Equi 
Instrumentation 

Movies  &  Enterta 


Mutual  Funds 


Week  ending  Aug.  27 
■  S&P  500    ■  U.S.  Diversified    IAN  Equity 

4-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Precious  Metals  11.0 

Latin  America  6.5 

Utilities  6.2 

Communications  5.6 

Laggards 

Pacific/Asia  ex-Japan  -1.8 

Technology  -1.7 

Small-cap  Growth  -0.3 

Diversified  Pacific/Asia  -0.2 


52-week  total  return 

Leaders 

Precious  Metals 

Pacific/Asia  ex-Japan 

Real  Estate 

Diversified  Emerging  Mkts. 

Laggards 

Communications 

Technology 

Utilities 

Health 


50.0 
6.6 
5.0 
2.6 

-42.1 
-39.5 
-26.1 
-26.0 


Week  ending  Aug.  27 
■  S&P  500  ■  U.S.  Diversified  ■  All  Equity 
52-week  total  return 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -20      -15     -10      -5        0 

Data:  Standard  &  Poor's 


Leaders 

Fidelity  Sel.  Telecomms.  17.8 

iShares  MSCI  Brazil  Index  15.0 

Fidelity  Adv.  Lvgd.  Co.  C  14.6 

Fidelity  Select  Gold  13.7 
Laggards 

Berkshire  Technology  -10.7 

Berkshire  Focus  -9.7 

Rydex  Dynam.  Tempest  500  -9.3 

ProFunds  UltraBear  Inv.  -9. 1 


Leaders 

First  Eagle  SoGen  Gold  88.1 

Tocqueville  Gold  71.3 

Ga belli  Gold  68.1 

Van  Eck  Intl.  Invs.  Gold  A  68.1 
Laggards 

ProFunds  UltraOTC  Inv.  -68.3 

Rydex  Dynam.  Velocity  100  -67.4 

Black  Oak  Emerging  Tech.  -64.0 

World  GenomicsFund.com  -60.3 


Interest  Rates 


KEY  RATES 


Aug.  28    Week  a1 


MONEY  MARKET  FUNDS 

1.37% 

1.39' 

90-DAY  TREASURY  BILLS 

1.66 

1.62 

2-YEAR  TREASURY  NOTES 

2.17 

2.09 

10-YEAR  TREASURY  NOTES 

4.21 

4.20 

30-YEAR  TREASURY  BONDS 

5.02 

5.01 

30-YEAR  FIXED  MORTGAGEt 

6.27 

6.27 

tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exerr 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond 


GENERAL  OBLIGATIONS 
TAXABLE  EQUIVALENT 


3.84% 


... 


5.49 


INSURED  REVENUE  BONDS 
TAXABLE  EQUIVALENT 


4.00 
5.71 


r 


■  THE  WEEK  AHEAD 

PURCHASING  MANAGERS'  INDEX  Tuesday,  Sept. 
3,  10  a.m.  edt>-  The  Institute  for  Supply 
Management's  industrial-activity  index  is 
forecast  to  have  risen  slightly  in  August, 
to  50.9%.  That's  based  on  the  median 
forecast  of  economists  surveyed  by  Stan- 
dard &  Poor's  mms,  a  division  of  The  Mc- 
Graw-  Hill  Companies.  In  July,  the  index 
dropped  to  50.5%. 

VEHICLE  SALES  Wednesday,  Sept.  4  ► 
Sales  of  U.S. -made  and  imported  cars 
and  light  trucks  probably  reached  an  an- 


nual rate  of  17.5  million  units  in  August, 
just  under  the  17.9  million  level  in  July. 

CONSTRUCTION  SPENDING  Wednesday,  Sept. 
4,  10  a.m.  edt>-  Building  outlays  proba- 
bly held  steady  during  July.  In  June, 
large  drops  in  nonresidential  and  govern- 
ment outlays  caused  a  2.2%  decline. 

FACTORY  INVENTORIES  Thursday,  Sept.  5, 
10  a.m.  edt>  Manufacturing  inventories 
probably  shrank  by  0.2%  in  July,  follow- 
ing a  0.1%  fall  in  June.  The  pace  of  in- 


ventory liquidation  has  slowed  < 
ably  since  late  last  year. 

EMPLOYMENT  Friday,  Sept.  6,  8:1 
edt>  Nonfarm  payrolls  in  Augu 
forecast  to  have  risen  by  43, OC 
tions,  while  the  unemployment 
ably  climbed  back  up  to  6.0%. 
July,  payrolls  rose  by  just  6,00( 
with  the  unemployment  rate  st; 
5.9%.  The  average  workweek  rr 
rebounded  to  34.1  hours,  after 
34  hours  in  July. 
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iinessWeek  Fifty 


Jasdaq's  nearly  7%  loss,  the  BW  50  did  O.K.  this  week.  But  it  still  fell  2.5%.  The  biggest  los- 
wn  17.2%  on  news  of  weak  sales  by  its  customers,  the  semiconductor  manufacturers.  Retailers 
h  Best  Buy  falling  11.7%,  Bed  Bath  &  Beyond  8.1%,  and  Kohl's  6.1%.  Lifting  the  BW  50,  strug- 
ipany  Calpine  shot  up  27.0%  to  more  than  $5  on  news  of  $243  million  of  new  financing. 


l_ 


COMPANY  PERFORMANCE 

%  change 

Since 
Week     3/1/02 


%  ^hange 

Since 


ohnson 

-1.0 

-10.7 

-0.5 

0.2 

-3.2 

-19.2 

-2.0 

-15.2 

Rank      Company 

Week 

3/1/02 

26     Tenet  Healthcare 

-3.6 

21.3 

27     Household  International 

-0.9 

-28.5 

28     WellPoint  Health  Networks 

-2.1 

19.9 

29     Washington  Mutual 

-1.8 

13.8 

-2.5 
-17.2 
-1.0 
-4.2 
-11.7 


-6.4 

-42.5 

-3.0 

-9.3 

-54.6 


30  Duke  Energy 

31  Kohl's 

32  Bed  Bath  &  Beyond 

33  Cardinal  Health 

34  Centex 


-3.8 
-6.1 
-8.1 
-4.4 
4.2 


-22.7 

1.4 

-5.6 

-2.0 

-11.6 


sBergen 
i  Group 


ores 


1.9 
-3.0 

-2.1 

0.1 

-1.3 


6.1 
19.4 

3.1 
-34.6 
-13.9 


35  American  Electric  Power  5.5  -17.3 

36  Golden  West  Financial  -1.6  4.2 

37  Stryker  0.4  -10.1 

38  Harley-Davidson  0.2  -4.4 

39  PepsiCo  -8.4  -20.9 


amies 
oleum 
ratories 


0.9 
-5.7 
-0.7 
-1.8 
-3.3 


-91.6 

-17.0 

-12.9 

-9.4 

-0.9 


40  Merck 

41  Apache 

42  Amerada  Hess 

43  KB  Home 

44  First  Data 


-2.4 

0.1 

2.4 

-0.6 

-4.5 


-17.4 

5.0 

4.6 

12.9 

-11.9 


'etroleum 


27.0 
0.8 

-1.1 

-0.5 
1.9 

-3.5 


-25.0 

8.1 

-4.3 

-5.9 

-10.0 

-21.9 


45  Tyco  International  -4.8  -45.3 

46  International  Game  Technology  -0.5  -3.9 

47  Capital  One  Financial  0.1  -28.3 

48  Electronic  Data  Systems  -4.5  -32.3 

49  Nabors  Industries  0.5  -6.3 

50  Xcel  Energy  -1.2  -58.3 


uction  Index 


Change  from  last  week: 
Change  from  last  year: 

-0.5% 
-0.7% 

OUTPUT 

idex  is  a  4- 

Aug.  17=167.3   1992= 

00 

week  moving  average 

<t^m^^^ 

Dec. 
2001 

Apr. 
2002 

Aug. 
2002 

index  fell  for  a  second  consecutive 
illation  of  the  four-week  moving  aver- 
ipped  to  165.4  from  166.7.  After  sea- 
truck  and  auto  assemblies  showed 
es.  Steel  output  was  also  lower,  while 
•duction  remained  unchanged  for  the 
i  a  moderate  gain,  followed  by  small- 
rude-oil  refining,  lumber,  and  rail- 

)f  the  index  components  is  at  www.business- 
tion  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  On  line 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 
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Frequent 
Flyer  Miles: 

Miles,  Points  and  Service 
Bring  Travelers  Back 

BusinessWeek  Special  Advertising  Section 

In  the  10/14  issue,  BusinessWeek  shows 
you  the  latest  incentives  available  to 
premier  business  travelers: 

■  The  Evolution  of  Alliances 

■  How  Hotels  Meet  Individual  Needs 

■  Earning  Miles  on  the  Ground 

■  Rewards  for  Best  Customers 

■  The  Electronic  Shopper 


To  advertise, 

contact  your  account  manager  or 
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Index  to  Companies 

This  index  gives  the  starting  page  for  a  story  or  feature  with  a  significant 
reference  to  a  company.  Most  subsidiaries  are  indexed  under  their  own  names. 
Companies  listed  only  in  tables  are  not  included. 


Abercrombie  &  Fitch  (ANF) 

44 

Abgenix  (ABGX)  148 
Accenture  (ACN)  86 
ACNielsen  (VNUVY)  122 
Adelphia  Communications 

(ADELQ)  10,58 
AG.  Edwards  (AGE)  70 
Agilent  Technologies  (A) 

148 

Airbus  Industrie  56 
Alitalia  114 

Amazon.com  (AMZN)  74 
American  Airlines  (AMR)  12 
American  Eagle  Outfitters 

(AEOS)  44 
American  International 

Group  (AIG)  125 
AOL  Time  Warner  (AOL)  8, 

10,92,112 
Apple  Computer  (AAPL)  52, 

74 

Arthur  Andersen  12 
AT&TCT)  10,34, 156 
AT&T  Comcast  92 
Aventis  150 

Avmark  International  114 
Axel  Springer  112 

B 


Bank  of  America  (BAC)  34 
Bank  of  Montreal  150 
Bank  of  Shanghai  120 
Bank  One  (ONE)  48 
Bebe  Stores  (BEBE)  44 
Bechtel  12 
Bertelsmann  112 
Best  Buy  (BBY)  44 
Bloomingdale's  (FD)  8 
BMW58. 112, 146 
Boeing  (BA)  56. 86 
Bristol-Myers  Squibb  (BMY) 

150 

British  Airways  (BAB)  114 
British  Sky  Broadcasting 

(BSY)  90 
Buck  Consultants  74 


Cablevision  Systems  (CVC) 

10 
Cadbury  Schweppes  (CSG) 

54 

Cadillac  (GM)  8 
Caterpillar  (CAT)  50 
Celanese  Ventures  69 
Cemex(CMXBY)136 
Cendant  (CD)  60 


Charter  Communications 

(CHTR)IO 

Cisco  Systems  (CSCO)  148 
Citigroup  (0  34, 120, 156 
CMR92 
Coca-Cola  (KO)  74, 100, 

116,136 

Columbus  Cafe  100 
Companhia  Vale  do  Rio 

Doce  136 
Compaq  Computer  (HPQ) 

60 

Conseco  (CNC)  58 
Continental  Airlines  (CAL) 

114 
Cox  Communications  (COX) 

10 
Credit  Suisse  (CSR)  126, 

133,136 


Dell  Computer  (DELL)  8, 52 
Delta  Air  Lines  (DAL)  12, 

114 

Denny's  (DNYY)  46 
Deutsche  Bank  (DB)  30, 

112 

Deutsche  Telekom  (DT)  133 
DirecTV  (GMH)  90 
Dragon  Systems  64 
DuPont(DD)148 


easyJet  Airline  114 

eBay  (EBAY)  8 

EchoStar  Communications 

(DISH)  90 
Eli  Lilly  (LLY)  150 
Energen  Global  69 
Enron  (ENRNQ)  8, 12, 31, 

34,58,60,62,74,125, 

156 

EnviroMission  69 
Equinox  Luxury  Holdings  70 
Ernst  &  Young  125 
Exxon  Mobil  (XOM)  116 


Fannie  Mae  (FNM)  48 
Federated  Department 

Stores  (FD)  44 
FleetBoston  Financial  (FBF) 

34 

Folgers  100 
Food  Lion  (DEG)  80 
Foot  Locker  (Z)  44 
Ford  (F)  96 
Forrester  Research  (FORR) 

64 
Fox  (FOX)  90, 116 


Friedman  Billings  Ramsey 

(FBR)  34 
Frisco  Bay  Industries  (FBAY) 

150 
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Galavision  122 

Gap  (GPS)  44, 100 
Gateway  (GTW)  52 
GE  Capital  (GE)  86 
General  Electric  (GE)  34, 

74. 100. 148 
General  Motors  (GM)  8, 64, 

90.96 
Genesee  &  Wyoming 

(GNWR)150 

Giga  Information  Group  64 
GlaxoSmithKline  (GSK)  150 
Global  Crossing  (GBLXQ) 

34, 58,  74 
Goldman  Sachs  (GS)  34, 

150 

Grundig  112 
Grupo  Televisa  122, 136 
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Hansberger  Global 

Investors  132 
Harris  Teeter  (RDK)  80 
HealthSouth  (NT)  60 
Hershey  Food  (HSY)  54 
Hewlett-Packard  (HPQ)  44, 

60  148 
Hispanic  Broadcasting 

(HSP)  122 

HI  Heinz  (HNZ)  125 
Hoefer  &  Arnett  34 
Home  Depot  (HD)  8 
Honda  (HMC)  69, 96 
Hon  Hai  Precision  Industry 

134 
Hongkong  &  Shanghai 

Banking  (HBC)  120 
HotJobs.com  (YHOO)  92 
Hot  Topic  (H0TD44A 
Household  International 

(HI)  70 
Hughes  Electronics  (GMH) 

90 
Humana  (HUM)  128 

I 


8  64  100  148 
150 

ICN  Pharmaceuticals  (ICN) 
58 

ImClone  Systems  (IMCL)  12 
Incyte  Genomics  (INCY)  148 
ING  Barings  (ING)  134 


Ingersoll-Rand  (IR)  86 
Intel  (INTO  26. 60 
International  Data  64 
Invesco  International  70 
Investec  Asset 
Management  134 


J.P.  Morgan  Chase  (JPM)  34, 
120,125.132.136.156 
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KLM  Royal  Dutch  Airlines 
(KLM)114 
Kmart  (KM)  44. 46 
Kohls  (KSS)  70 
Kraft  Foods  (KFT)  54 
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Lehman  Brothers  (LEH)  56 

100 

Liberty  Media  (L)  90 
Lowe's  (LOW)  48 
Lucent  Technologies  (LU) 

148 
Lufthansa  (DLAKY)  114 
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Maytag  (MYG)  74 
McDonald's  (MCD)  100 
McGraw-Hill  (MHP)  152 
McKinsey  60 
Medtronic  (MDT)  128 
Mercedes-Benz  (DCX)  8, 

146 
Merrill  Lynch  (MER)  34, 90. 

122.136.156 
Microsoft  (MSFT)  28. 92, 

100 

Miller  Brewing  92 
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Morgan  Stanley  (MWD)  34, 

44,92. 134, 148 
Momingstar  125 
Motorola  (MOT)  8 
Multex.com  44 
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NBC  (GE)  122 
Neiman  Marcus  Group 

(NMG)  70 

Nestle  (NSRGY)  54. 110 
News  Corp.  (NWS)  90 
Nordstrom  (WIN)  70 
Nortel  Networks  (NT)  60 
Northwest  Airlines  (NWAC) 

114 

Novartis  (NVS)  128. 150 
Nuance  Communications 
64 


Office  Depot  (ODP)  44 
Oracle  (ORCL)  74 


Ovation  Products  69 
Overture  Services  (OVER) 
92 


PepsiCo  (PEP)  100 
Petroleum  Finance  116 
Philip  Morris  (MO)  60 
Pier  1  Imports  (PIR)  44 
Plug  Power  69 
PNC  Financial  Services  125 
Port  Financial  (PORT)  48 
Portland  General  Electric 

(ENRNQ)  60 
PressPlay  92 
PricewaterhouseCoopers 

86.90 
Procters  Gamble  (PG)  12, 

110 
Promontory  Financial  Group 

125 
Prudential  Securities  (PRU) 
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Pudong  Development  Bank 

120 


Quant  Foreign  Value  Fund 

132 
Qwest  Communications 

International  (Q)  8,  74, 92, 

156 


RadioShack  (RSH)  44 
Random  House  112 
Restoration  Hardware 

(RESTO)  44 
Robinson  Investment  Group 

70 
Royal  Dutch/Shell  (RD)  116, 

148 
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44,150 
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Sears  Roebuck  (S)  44 
Shenzhen  Development 

Bank  120 

Sibson  Consulting  74 
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Thomson  Financial : 
Total  Fma  Elf  (TOT) 
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Tyco  International  (T 
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Warner  Bros.  (AOL) 

Waste  Management 
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Business  Services 


FORM  YOUR 
CORPORATION 
OR  LLC  TODAY 


INCORPORATING  BUSINESSES  SINCE  1899 

•  Reduce  Taxes 

•  All  50  States 

•  Convenient,  Reliable,  Affordable 


■  Protect 
Personal 
Assets 


1-888-705-9723 
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Get  a  Professional 

Custom  Designed 

LOGO  TODAY! 

\  isa  MCAmex 

Toil-Free:  1-888-869-5646 


www.  1 800mylogo.com 


Buy-On-Line 


Giant  Web  Site 

10,000  Wholesale  Products 


www.scnooi-iecn.com 


Sports:  Thousands  of  sports,  recreation 


and  game  products. 
Science:  2000  Great  Products. 


Experiments,  microscopes  &  more. 
"How To"  Videos:  2000  Films  for 


every  educational  &  sports  activity. 
Safety:  1000  Unique  Products. 
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www.school-tech.com 


745  State  Circle  P.O.  Box  1 941 
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Business/Career  Opportunities 


SIX  FIGURE  POTENTIAL 

FROM  HOME  (part/full  time) 

26-year-old  international, 

multi-billion  dollar  technology 

company  with  5A1  D&B  rating. 

For  details  on  our  internet  based 

marketing  approach,  visit: 

www.myautomaticbiz.com/rd4 


Arrange 
equipment  leases  •  Factoring  •  Business 
loans  of  ALL  types  •  No  experience  needed. 
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AND  FREE  VIDEO  SEMINAR 
The  Loan  Consultants,  In< 
since  1983 


CALL 
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Advanced  Education 


Looking  for  a  career  in 
International  Management? 

Not  everyone  has  the  mental  toughness  or  the  cultural 
sensitivity  to  be  a  successful  international  manager. 
Developing  your  leadership  skills  in  a  truly  international  MBA 
programme  can  help  you  achieve  your  career  goals  Listed  by- 
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Editorials 


FLAWED  FINANCIAL  GIANTS 


During  the  '90s,  America's  financial  institutions  trans- 
formed themselves  into  giant  conglomerates,  offering 
credit,  equity,  insurance,  fund  management,  analysis,  and 
just  about  everything  else.  It  is  increasingly  clear  that  this 
model  pushed  the  limits  of  the  law,  hurt  the  average  in- 
vestor, and  distorted  both  debt  and  equity  markets.  In  the 
name  of  efficiency  and  synergy,  the  financial  conglomerates  in- 
dulged in  egregious  conflicts  of  interest.  Citigroup,  J.  P.  Mor- 
gan Chase,  Merrill  Lynch,  and  others  are  now  being  called  to 
task  by  legislators,  regulators,  and — most  important — in- 
vestors. In  the  post-boom  post-mortem  now  under  way,  it 
would  be  wise  to  ponder  if  the  model  of  a  one-stop  universal 
bank  is  itself  flawed.  Twice  in  a  century,  conglomeration  has 
been  associated  with  financial  bubbles  that  led  to  serious 
economic  harm  and  loss  of  public  trust.  It's  time  to  reinstitute 
checks  and  balances  inside  the  U.S.  financial  system. 

We  know  that  financial  institutions  helped  Enron  and  oth- 
ers artificially  boost  profits  by  disguising  loans  as  trades 
while  hiding  debts  in  special-purpose  vehicles.  Now  coming  to 
light  is  the  role  the  conglomerates  may  have  played  in  cre- 
ating the  bubble  itself.  Take  the  case  of  telecom.  Financial  gi- 
ants used  loss-leading  loans  to  telecom  companies  as  a  way  of 
getting  investment  banking  business  and  fees.  That  helped  in- 
flate capital  investment  in  broadband  beyond  long-term  de- 
mand. Capacity  was  also  pumped  up  by  the  push  to  generate 
fees  from  mergers  and  acquisitions.  Telecom  companies  were 
encouraged  to  expand  at  a  fast  and  furious  rate.  Windfalls 
from  initial  public  offerings  also  led  financial  institutions  to  en- 
courage telecom  startups  that  had  few  long-term  prospects. 
The  net  result?  Huge  overcapacity  was  financed  and  built,  and 
it  couldn't  be  used.  In  the  end,  the  telecom  bubble  burst. 

THE  RAGE  FOR  FEES 

Financial  institutions  apparently  sought  to  enrich  CEOs, 
managers,  and  directors  personally  in  their  drive  for  invest- 
ment-banking fees.  Citigroup's  Salomon  Smith  Barney  unit 
gave  WorldCom  ceo  Bernard  Ebbers  869,000  IPO  shares  in  21 
companies  from  1996  to  2000.  WorldCom's  chief  financial  offi- 
cer and  two  directors  also  received  IPO  shares.  All  made 
huge  personal  gains.  It  wasn't  illegal,  but  it  was  unseemly  in 
its  suggestion  of  quid  pro  quo.  Average  investors  were  not 
privy  to  these  ipo  shares,  and  the  practice  did  a  disservice  to 
the  ipo  companies  that  saw  their  stock  flipped  rather  than 
placed  in  steady  hands.  Issuers  and  average  investors  were 
hurt  in  the  quest  for  fees. 

It  gets  worse.  Citigroup's  chief  telecom-research  analyst, 
Jack  Grubman,  supposedly  objective,  appears  to  have  talked 
up  WorldCom  and  other  telecoms  in  his  reports  in  order  to 
generate  investment  banking  business.  Grubman's  $20  million- 
a-year  compensation  was  based  in  large  part  on  the  amount  of 
investment  banking  fees  he  brought  to  Citigroup.  And  New 
York  State  Attorney  General  Eliot  Spitzer  is  looking  into 
whether  Citigroup  Chairman  Sanford  I.  Weill  leaned  on  Grub- 


man  to  change  his  rating  of  AT&T  (Weill  is  on  the 
after  Grubman  upgraded  it  from  "neutral"  to  ' 
gave  Citigroup's  Salomon  Smith  Barney  an  extreme! 
tive  underwriting  assignment.  Coincidence? 

On  Wall  Street,  the  appearance  of  conflict  of  interef 
came  the  embrace  of  conflict  of  interest.  At  Merrill  Lyre 
managers  personally  invested  in  Enron's  LJM2  partner 
which  Merrill  had  structured.  On  a  sales  video  for  the  J 
nership,  Enron  Chief  Financial  Officer  Andrew  S.  Fastow  b 
ed  that  his  own  conflict  of  interest — as  a  manager  of  lj.nc 
cfo  of  Enron — would  benefit  all  investors.  "It  is  very  har 
me  not  to  see  competing  bids,"  he  said  on  tape.  Instef 
fleeing  this  obvious  conflict,  Merrill's  people  bought  in.  | 
made  out  well  personally,  as  did  Fastow. 

HOODWINKED  INVESTORS 


Investors  in  Enron  or  WorldCom  or  Qwest  Comma 
tions,  however,  have  not.  In  the  opaque  financial  world  0 
changing  subsidized  loans,  hot  ipo  paper,  and  analysts' 
ions  for  fee-based  investment  business,  investors  wer* 
holding  the  bag.  The  financial  institutions  got  their  monej 
profits  up  front  and  shunted  most  of  the  investment  rij 
average  investors,  who  ended  up  with  the  stock  and  df 
their  401(k)s  and  mutual  funds — some  of  which  were  rf 
the  conglomerates  themselves.  Their  stock,  of  course) 
since  lost  much  of  its  value.  People  could  not  evaluate 
true  risk  of  their  investments  because  financial  congloml 
were  distorting  market  signals. 

Even  Federal  Reserve  Chairman  Alan  Greenspan 
hoodwinked.  Had  Greenspan  known  that  capacity  was  I 
daily  inflated  and  profits  overstated  in  telecom,  he  f 
have  tightened  monetary  policy  earlier,  slowing  the  ecoj 
and  perhaps  avoiding  the  bubble. 

We  are  just  beginning  to  understand  how  that  '90s 
was  created.  Eerily,  it  shares  at  least  one  comma 
with  the  bubble  of  the  '20s — giant,  complex  finan 
glomerates  operating  in  opaque  ways  that  distort  the 
and  mask  the  true  nature  of  risk.  If  investor  trust  is 
built,  then  transparency,  credibility,  and  competiti 
be  restored  to  the  nation's  financial  system. 

To  his  credit,  Citigroup  Chairman  Weill  is  taking 
reinstating  some  checks  and  balances  in  finance.  Citij 
not  sell  complex  financial  products — such  as  special- 
vehicles — that  hide  debt,  unless  companies  fully  disclose! 
on  their  balance  sheets.  Weill  supports  action  to  improt 
search  objectivity  by  prohibiting  analysts  from  going! 
vestor  road  shows.  But  is  that  enough?  Can  financial 
glomerates   really    police    themselves    when    their 
concentration  of  services  makes  it  difficult  to  avoid  confli 
interest?  Investors  have  already  formed  their  own  o{ 
Citigroup  now  trades  down  at  a  "conglomerate  disa 
Congress  has  to  decide  whether  a  21st  century  version  i 
Glass-Steagall  Act  is  needed  as  well. 
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against  ceos. 
But  does  Cor- 
porate Ameri- 
ca now  face  a 
ticked-off  rank 
and  file,  too? 
That's  the  im- 
plication of  a 
new  poll  com- 
missioned by 
the  AFL-CIO. 

It  found 
that  for  the 
first  time  in 
nearly  20  years, 
more  nonunion 
workers  (50%) 
would  vote  to  form  a  union  j 
than  those  who  would  not  1 
(43%).  Another  poll,  done  ' 
by  lawyers  group  the  Em- 
ployment Law  Alliance,  found 
that  58%  of  workers  support 
more  union  organizing  to  pro- 
tect employees.  "People  are 
angry  that  they're  losing 
their  savings  to  a  corrupt 


corporate  system  they 
thought  they  could  trust," 
charges  AFL-cio  President 
John  Sweeney. 

Indeed,  mistrust  of  compa- 
nies is  spiking,  with  nearly 
40%  of  Americans  saying 
they  have  a  negative  view 
of  corporations, 
says  Guy  Moly- 
neux,  who  conduct- 
ed the  AFL-CIO 
study.  That's  up 
from  25%  just  last 
year  and  is  at  the 
highest  level  since 
pollsters  first 
asked  the  ques- 
tion nine  years 
ago. 

The  change 
in  sentiment 
offers  a  re- 
newed  op- 
portunity  for 
unions,    which    have    seen 
ranks  shrink  for  decades.  The 
afl-cio   will   redouble   re- 
cruitment efforts,  union  offi- 
cials say.  Still,  given  labor's 
poor  track  record  in  the  face 
of  strenuous  anti-union  efforts 
by  management,  employers 
may  not  have  all  that  much 
to  fear. 

Aaron  Bernstein 


THE  LIST   BIG  BUCKS  FOR  BEAN  COUNTERS 


The  typical  chief  financial  officer  earned  $961,000  last 
year,  according  to  CFO  Magazine.  But  the  best-paid  CFOs 
get  pay  packages  that  look  more  like  CEOs'.  A  sampling: 


CFO/ 
COMPANY 


SALARY  AND 
BONUS 


TOTAL  COMPENSATION* 

(MILLIONS) 


M  MICHAEL  L      'AN 
SUN  MICROSYSL 

MARK  SWARTZ 

TYCO  INTERNATIONAL 


LARRY  CARTER 

CISCO  SYSTEMS 


$600,000  $37.2 

$3.5  million       $32.4 
$424,000  $29.4 


ANTHONY  THORNLEY 

QUALCOMM 

JAMES  STEWART 

CIGNA 


$879,000  $20.3 

$1.3  million       $15.4 


TALK  SHOW  "They're  still  french  fries.  And  they're 
still  high  in  fat. 55 

— Kathleen  Zelman  of  the  American  Dietetic  Assn.  on  McDonald] 
plans  to  cook  its  fries  in  a  new  oil  to  lower  fat  content  (story,  page 


SILICON  SAGA 

TAKING  A  PAGE  FROM 
BILLS  PLAYBOOK 

HERE'S  A  SHIFT:  ORACLE  CEO 

Larry  Ellison  now  says  his 
longtime  foil,  Microsoft  Chair- 
man Bill  Gates,  is  his  "role 
model."  For  years,  Ellison 
mocked  his  rival,  and  he  still 
does  so  in  public  appearances. 
But  in  more  thoughtful  mo- 
ments, Ellison  is  giving  Gates 
his  due.  In  fact,  Ellison  told 
BusinessWeek  that  he's  pat- 
terning Oracle's  future  on  Mi- 
crosoft's past.  "We 
want  to  do  for  enter- 
prise software  what 
Microsoft  did  for  the 
desktop,"  he  says. 

Ellison  be- 
lieves Ora- 


'Including  options  exercised,  restricted  stock  grants,  and  long-term  incentive  plans. 
Proxy  statements  from  234  of  350  public  companies  filing  between  July  30,  2001.  and 


Apr.  5.  2002 


Data:  CFO  Magazine 


ORACLE'S 
ELLISON: 

Doing  as 

Microsoft 

does 


SOFTWARE  HARDBALL 

MICROSOFT'S 
PC  MEGABITE 

COMPUTER  MAKERS  HAVE  LONG 

complained   that   while   the 
price  of  everything  from  Pen- 
tium processors  to  mice  has 
plummeted,  the  cost  of  Win- 
dows actually  has  risen. 
The  result:  Operating 
software  is  an  ever  larger 
piece  of  the  total  bill,  and 
Microsoft  is  making  all 
the  money. 

New,  supercheap 
PCs  available  on- 
line from  Wal-  (j 
mart.com  show 
just  how  far  this 
trend  has  gone.  The  bare- 
bones  SYSMAR710  PC  from  Mi- 
crotel  Computer  Systems, 
with  a  monitor  and  hard 
drive  that  are  fine  for  every- 
day needs,  sells  for  just  $199. 


cle  can  dominate  the  h 
priced  corporate-soft\ 
market  the  way  Mien 
dominates  PC  software.  r 
By  doing  just  what  Micr 
did  to  take  control  of 
desktop:  provide  bun 
software  cheaper  than  » 
petitors.  Ellison  pla 
combining  that  tactic 
outsourcing  business, 
which  Oracle  would  run 
tomers'  software  at  a 
of  what  it  would  cost  to 
themselves.  There's  on* 
catch:  Customers  have 
Oracle  products.  He 
run  competitors'  softw 
But  Ellison  has  a 
way  to  go  before  he 
crosoft-izes  the  corpo: 
software  world.  Mi 
soft  owns  some 
of  the  desktop-; 
cations  market 
cle?  It  has  a 
16%  of  corp< 
appl 
tion 
dis 
secc 
German 
erhouse  sap. 
Jim  Kerst 


The  reason  is  that  it 
with  the  Lindows  oper 
system,  a  variant  of 
that  runs  some  Windows! 
grams — notably     Micrc 
Word,    Excel,    and    Poi 
Point — though  it  relies 
ly  on  free  software  dev< 
for  Linux. 

The  SYSMAR150  for 
is  an  all-but-identical  I 
tern  with  the  samel 
croprocessor,  128 
bytes  of  memory.  I 
a  10-gigabyte  !| 
drive.  The  only| 
ference:  It 
Windows  xp.  "P 
Windows  now  I 
'  resenting  a  tl 
of  the  retail  pri«| 
the  cheapest  PCs.  it  is 
certainly  the  most  experl 
item  on  the  bill — givinJ 
makers  even  more  reasc[ 
gripe  about  Microsoft. 

Stephen  H.  WildsA 
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Morgan    Startle 


If  you  haven  t  adjusted 
your  fund  portfolio 


in  three  months,  it's 


probably  unbalanced. 


Morgan  Stanley  Funds 
Portfolio  Architect 


Large  Cap  Equity  H  IT/LT  Fixed  Income 
Md  Cap  Equity  I  ST/IT  Fixed  Income 
Small  Cap  Equity    ■  Cash 


MORGAN  STANLEY  FUNDS  PORTFOLIO  ARCHITECT.5"  OPTIMIZING 
YOUR  MIX  OF  MUTUAL  FUNDS.  In  a  financial  climate  this  unpredictable, 
you  need  a  new,  more  balanced  way  to  invest  in  mutual  funds.  Portfolio  Architect  is 
just  that.  Your  Morgan  Stanley  Financial  Advisor  uses  this  powerful  tool  to  select 
the  mix  of  Morgan  Stanley  Funds  that  is  right  for  you.  It  also  reviews  your  portfolio 
each  quarter  and  will  automatically  rebalance  if  you're  overextended  in  any 
category.  All  of  which  begs  the  question:  How  can  Portfolio  Architect  help  you? 

To  learn  more  or  to  obtain  a  prospectus,  call  your  Morgan  Stanley  Financial  Advisor 
or  call  1-866-M0RGAN8  or  visit  www.morganstanley.com. 


Morgan  Stan  ley 

One  client  at  a  time. 

ectus  contains  more  complete  information,  including  risk  considerations,  fees,  sales  charges  and  ongoing  expenses. 
it  carefully  before  you  invest  or  send  money. 


Up  Front 


THINK  HOUSING  MARKETS  ACROSS  THE  U.S.  ARE  COOKING? 
They've  got  nothing  on  the  Hamptons,  the  weekend  beach  re- 
treat of  New  York's  elite,  where  the  number  of  homes  sold  in 
the  $1  million-$2  million  range  is  up  86%  over  last  year,  as 
people  pulled  money  out  of  financial  markets  and  plunked  it 
down  on  summer  homes  instead.  Prices  are  up,  too,  by  10%  in 
the  Hamptons  overall,  and  up  as  high  as  25%  in  the  most  ex- 
pensive towns  there,  East  Hampton  and  Bridgehampton. 

While  these  figures  reflect  sales  for  just  the  early  part  of 
the  summer,  wariness  about  the  stock  market  continued  to 
drive  a  mini-frenzy  through  the  summer  and  into  the  fall 
sales  season,  which  began  in  mid-August.  "We've  been  inun- 
dated with  people  who  are  reallocating  their  portfolios,"  says 
Judi  Desiderio,  vice-president  of  Cook  Pony  Farm,  one  of 
the  Hampton's  largest  real  estate  firms.  "They're  literally 
saying:  T  want  to  take  money  out  of  the  stock  market.  Here's 
what  I  can  invest,  so  what  can  I  buy?'"  And  they're  paying 
cash  in  the  millions,  she  says. 

Only  one  segment  of  the  market  has  declined:  houses  priced 
under  $500,000.  The  reason?  Hardly  any  left.  S.P 


GREEN  WATCH 

RENTAL  GARS  THAT 
PUT  THE  EARTH  FIRST 

DESPITE  RECENT  BANKRUPTCIES 

in  the  rental-car  industry,  a 
few  daring  players  are  enter- 
ing a  new  market:  environ- 
mentally friendly  cars.  Busi- 
ness travelers,  many  eager 
to  test  new  technology,  are 
fueling  demand,  since  they 
usually  drive  only  the  short 
distances  for  which  the  cars 
are  best  suited. 

That  has  prompted  Budget 
Rent  a  Car  to  double  its  eco- 
car  rental  locations  to  12 
North  American  cities  in  the 
past  year.  Cars  come  from 
five  different  makers  of  elec- 
tric,   natural -gas, 


and  hybrid  low-emission  cars 
via  Budget's  partner  EV 
Rental  Cars,  which  calls  it- 
self the  nation's  only  environ- 
mental rental  car  company. 
Last  year,  Hertz  started  of- 
fering hybrid  and  electric 
cars,  including  the  Toyota 
Prius,  in  San  Francisco  and 
London.  And  Enterprise 
Rent-A-Car  began  offering 
several  eco-cars  in  New  York 
and  California  last  year. 

Analysts  say  the  trend  is 
growing.  "Renting  an  envi- 
ronmental car  is  novel,  it's  dif- 
ferent, and  it's  got  a  cool  fac- 
tor," says  Forrester  Research 
analyst  Henry  Harteveldt. 

EV  President  Terry  O'Day 
and  Enterprise  spokeswoman 
Sarah  Bustamante  both  say 
they'd  expand  if  they  could 
just  get  more  cars.  "We've 
got  more  demand  than  we 
can  meet,"  says  O'Day.  That 
may  take  a  while:  Toy- 
ota's entire  U.S.  run  of 
its  2002  electric  RAV4 
is  just  250  cars. 
Ann  Therese  Palmer 


OVER  THERE 

A  VINTAGE  YEAR 
FOR  PERFUME 

IS  THAT  A  BORDEAUX  YOU'RE 

wearing,  my  dear?  French- 
wine  fans  who  just  can't  get 
enough  of  the  good  grape  can 
now  indulge  in  a  perfume 
that    smells    like    it.    On 
Sept.  5 — in  time  for  this 
year's  harvest — Cava  Par- 
fums  planned  to  launch 
his-and-hers 
versions 
mim- 
icking 
the 

fruity  aro 
ma  that  the 
best  noses  can 
smell  in  a 
Sauterne  or  a  Saint-Estephe. 
Branded  as  Chateau 
Raphaele  and  packaged  in 
mini  wine  bottles,  they'll  cost 
about  $50  in  French  depart- 


ment stores,  duty-free  s 
and  online  at  www.chate. 
line.fr.  "Wine  lovers  wiB 
cover  hints  of  wine  seer 
them,"  says  William  Spii 
co-founder  of  Bretagne-1 
Cava  Par* 
He  says 
meliers 
identified 
grape 
smelling  tl 
Each  ci 
to  be  proc 
for  one 
before  S 
ler,  wh 
worked 
Yves 
Laurent 
fumes,  cb 
next  year*! 
grance.  Don't  worry 
smelling   like    an    alcolj 
The  women's  version  \ 
citrusy-vanilla  aroma,  an 
men's  is  more  plum-mus 
Christina  W.  Passat 


THE  BIG  PICTURE 


BARE  NECESSITIES 

The  "one  thing"  that  twentysomethings  say  they  canl 
without,  even  when  money  gets  tight: 


VISITS  TO  PARENTS 

HEALTH  INSURANCE 

CELL  PHONE 

PREMIUM  CABLE 

CAR 

MUSIC  CDs 

pi 


Interviews  with  498    « 
college  graduates 
under  age  30,  June  3-7 


Data:  Integer 


,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfroiit(«businesswt 
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KISS  YOUR  DATA 


storage  software  company. 


»()%  ol'ilic  I  OIMI  \l.  "»()() 


VERITAS  Softwa 


data  iKickui) 


VERITAS 


Ml  rifthl.  r<^ro<-rt.  VERITAS  Software  and  Ihr  \  ERITAH  Software  logo  are  ii.il.ionrk- 
rtcred  trademark*  of  VERITAS  Software  (>>r|H>ra(i»ti. 
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Readers  Report 


AFTERTHOUGHTS  ON  25  IDEAS 


Our  summer  double  issue,  "25  Ideas 
for  a  Changing  World"  (Cover  Story, 
Aug.  19-26),  prompted  an  outpouring 
of  reader  mail,  including  praise,  criti- 
cism— and  many  additional  ideas. 

FODDER  FOR  THE  IMAGINATION 

I  truly  enjoyed  "The  art  of  brain- 
storming." I  have  always  believed  that 
we  all  possess  the  ability  to  be  creative 
and  artistic.  We  just  need 
a  little  coaxing,  stimulation, 
fun,  and  camaraderie.  An 
open  mind,  imagination,  and 
the  quest  for  adventure  and 
knowledge  are  what  breed 
new  ideas.  After  reading 
your  article,  I  turned  on  the 
stereo,  baked  some  cookies, 
called  a  few  friends,  and 
smiled.  I  plan  to  nourish  the 
possibilities  ahead  and  seek 
answers  and  solutions. 

To  borrow  a  quote  from 
Oliver  Wendell  Holmes  Jr.,  "Man's  mind 
stretched  to  a  new  idea  never  goes  back 
to  its  original  dimensions."  What  a 
promising  thought. 

Diane  E.  Alter 
Navesink,  Conn. 

GIVING  KIDS  A  SMART  START 

Your  25  Ideas  are  good,  but  reverse 
the  order.  "The  importance  of  teaching 
tots"  is  No.  1  in  my  book. 

Bill  Collins 
Davis,  Calif. 

As  mayor  of  San  Jose,  Calif.,  the  cap- 
ital of  Silicon  Valley,  I  know  full  well  the 
impact  of  new  ideas.  I  especially  want  to 
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congratulate  you  on  including  uni  I 
access  to  preschool  on  your  list.  1 I 
ca  must  embrace  the  goal  of  pre  I 
every  child  for  success  in  scho  I 
take  the  steps  needed  to  achieve  | 

In  San  Jose,  we  have  create 
Smart  Start  San  Jose  program 
children  ready  for  kindergarter 
city  is  making  the  capital  invest 
for  these  preschool  centers.  O 
ners  include  community  organiz 
Head  Start,  and 
school  districts.  W( 
together,  our  pre 
centers  have  90%  o: 
uating  children  en 
kindergarten  read 
success. 

Mayor  Ron  Go 
San  Jose, 

SORRY  ISN'T  ENOtj 

"The    mea    culpJ 
fense"  works  only  I 
the  act  in  question  is  isolated  or| 
paratively  benign.  Apologizing  for 
ic  or  acute  malfeasance  is  popi 
public-relations  courses  and  in  PR  I 
case  studies,  but  it  rarely  works  i  I 
crisis  management.  The  public  dl 
want  apologies.  What  people  do 
is  not  to  be  abused  in  the  first  pi  I 

Eric  Dezi 
Washil 

INVESTORS  ARE  ANGRY 

Americans  were  not  nearly  as  <. 
by  the  attack  on  the  World  Trade 
ter  [as  was  suggested  in]  "Whenl 
ness  is  scared  stagnant."  More  in  I 
to  use  caution,  perhaps,  but  scarel 
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Intelligence  |  Customei  Intelligence  |  Intellic 


How  can  you  identify  and  retail 
your  most  valuable  customers? 


Pinpoint  suppliers  who  enhance 
the  health  of  your  bottom  line? 


And  track  market  trends  (and  threats) 
that  will  impact  your  future? 


* 


SAS  is  all  you  need  to  know. 

Only  SAS  creates  intelligence  across  your 
enterprise,  enabling  decision  makers  to  move 
forward  with  confidence  and  clarity. 

■  Build  more  profitable  relationships  with 
your  customers,  suppliers  and  employees. 

■  Create  sustainable  competitive  advantage. 

■  Monitor  how  your  enterprise  is  doing 
right  now. . .  and  predict  where  it's  headed. 

Find  out  why  99  of  the  FORTUNE  100  rely 
on  SAS  software,  a  new  generation  of  business 
intelligence.  Call  toll  free  1  866  270  5737  or 
visit  www.sas.com/intelligence 


3  a   other  SAS  institute  Inc.  product  or  service  names  are  n 
"1  Institute  Inc.  Al  rights  reserved.    53539US.C 


The  Power  toKnow„ 
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.in  me  USA  and  ( 


of  the  stock  market — no.  Nor  does  fear 
lie  at  the  heart  of  our  country's  stock 
market  problems. 

Anger  certainly  is,  though.  Our  busi- 
ness system  and  most  of  its  leaders 
have  betrayed  us  in  the  most  corrupt 
and  evil  ways  possible.  If  you  want  to 
restore  faith  in  the  stock  market,  help 
reform  the  system. 

Fred  Gibson 
Tahlequah,  Okla. 

The  perception  of  excessive  risk  seri- 
ously impairs  both  investors  and  con- 
sumers. But  the  way  we  deal  with  eco- 
nomic risk  is  to  manage  it.  It  is  odd  to 
attack  financial  derivatives  as  culprits 
when  these  instruments  are  actually  de- 
signed to  reduce  market  risk. 

The  real  problem  is  the  lack  of  trans- 
parency in  risk-bearing  and  accounta- 
bility for  returns  to  risk.  This  has  given 
rise  to  risk-taking  of  the  "heads  I  win. 
tails  you  lose"  variety  where  managers 
and  other  agents  get  to  play  with  other 
people's  money,  often  in  a  rigged  game. 
The  only  way  to  harness  risk-taking  be- 
havior is  to  be  sure  risk-takers  know 
they  will  suffer  the  consequences  of 
their  own  mistakes. 

Michael  Harrington 
Santa  Monica,  Calif. 

RICH  MAN,  POOR  MAN 

"The  rich  get  richer,  and  that's  O.K." 
discusses  ways  that  wealth  can  be  dis- 
tributed across  people  as  if  there  were 
no  moral  consequences.  The  notion  that 
a  person's  w^ork  belongs  to  others  is 
that  of  slavery,  not  freedom.  The  alter- 
native to  a  free  society  is  one  in  which 
everyone  has  a  claim  on  everyone  else: 
A  wants  B's  money,  C  wants  D's  land,  E 
wants  F's  spare  time,  and  G  wants  H's 
artistic  talent.  We  can  have  true  equal- 
ity when  we  all  share  everything  equal- 
ly, but  it  won't  be  a  fun  ride  to  the  bot- 
tom of  that  swramp. 

John  L.  Shelton 
Redwood  City,  Calif. 

Yes,  the  rich  get  richer.  No,  it's  not 
O.K. 

Sherry  Smith 
Evanston,  111. 

KEEPING  COMPANIES  HONEST 

"Firepower  for  financial  cops"  hit  the 
nail  right  on  the  head.  The  Securities  & 
Exchange  Commission  needs  the  power 
to  pursue  criminal  cases,  not  just  civil 
cases.  With  the  current  operating  prac- 
tices, the  sec  has  told  Corporate  Amer- 
ica that  white-collar  crime  is  not  a  pun- 
ishable crime  for  individuals. 

Keith  S.  Anvick 
San  Carlos,  Calif. 


DON'T  DIS  COLD  CASH 


"Abolish  paper  money"  is  extremely 
insensitive.  Many  Latinos  in  America 
eschew  credit  cards  and  bank  ac- 
counts— yet  they  are  not  tax  cheats  or 
drug  peddlers.  Likewise^  the  rest  of  us 
wrho  carry  $50  bills  around  do  so  in  op- 
position to  all  the  credit-card  junkies 
[who  use]  cards  for  $2  purchases  (while 
they  are  shouting  into  their  cell  phones). 
Michael  R.A.  Wade 
Los  Angeles 

You  can  forget  about  a  night  out  with 
the  gang  playing  poker. 

Richard  L.  Smith 
Phoenix 

ON  THE  BRAINPOWER  BANDWAGON 

A  time  will  come  when  it  will  dawn 
on  us  that  competitive  cores  are  built  on 
intangibles,  not  special-purpose  entities 
or  even  stock  options;  that  vast  sums 
are  spent  on  creating  intellectual  prop- 
erty, and  that  these  are  the  assets  that 
market  values — and  investment  bets — 
are  based  on  ("Brainpower  on  the  bal- 
ance sheet").  The  knowledge  economy 
will  force  us  onto  the  brainpower  band- 
wagon, forcing  managers  to  document 
intangible  asset  value,  and  efficient  R&D, 
and  disgracing  them  if  they  cannot. 

Keith  Cochran 
Kirkland,  Wash. 

REDEFINING  QUALITY  OF  LIFE 

"The  coming  battle  for  immigrants" 
addressed  the  future  ability  of  nations  to 
support  more  older  citizens,  and  advo- 
cated a  redistribution  of  the  youth  of 
this  world.  This  raises  twro  questions: 
What  happens  in  the  next  generation, 
and  who  takes  care  of  the  parents  of 
the  immigrants?  Biologists  knowT  that 
organisms,  and  populations  by  exten- 
sion, have  periods  of  growth,  matura- 
tion, and  death.  We  should  be  trying  to 
find  ways  to  have  an  acceptable  quality 
of  life  with  minimal  growth,  and  thus, 
short-circuit  the  death  phase.  Unlimited 
growth  usually  means  ever-accelerating 
material  consumption  and,  thus,  a  "high- 
er" standard  of  living.  This  issue  needs 
much  more  consideration,  not  solely  in 
economic  terms. 

Bernard  Hofreiter 
Peoria 

LAWYER-VICTIM  INSURANCE 

Mike  France's  apology  for  the  Amer- 
ican trial-lawyer  profession  brought  us 
mirth  ("Don't  kill  all  the  trial  lawyers"). 
We  propose  a  better  idea:  Force  every 
trial  lawyer  to  carry  "lawyer-victim  in- 
surance." It  would  automatically  reim- 


burse the  majority  of  defendants 
fully  sued  or  accused  by  pernicioi 
sloppy  lawyers. 

David  Behar, 
Bethleher 
James  L.  Schaller, 
West  Chester 

THE  RULES  DON'T  CHANGE 

The  "rules"  that  marketing 
breathlessly  cite  to  differentiate  y| 
consumers  in  2002  from  their  ps 
are  just  so  many  rehashed  shibbc 
("Didja  c  that  kewl  ad?").  Kids  t| 
don't  like  to  be  talked  down  to? 
me  a  generation  that  does.  Teena| 
now  have  a  built-in  bs  meter?  Ever 
thinks  they  have  a  built-in  BS  metd 

The  same  rules  of  marketing  a 
as  they  did  in  the  mid-19th  cen 
wThen  Viscount  Leverhulme — one 
Lever  Brothers — complained  that 
the  money  he  spent  on  advertising 
wasted.  And  he  couldn't  figure 
which  half  that  was. 

Christopher  G 
Los  Ani 
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| IT  OF  A  SOLDIER 

jryof  Love,  Heroism,  and  September  11th 

|imes  B.  Stewart 

In  &  Schuster.  32  lpp.  $24 


UPERMAN  TREATMENT 
OR  A  REAL-LIFE  HERO 


)f  all  those  who  perished  in  the 
World  Trade  Center  attacks. 
Rick  Rescorla  may  be  the  most 
Crated.  The  Morgan  Stanley  Dean 
er  chief  of  security  supervised  the 
uation  of  many  of  the  firm's  2,700 
J.oyees  while  building  officials  were 
ring  them  to  stay  put.  Then  Rescor- 
ent  back  to  check  for  stragglers 
never  reappeared,  leaving  behind 
w  wife  whom  he  had  described  as 
love  of  his  life.  The  poignant  tale 
t>een  widely  chronicled  in  print  and 
v,  and  now.  James  B.  Stewart  has 
nded  his  February  New  Yorker  pro- 
nto a  book.  The  result.  Heart  of  a 
ier,  is  an  engrossing  volume,  though 
one  borders  on  hero  worship. 
ewart,  author  of  a  best-selling  ex- 
of  Wall  Street's  insider-trading 
dais.  Den  of  TJiieves,  builds  his  sto- 
pund  the  intersecting  lives  of  three 
characters — Rescorla,  best  buddy 
Hill,  and  wife  Susan  Greer.  Rescor- 
l  at  the  time  of  his  death,  certainly 
worthy  protagonist.  As  a  young 
he  served  with  Her  Majesty's 
'  in  Cyprus  and  the  colonial  police 
orthern  Rhodesia  (now  Zambia), 
led  at  sports,  and  was  said  to  be  a 
net  for  women.  He  emigrated  to 
U.S.  in  the  early  1960s  with  the 
ition  of  joining  the  U.  S.  military, 
after  Officer  Candidate  School,  he 
sent  to  Vietnam  as  a  platoon  leader, 
e,  his  outfit  stood  out,  taking  the 
dangerous  missions  and  earning 
"tickname  "Hard  Corps."  Rescorla 's 
iam  exploits  became  so  legendary 
they  were  recounted  in  the  1992 
-seller  We  Were  Soldiers 
"...And  Young  by  retired  Lieu- 
nt  General  Harold  G.  Moore  and 
ph  L.  Galloway. 

iD  is  equally  interesting.  A  working- 
kid  from  Chicago,  in  1961  he  fought 
mercenary  in  the  Congo's  break- 
f  Katanga  province — really,  he  says, 


he  was  working  undercover  for  the  U.S. 
military.  A  narrow  escape  into  Northern 
Rhodesia  led  to  his  meeting  Rescorla. 
His  Vietnam  War  deeds  were  also  val- 
orous, earning  him  numerous  medals. 
Later,  Hill  converted  to  Islam  and  joined 
the  mujahideen  in  their  battle  to  oust 
the  Soviets  from  Afghanistan.  Years  pri- 
or to  the  September  11  at- 
tacks. Hill  even  sought  FBI 
support  for  a  proposed  assas- 
sination of  Osama  bin  Laden. 

If  all  this  sounds  like  the 
makings  of  a  boy's  adventure 
serial — well,  the  book  is  a  bit 
like  that.  Stewart  presents  a 
gushing  portrayal  of  Rescorla 
and  Hill,  even  noting  that  it's 
been  "an  honor  and  privilege 
to  work  on  a  story  of  sill 
breadth."  This  tone  likely 
stems  from  the  fact  that, 
aside  from  Rescorla's  own  waitings, 
Stewart's  main  sources  were  Hill  and 
Greer.  There  are  also  frequent,  melo- 
dramatic hints  of  the  supernatural:  "I 
hope  you  won't  find  this  strange," 
Rescorla  says  to  Hill  at  one  point,  "but  I 
feel  like  I've  known  you  before."  Later, 
as  September  11  approaches,  Susan 
Greer  "just  couldn't  shake  a  mounting 
sense  of  tension  and  dread." 

All  the  same,  it's  clear  that  Rescorla 
was  an  extraordinary,  often  prescient 
figure.  With  his  military  career  at  an 
end,  in  the  late  1970s  he  moved  to 
Chicago  and  became  director  of  security 
for  Continental  Illinois  National  Bank 
&  Trust  Co.  There,  in  addition  to  de- 
veloping a  system  that  eliminated  rob- 
beries during  his  tenure,  Rescorla  fer- 
reted out  an  executive  engaged  in 
unethical  practices.  Over  a  decade  later, 
after  joining  Dean  Witter,  Rescorla 
warned  authorities  prior  to  the  1993 
World  Trade  Center  bombing  that  the 
structure's  underground  parking  area 
could  be  vulnerable  to  terrorists.  Eight 


Heart  of  a  Soldier 


years  later,  he  warned  of  possible  air 
attacks — and  apparently  foresaw  the 
collapse  of  the  towers  before  anyone 
else.  All  warnings  were  ignored. 

In  Stewart's  account,  Greer  comes  off 
as  less  accomplished  than  the  men.  A 
marriage  to  her  high  school  sweetheart 
ends  amid  financial  woes  and  infidelity.  A 
second  marriage  leads  to  13  years  "in  a 
quiet  state  of  desperation"  before  she 
strikes  out  on  her  own.  In  1998,  as  she  is 
walking  her  dog,  Rescorla,  the  man  of 
her  dreams,  makes  contact  as  he  jogs 
by — and  later  asks  her  out.  "We  both 
knew  this  was  forever,"  Stewart  quotes 
her  as  saying.  "Just  as  if  the  Earth  had 
stopped  rotating."  The  great  romance,  of 
course,  was  cut  short  by  Rescorla's  death. 
Stewart's  account  of  the  September 
11  events  is  gripping.  When  the  first 
plane  hit,  Rescorla  wras  on 
the  44th  floor  of  the  second 
tower.  He  ignored  sugges- 
tions that  the  danger  was 
contained  to  the  other  build- 
ing, and,  according  to  sur- 
vivors, began  directing  Mor- 
gan Stanley  personnel  down 
the  stairs.  "Be  silent,  be 
calm,"  he  told  the  panicky 
crowTd,  speaking  in  a  reas- 
suring voice  over  his  bull- 
horn. During  the  evacuation, 
he  also  made  contact  via  cell 
phone  with  both  Hill  and  his  wife, 
telling  them  he  was  O.K.  On  the  10th 
floor,  Rescorla  assured  a  colleague  that 
he,  too,  would  leave  once  he  knew  that 
all  his  co-workers  were  out.  Then,  along 
with  other  security  personnel,  he  went 
back  upstairs  to  make  a  final  sweep. 

With  Americans  eager  to  humanize 
the  tragedy,  Stewart's  book  will  likely 
become  a  hit  in  spite  of  its  sentimental- 
ism  and  hagiographic  tendencies.  And 
even  if  Rescorla  in  the  flesh  couldn't 
live  up  to  Stewart's  superman — who 
could? — he  was  a  courageous  guy  who, 
like  many  on  that  day,  put  others'  fives 
ahead  of  his  own.  That's  enough  to  earn 
him  this  heartfelt  elegy. 

BY  DIANE  BRADY 
Brady   covered   the   September   11 
events  from  New  York. 


BusinessWeek  online 


Stewart 


A  list  of  other  September  11  books  is 
available  with  the  September  16,  2002. 
issue  online  at  www.businessweek.com. 


MORGAN  STANLEY'S  SECURITY  CHIEF  SET  IN 


10TION  AN  EVACUATION  THAT  SAVED  HUNDREDS 
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Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tech&you@busi  nessweek.com 

HEY,  DUDE! 
COOL  HANDHELD' 


r 


The  Hiptop  is 
aimed  at  the 
youth  market- 
yet  it  can  teach 
buttoned-down 
rivals  a  few 
neat  tricks 


BusinessWeek  online 


HIPTOP  TOO  HIP  FOR 
YOU?  Check  out  the  new 
Treo  300  from  Hand- 
spring and  Sprint  PCS 
at  Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Designers  of  handheld  devices  for  the  new 
wave  of  speedier  wireless-data  networks 
have  looked  to  mobile  executives  as  their 
primary  market.  And  why  not?  With  handhelds 
such  as  the  Handspring  Treo  270  or  BlackBerry 
5810  (Tech  &  You,  Aug.  26)  costing  upwards  of 
$500,  plus  $50  or  more  for  monthly  service, 
their  appeal  is  mostly  limited  to  the 
expense-account  set. 

Danger,  a  Palo  Alto 
(Calif.)  startup,  has  a 
different  idea.  It  de- 
signed    the     Hiptop 
handheld    to    appeal 
mainly  to  the  18-to-34 
age  group — people  who 
have  grown  up  with 
cell  phones  and  in- 
stant messaging.  In 
the  process,  Dan- 
ger   has    come    up 
with  a  product  that 
can    teach    a    few 
things  to  those  mak- 
ing handhelds  for  the 
corporate  set. 

Danger's  business 
plan  is  to  license  its 
design  to  others  to 
manufacture  and  sell. 
The  first  incarnation  of  ri§nt  lets 
the  Hiptop,  called  Side-  Users  choose 
kick,  will  be  marketed  programs  Or  Scroll 
by  T-Mobile  usa  (for-  thrm,eh  p.mail 
merly  VoiceStream  "ITOUgn  e  mail 
Wireless).  It  costs  $199  after  rebate,  with  acti- 
vation. A  monthly  service  plan,  which  has  ten- 
tatively been  priced  at  $39.99,  includes  unlimited 
e-mail  and  200  weekday  voice  minutes.  At  such 
reasonable  prices,  Sidekick  may  have  what  it 
takes  to  make  the  wireless  handheld  a  true  mass- 
market  product. 

The  Hiptop  is  an  extraordinarily  clever  de- 
sign. It's  a  little  bulkier  than  most  handhelds,  es- 
pecially in  its  thickness  of  a  bit  over  an  inch,  but 
the  heft  is  put  to  good  use.  Its  key  is  a  wheel 
that  lets  you  choose  among  programs  or  scroll 
through  e-mail  messages  or  Web  pages.  It  even 
changes  color  to  signal  incoming  messages.  All 
navigation  is  done  with  the  wheel  and  three  big 
buttons:  One  takes  you  back  one  screen,  another 
gives  you  a  menu  of  options  for  your  current 
task,  and  the  third  offers  the  main  menu  of  ap- 
plications, which  includes  phone,  instant  mes- 


SIDEKICK 

Awheel 
at  the 


saging,  e-mail,  Web  browsing,  contacts,  c 
dar,  and  an  assortment  of  games. 

The  monochrome  display  boasts  50%  hig 
resolution  than  a  Palm  and  good  readability 
most  fighting  conditions.  A  color  screen  wc 
have  been  nice,  especially  for  viewing  Web  pa 
but  would  have  made  it  impossible  to  hit 
$200  price  target. 

When  you  tap  the  upper-right  corner  of 
display,  the  entire  screen  rotates  180  degrl 
to  reveal  a  nifty  little  keyboard.  The  design  [ 
lows  the  keyboard  to  be  bigger,  and  thus  eatl 
to  use,  than  those  on  the  Treo  or  rim  Blal 
Berry.  It  also  is  the  only  micro-keyboard  t| 
I've  seen  with  a  row  of  dedicated  number  kel 
I  found  I  could  bang  out  short  e-mails  or  aol| 
stant  messages  with  impressive  speed. 

E-mail  requires  the  use  of  a  T-Mobile  accoi| 
If  you  want  to  get  mail  from  an  existing  i 
count,  you  will  have  to  forward  it  to 
Sidekick.  That  major  limitation  aside, 
e-mail  program  is  one  of  the  best  I've  s«j 
on  a  handheld.  As  you  start  to  type  an 
dress,  a  list  of  possible  names,  pulled 
your  address  book,  pops  up  for  youl 
?^^     choose  from.  You  can  even  displ 
some  common  attachments,  inclf 
ing  Microsoft  Word  and  Adobe 
robat.  And  Sidekick  uses  T-Mobil 
new  GPRS  data  network  to  deli  | 
mail  to  the  handheld  as  soon 
arrives  at  the  server.  (You  can 
manage  your  mail  at  a  Web  sitt| 
The  address  book  and  calem 
functions     work     well, 
they're  limited  by 
inability  to  s} 
data  with  a 
You  can  e> 
data  from 
desktop  infl 
mation    rm| 
agers  and  upk 
it  to  a  Web  s:j 
from  which  it  j 
automatically  cop 
to  the  Sidekick.  D| 
on  the  Sidekick  and  the  private  Web  page 
kept  in  sync,  but  changes  don't  flow  back] 
your  PC. 

The  Sidekick  is  weakest  when  functioning 
phone.  It's  somewhat  awkward  to  hold  up 
your  face,  handset  style,  but  it  does  have  a  j; 
for  a  standard  headset.  Dialing  using  the 
dress  book  is  simple,  but  there's  neither  a  cl 
pad  nor  a  touch  screen.  Instead,  you  use  an  1 
screen  dial  pad  and  select  numbers  with  t| 
scroll  wheel,  which  I  found  clumsy  to  use. 

The  limitations  of  the  phone  aside,  I  think  1| 
Sidekick  is  an  outstanding  first  effort  from  a  nl 
company.  The  makers  of  more  corporate-orienll 
gadgets — even  the  best-of-breed  Treo — ought  I 
study  it.  And  with  a  little  software  modificatil 
specifically  desktop-contact,  calendar  sync,  ant  I 
way  to  handle  corporate  e-mail,  the  Hiptop  co"| 
appeal  to  mobile  executives,  too. 
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Samsung  Flat  Panel  TVs. 

It's  hard  to  say  where  one  will  turn  up  next. 

Office?  Kitchen?  Bedroom?  There's  almost  no  space  that  won't 
welcome  an  ultra  slim  and  light  Flat  Panel  TV.  These  very 
versatile,  highly  connectable  TVs  also  feature  the  industry's 
first  PC  Picture-in-Picture.  Meaning  you  can  simultaneously 
view  e-mails  and  TV,  work  while  watching  the  game  or  get 
financial  news  while  trading  stocks  online. 

■  High  definition-ready  for  superior  image  quality. 

■  Virtual  surround  sound.  Built-in  speakers. 

■  Standard  and  wide  screen  aspect  ratios. 

■  1  5"  and  1  7"  models. 


I 


There's  just  one  question  left.  Where  to  put  it?  See  the 
possibilities  at  www.samsungusa.com/lcdtv. 

Not  just  digital...  Samsung  DigitAII! 


SAMSUNG  DIGITa// 

everyone's    invited.., 


DigitAII    here 


ClUDIOKinG     Bcmamm*     SoundWorkS 


Economic  Viewpoint 


BY  GARY  S.  BECKER 


GET  THE  FDA  OUT  OF  THE  WAY, 
AND  DRUG  PRICES  WILL  DROP 


BACK  OFF 

Much  of  the 
$800  million 
cost  of  a  new 
drug  goes  for 
trials  proving 
its  efficacy.  If 
Uncle  Sam 
dropped  that 
requirement, 
drugmakers 
would  have 
lots  for  R&D 


Gary  S.  Becker,  the  1992 
Nobel  laureate,  teaches  at 
the  University  of  Chicago  and 
is  a  Fellow  of  the  Hoover 
Institution. 


Congress  has  been  under  great  pressure 
from  the  elderly  and  other  consumer 
groups  to  control  drug  prices,  because  ex- 
penditures on  medicines  have  risen  sharply  dur- 
ing the  past  two  decades.  But  price  controls 
would  reduce  the  number  of  new  drugs,  since 
prices  are  high  in  part  because  research  and  de- 
velopment is  so  expensive.  A  much  better  ap- 
proach is  to  eliminate  Food  &  Drug  Administra- 
tion rules  that  drive  up  prices  and  reduce 
medical  innovations. 

The  discovery  of  penicillin  set  off  an  avalanche 
of  new  drugs,  including  other  antibiotics  to  fight 
infections,  and  drugs  that  lower  high  blood  pres- 
sure and  cholesterol,  treat  depression  and  anxi- 
ety, slow  the  advance  of  aids,  and  advance  the 
war  against  cancer.  New  medicines  are  a  major 
force  behind  the  rapid  advances  in  both  life  ex- 
pectancy and  the  quality  of  life  that  have  come 
during  the  past  50  years. 

U.S.  pharmaceutical  and  biotech  companies 
spend  more  than  $30  billion  a  year  on  R&D  to  de- 
velop useful  medications.  Only  a  tiny  fraction  of 
those  compounds  investigated  are  considered 
sufficiently  promising  to  enter  clinical  trials.  The 
average  cost  of  researching,  developing,  and  test- 
ing drugs  that  receive  FDA  approval  is  aston- 
ishing: $800  million  per  drug.  To  recover  these 
outlays,  drug  companies  must  charge  high  prices 
during  the  limited  period  when  they  enjoy  patent 
protection  against  generic  competitors.  Indeed, 
this  is  the  reason  for  granting  the  monopoly 
power  that  comes  with  a  patent. 

The  burden  of  paying  for  the  development  of 
the  world's  new  drugs,  however,  falls  over- 
whelmingly on  Americans:  Most  other  nations 
impose  controls  over  drug  prices  or  undermine 
patents  through  allowing  cheaper  generic  copies. 
As  a  result,  the  U.  S.  is  by  far  the  most  impor- 
tant market  for  recouping  investments  in  new 
drugs,  and  the  share  of  medical  r&d  conducted 
by  U.  S.  labs  has  risen  sharply  over  time. 

Yet  the  prices  faced  by  Americans  can  be 
lowered  without  price  controls  while  drug  de- 
velopment is  encouraged,  rather  than  stifled.  A 
major  step  would  be  to  eliminate  FDA  regula- 
tions introduced  in  1962  that  raise  the  cost  of 
bringing  drugs  to  market  and  artificially  slow 
the  process.  Before,  companies  had  to  show  only 
that  new  drugs  appeared  to  be  safe  for  the  ma- 
jority of  patients  likely  to  take  them.  The  new 
regulations  added  an  efficacy  requirement:  Evi- 
dence from  clinical  trials  must  indicate  that  a 
drug  can  treat  a  specific  disease  or  condition. 
In  the  final  stage  of  these  trials,  companies  must 


use  randomized  clinical  experiments  wher 
half  of  enrolled  patients  receive  a  placebc 
active  compound  that  looks  like  the  real 
These  trials  are  often  too  small  to  be  infor 
because  effects  often  differ  greatly  amorl 
tients.  They  are  also  expensive,  mainly  bq 
considerable  resources  must  be  spent  to  ij 
very  sick  patients  to  enroll  and  stay  in  thef 

Of  course,  even  without  such  rules,  the  ij 
lawsuits  and  the  desire  to  maintain  a  gooil 
utation  would  sometimes  induce  companj 
conduct  many  trials  before  marketing  high 
vasive  medicines.  And  experience  indicate! 
the  FDA  frequently  has  delayed  approval  tol 
embarrassing  political  and  medical  mistakej 
example,  the  FDA  delayed  until  May,  2C 
proval  on  enhancing  baby  formula  with  twol 
able  nutrients,  although  more  than  50  othif 
tions,  including  Britain  and  Japan,  and  the 
Trade  Organization  had  given  their  apf| 
years  earlier. 

In  recent  years,  the  FDA  has  had  a  "fast 
for  important  discoveries,  but  it  still  takes] 
years,  on  average,  from  discovery  to  appro>| 
new  drugs — longer  than  was  the  case  25 
ago.  At  that  time,  the  typical  drug  undel 
about  30  clinical  trials  involving  some  3,CM| 
tients,  while  now  it  must  go  through  morf 
60  clinical  trials  with  almost  6,000  patients. 
ies  indicate  that  the  need  to  conduct  these 
ous  stages  of  clinical  trials  adds  almost  4(j 
the  cost  of  R&D  for  a  new  drug. 

Eliminating  all  requirements  except  a  rd 
able  safety  standard  would  vastly  reduce! 
prices  in  the  U.S.,  as  companies  would  t| 
couraged  to  develop  additional  compour 
compete  for  customers.  Lower  prices  woulj 
make  private  insurance  companies  and  ]| 
medical  programs  more  willing  to  pay  foil 
drugs,  even  when  effectiveness  is  still  uncq 
Although  patients  and  their  doctors  are  nosl 
much  better  position  to  evaluate  new  drugs! 
they  were  several  decades  ago,  partly  bel 
the  Internet  provides  better  access  to  media 
sources,  the  FDA  could  try  harder  to  im| 
the  information  flow  to  consumers.  FDA 
have  suggested  that  consumers  should  n| 
copies  of  product  labels  with  their  prescript 
and  that  the  FDA  allow  labels  to  fist  sepa| 
claims  that  have  not  been  approved. 

It  is  possible  to  bring  down  drug  prices 
encouraging  innovations.  The  FDA  should 
nate  testing  requirements  that  discouragl 
development  of  new  drugs  that  could  bring  f 
mous  benefits  to  seriously  ill  patients. 
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Economic  Trends 


EDITED  BY  PETER  COY 

AN  ARMY  OF 
MOMS  AND  POPS 

Most  workplaces  have  few  workers 

While  the  biggest  companies  draw 
all  the  media  attention,  this  is 
still  a  nation  of  relatively  small  work- 
places. Every  year,  the  U.S.  Census 
Bureau  publishes  a  study  called  Ccnmty 
Business  Patterns,  which  looks  at  the 
number  of  employees  per  establishment, 
defined  as  a  "single  physical  location  at 
which  business  is  conducted." 

Based  on  the  data  for  2000,  released 
earlier  this  year,  there  are  only  16.1 


THE  BIGGEST  WORKPLACES 

INDUSTRY                               EMPLOYEES  PER  ESTABLISHMENT* 

GUIDED  MISSILES  AND  SPACE  VEHICLES 

2,794 

CIGARETTE  MANUFACTURING 

1,118 

CASINO  HOTELS 

1,082 

AIRCRAFT  MANUFACTURING 

728 

HOSPITALS 

707 

MOTOR-VEHICLE  MANUFACTURING 

574 

POULTRY  PROCESSING 

492 

NUCLEAR  POWER  GENERATION 

484 

COLLEGES  AND  UNIVERSITIES 

429 

MAJOR-APPLIANCE  MANUFACTURING 

417 

AVERAGE.  ALL  INDUSTRIES 

16 

'Based  on  2000  data                                  Data:  Census  Bureau 

workers,  on  average,  per  establishment. 
About  54%  of  U.  S.  workplaces  have  few- 
er than  five  employees.  (A  single  compa- 
ny may  have  many  establishments.  These 
figures  exclude  most  government  agen- 
cies and  railroad  employees.) 

The  average  size  of  the  workplace  has 
been  rising,  but  not  very  quickly.  The 
average  number  of  employees  per  estab- 
lishment was  14.8  in  1993.  Nevertheless, 
the  number  of  small  establishments — 
those  with  fewer  than  five  workers — has 
actually  risen  by  9%  since  then. 

Topping  the  list  of  biggest  workplaces 
is  the  guided  missile  industry,  with  each 
workplace  averaging  2,800  employees. 
Other  mammoth  workplaces  include  casi- 
no hotels,  motor-vehicle  plants,  nuclear 
power  generators,  and  poultry-processing 
plants.  Some  of  the  largest  establish- 
ments are  in  health  care  and  education, 
with  about  1,500  hospitals  and  300  col- 
leges and  universities,  each  employing 
more  than  1,000  workers. 

At  the  other  end  of  the  size  spec- 
trum is  retail  trade,  where  small  is  the 
norm.  About  half  of  retail  shops  have 
fewer  than  five  employees.  And  plenty 
of  high-powered  work  is  done  in  small 
offices,  especially  in  professions  such  as 


management  consulting,  computer-sys- 
tems design,  and  architecture.  For  ex- 
ample, the  census  data  show  that  in 
management  consulting,  77%  of  estab- 
lishments have  fewer  than  five  work- 
ers, while  only  1%  have  more  than  100. 
And  then  there  are  the  smallest 
workplaces.  The  winners?  Nail  salons, 
with  2.8  employees  each,  and  shoe-repair 
shops,  with  2.5  workers. 

By  Michael  J.  Mandel 


GEOGRAPHY 
IS  NOT  DESTINY 

A  study  offers  hope  to  poor  nations 

Why  are  so  many  countries  mired 
in  poverty?  One  school  of  thought 
says  that  countries'  prospects  for  eco- 
nomic growth  are  influenced  by  geo- 
graphic factors  such  as  their  latitude 
(tropical  or  temperate),  whether  they 
are  landlocked  or  have  seaports, 
whether  they're  in  places  where  dis- 
eases such  as  malaria  are  endemic,  and 
whether  they're  near  wealthy  trading 
partners.  A  prominent  exponent  of  the 
geography-as-destiny  school  is  econo- 
mist Jeffrey  D.  Sachs,  formerly  of  Har- 
vard University  and  now  director  of 
Columbia  University's  Earth  Institute, 
who  advises  U.N.  Secretary  General 
Kofi  Annan  on  how  to  alleviate  poverty. 

But  the  Sachs  argument  is  being 
challenged  by  economists  William  East- 
erly of  the  Institute  for  International 
Economics,  formerly  of  the  World  Bank, 
and  Ross  Levine  of  the  University  of 
Minnesota.  In  a  National  Bureau  of  Eco- 
nomic Research  working  paper,  they 
say  their  analysis  of  the  data  shows 
that  geography  matters,  but  only  to  the 
extent  that  it  influences  the  formation  of 
institutions  in  countries,  such  as 
whether  property  rights  are  protected 
and  whether  there  is  real  economic  com- 
petition, as  opposed  to  an  entrenched 
elite.  For  example,  democratic  institu- 
tions were  less  likely  to  arise  in  regions 
with  endemic  disease  because  European 
colonists  preferred  exploiting  their  nat- 
ural resources  to  settling  there. 

If  Sachs  were  right — that  geography 
rules — you  would  expect  little  change 
over  time  in  the  income  ranking  of 
countries,  since  latitude  doesn't  change. 
But  a  forthcoming  paper  by  Daron  Ace- 
moglu  of  Massachusetts  Institute  of 
Technology  and  others — cited  by  East- 
erly and  Levine — says  that  in  the  colo- 
nized regions  of  the  world,  there  has 
apparently  been  a  reversal  of  income 
rankings  between  1500  and  today. 


Levine  says  he  and  Easterly 
optimistic  than  Sachs  about  the 
ity  of  alleviating  poverty  because 
least  possible — albeit  difficult — to 
institutions.  In  contrast,  the  geog 
factors  that  Sachs  believes  direc 
feet  poverty,  such  as  tropical  lat 
are  unchangeable. 


WHERE  THE 
LIVING  IS  PRIC1 

Northeasterners  shell  out  th< 

Housing  costs  consume  nearlj 
of  household  budgets  in  the 
east,  four  percentage  points  more 
the  Midwest  (table).  Property  tax 
one  reason  for  the  discrepancy:  On 
age,  households  in  the  Northeast 
4.6%  of  annual  expenditures  to  p 
taxes.  Those  taxes  account  for 
of  expenditures  in  the  Midwest  an 
2.4%  in  the  West  and  South. 

Those  figures  come  from  the 
Labor  Dept.  consumer-spending  i 
The  survey,  based  on  2000  data  b 
released  in  June,  shows  that  the  W 
hit  hardest  by  mortgage  payments 
8.5%  of  household  expenditures  de 
to  mortgage  interest  and  charge 
a  national  average  of  6.9%.  In  the  H 
it's  utilities  that  are  the  high-cost 
with  electricity — probably  for  air-< 
tioning — accounting  for  3.3%  of  sij 
ing,  vs.  a  national  average  of  2.4% 

Since  Midwesterners  and  Southi 
spend  the  least  on  housing,  what 
do  with  the  difference?  Transpo: 
for  one  thing.  Vehicle  purchases 
up  10.3%  of  Southern  budgets  and 
of  Midwest  budgets,  vs.  8.3%  in  the 
and  a  low  of  7%  in  the  Northeast. 

The  regional  disparities  in  moii| 
payments  square  with  the  National 
sociation  of  Realtors'  Housing 
ability  Index.  It  indicates  that  1 
house  is  most  af-  ggjjjjjjjjj 
fordable  in  the 
Midwest  and  least 
in  the  West:  The 
July  composite  in- 
dex was  171  for 
the  Midwest  and 
just  105  for  the 
West.  A  value 
of  100  means  a 
family  with  the 
median  income 
has  just  enough 
money  to  qualify 
for  a  mortgage  on 
a  median-priced 
home. 
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9NSUMERS  HAVE  DONE  THEIR  PART. 
OW,  BUSINESS  WILL  HAVE  TO  PITCH  IN 

aster  recovery  requires  more  capital  spending  and  hiring 
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Prior  to  September  11,  2001, 
businesses  were  making 
ress  toward  adjusting  to  the  new  world  of  dimin- 
1  expectations  and  increased  risk  ushered  in  by  the 
i  in  tech  stocks  that  began  in  early  2000.  Then 
?  something  worse:  paralyzing  uncertainty,  first 
[  the  terrorist  attacks  and  then  from  corporate 
dais.  And  this  anxiety  continues  to  weigh  heavily 
le  recovery  even  as  summer  begins  to  wind  down. 
That's  because  the  uncer- 
tainty of  the  past  year  has 
fallen  disproportionately  on 
businesses,  where  planning, 
decision-making,  and  financing 
require  at  least  an  educated 
guess  about  the  future.  But 
with  little  faith  in  the  future, 
companies  have  kept  the  re- 
coveries in  capital  spending 
and  job  growth  lackluster. 
Those  key  areas  must  accel- 
in  order  to  assure  a  solid  and  lasting  upturn, 
that's  why  the  recovery  remains  so  vulnerable. 
je  effects  of  the  past  year's  events  can  also  be 
in  monetary  policy.  After  September  11,  the  Fed- 
Reserve  cut  interest  rates  a  generous  175  basis 
ds  to  reassure  businesses  and  the  financial  mar- 
But  since  Corporate  America  is  still  rattled,  the 
has  not  reversed  that  stimulus. 
fact,  some  recent  weak  reports  have  made  poli- 
ikers  more  concerned  about  slowing  business  ac- 
/.  The  economy  heads  toward  autumn  still  firing  on 
I  one  cylinder:  consumer  demand,  especially  for 
i  homes  and  cars.  Consumers  continued  to  lead  the 
pery  with  a  powerful  showing  in  July.  The  econo- 
1 3%  average  growth  rate  since  the  third  quarter  of 
year,  while  respectable,  is  not  enough  to  convince 
jy  companies  to  buy  new  computer  systems,  build 
?houses,  or  beef  up  their  payrolls. 

PITE  REGENT  EVIDENCE  of  steadfast  consumers 
improving  profits,  based  on  the  latest  Commerce 
:.  numbers,  businesses  and  investors  still  have  the 
?s.  Outlays  for  new  capital  equipment  in  July  rose, 
;he  trend  remains  a  slow  upward  crawl.  And  busi- 
construction  continues  to  be  dragged  down  by 
ing  office  and  industrial  vacancy  rates  (chart), 
oreover,  the  nation's  purchasing  managers  said  that 


COMPANIES  ARE 
HESITANT  TO  ORDER 


the  sudden  slowdown  in  manufacturing  activity  in  July 
continued  in  August.  The  Institute  for  Supply  Man- 
agement's purchasing  managers'  index,  a  composite  of 
production,  orders,  and  other  measures,  held  at  50.5%  in 
August,  the  same  as  in  July,  when  the  index  plunged 
from  56.2%.  Readings  above  50%  mean  that  factory 
activity  is  expanding.  But  the  ism  pointed  out  that  at 
the  economy's  current  growth  rate  "many  manufactur- 
ers find  themselves  anxious  about  second-half  sales." 

That  anxiety  is  evident  in  the  forward-looking  com- 
ponents of  new  and  unfilled  orders.  The  index  for  new 
orders  dipped  slightly  below  50%,  indicating  that  the 
level  of  bookings  fell  for  the  first  time  since  last  No- 
vember (chart).  The  unfilled-order  index,  which  dipped 
below  50%  in  July,  remained  down  in  August,  implying 
the  order  backlog  is  shrinking.  Those  trends  could  be 
signaling  a  coming  slowdown  in  factory  production. 

That's  hardly  conducive  to 
new  capital  spending.  Busi- 
nesses do  appear  to  be  lifting 
their  outlays  for  new  equip- 
ment. Such  spending  rose  in 
the  second  quarter  for  the 
first  time  in  a  year  and  a  half, 
and  outlays  for  tech  gear  and 
software  increased  for  the  sec- 
ond straight  quarter. 

Still,  overall  capital  spending 
continues  to  fall,  eroded  by  a 
steep  slide  in  new  business  construction.  Inflation-ad- 
justed outlays  for  offices,  industrial  plants,  and  ware- 
houses fell  2.1%  in  July,  on  top  of  the  26%  plunge 
since  early  2001.  The  drop-off  so  far  rivals  the  con- 
struction slump  of  1990-91,  following  the  late  1980s 
savings-and-loan  meltdown. 

This  time,  the  dot-com  bust  and  widespread  white- 
collar  layoffs  are  causing  office  vacancy  rates  to  soar, 
while  the  jump  in  industrial  vacancies  follows  the  spate 
of  overbuilding  in  the  late  1990s.  In  the  past  18  months, 
the  vacancy  rate  for  offices  has  nearly  doubled  in 
downtown  areas,  from  6.2%  to  12.1%,  and  in  suburban 
locations  from  8.6%  to  15.9%.  The  vacancy  rate  for  in- 
dustrial space  has  risen  to  11.2%,  from  7.6%. 

AGAINST  THE  CURRENT  UNCERTAINTY,  it  win  take 

more  than  just  a  fledgling  pickup  in  profits  and  cash 
flow  to  convince  businesses  to  invest  in  new  equip- 
ment and  to  expand  their  capacity.  Nevertheless,  prof- 
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its  are  clearly  headed  in  the  right  direction.  The  Com- 
merce Dept.'s  latest  earnings  data,  which  is  based  on 
thousands  of  companies  large  and  small  using  consistent 
accounting  methods,  show  that  corporate  operating 
profits  rose  8.7%  from  a  year  ago,  and  earnings  for  non- 
financial  corporations  were  up  15.2%. 

Aftertax  profits  from  domestic  operations  posted  es- 
pecially strong  increases  from  a  year  earlier  in  each  of 
the  past  three  quarters,  while  net  earnings  overseas 
fell.  Profits  of  U.S.  operations  abroad  rose,  reflecting 
the  weaker  dollar,  but  foreigners  took  away  even  more 
earnings  from  their  operations  here  in  the  U.  S. 

Corporate  cash  flow  received  a  kick  from  the  gov- 
ernment's new  generous  write-offs  for  depreciation  en- 
acted in  March.  Second-quarter  net  cash  flow  of  non- 
financial  corporations  increased  by  15.1%  from  a  year 
ago,  or  by  about  $95  billion,  to  $725.1  billion,  well 
above  the  peak  reached  in  the  late  1990s  (chart).  Com- 
panies are  amassing  sizable  war  chests  to  pour  into  new 
investments  later  on,  when  confidence  rebounds  and  the 
outlook  becomes  clearer. 

UNTIL  CORPORATE  SENTIMENT  recovers,  consumers 
are  ready  to  keep  the  recovery  moving  forward.  Infla- 
tion-adjusted consumer  outlays  in  July  jumped  0.8%, 
posting  their  largest  increase  since  the  October  surge 
following  September  11.  As  back  then,  consumers  this 
summer  responded  to  zero-rate  financing  offers  on  new 


ASIA 


750 


700 


CORPORATE  COFF 
ARE  FILLING  UP  At) 

CASH  FLOW  OF 
NONFINANCIAL 
CORPORATIONS 


E50I 


SO; 


autos.  But  households  bought  more  than  justp 
Real  purchases  of  nondurable  goods,  such  as  elk 
and  food,  rose  0.5%,  and  outlays  for  services,  si^ 
movies  and  medical  care,  increased  a  solid  0.: 

The  July  spending  perform- 
ance hardly  argues  for  a  dou- 
ble dip  back  into  recession. 
August  retail  buying  has 
weakened, .but  even  assuming 
no  growth  in  both  August  and 
September,  third-quarter  con- 
sumer spending  is  on  a  path 
to  increase  at  a  4.5%  annual 
rate  from  the  second  quarter. 
That  expected  gain  makes  it 
likely  that  third-quarter  gross 
domestic  product  will  grow  by  at  least  3' 

Consumers  who  have  jobs  are  benefiting  frol 
breaks  and  low  inflation,  which  have  resulted  in 
tertax  incomes  rising  5%  in  the  past  year,  way 
than  the  3%  pace  of  spending.  Low  interest  ratt 
ing  home  prices,  and  record  refinancing  activit 
boosting  consumer  finances  as  well. 

From  here  on,  any  acceleration  in  household  sj 
will  require  stronger  job  markets.  Until  busiil 
lose  their  fear  of  the  future,  however,  hiring  anc 
tal  spending — the  two  things  the  recovery 
most — will  continue  to  languish. 
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SLOWDOWNS  ABROAD  WILL  HURT 

Many  economies  in  Asia  en-  from  a  surge  in  tourism  from 

joyed  a  stronger-than-expect-     mainland  China,  Indonesia  expe- 
ed  second  quarter.  But  slowdowns     rienced  less  of  a  drag  from  a 
in  the  rest  of  the  world  mean  the      drawdown  in  inventories,  and 
region  will  see  weaker  growth  in       Singapore  saw  a  gain  in  exports 
the  second  half.  from  its  biomedical  industry. 

In  the  past  few  The  region,  howev- 

weeks,  data  on  second-    SOUTHEAST  ASIA  ENJOYED     er,  faces  a  more  diffi- 
quarter  real  gross  do-       A  fi00D  SECOND  QUARTER     cujt  seCond  half,  espe- 

4.-  J        x      T.  2Q  REAL  GDP    60YERWKKT  .    „       ■,    ,  .  • 

mestic  products  have  forecast       ciallv  if  domestic 

1  i  i    /i    1.1     \  'EAR    FOR  ALL  OF  2002  ,  ,    _  , 

been  released  (table).         hong  K0N6    o  5% l  o%       demand  from  busi- 

Only  South  Korea  and      "  Indonesia   i~s         4.b  nesses  doesn't  kick  in. 

Taiwan  posted  growth         "Malaysia"  i.8         3.5"       Slowdowns  in  the 
weaker  than  analysts        Philippines   4.5        "4.5"        U.S.  and  Europe,  cou- 
had  projected.  sjngVpore    3.9         3-4       pled  with  the  contin- 

In  general,  these  ?•??.'?**. .*•*. 6.?--.      ued  problems  in 

Asian  economies  were     I*-1*.1! - -4--°- ?•*.„      Japan,  mean  that  de- 
powered  by  rising                  Da,a  Bl°°mber8  F,ni,nc,alMartie,s  mand  for  computers, 
electronics  exports  and  highly  ac-     consumer  electronics,  and  semi- 
commodative  fiscal  and  monetary      conductors  will  not  continue  to 
policies.  Capital-spending  trends       grow  at  double-digit  rates.  Al- 
wt  re  mixed,  but  other  factors            ready,  July  factory  output  in  Tai- 
helped  individual  countries.  Hong     wan  fell  more  than  1%,  as  the 
Kong,  for  example,  benefited              output  of  information-processing 


gear  and  electronics  plunged. 

In  addition,  some  countries 
face  fiscal  difficulties.  One  reas 
Korea's  gdp  data  fell  short  of  < 
pectations  is  that  the  governm 
suddenly  stopped  funding  buile 
projects.  Foreign  investors  arc 
growing  worried  about  the  del 
in  the  Philippines,  where  the  1 
ink  in  just  the  first  seven  mon 
of  the  year  has  exceeded  the  £ 
ernment's  estimate  for  all  of  2( 

Another  concern  is  social  uni 
and  corruption,  wiiich  could  det 
bilize  governments.  With  the  w 
approaching  the  first  anniversa 
of  the  September  11  attacks  in 
U.  S.,  clashes  between  religious 
groups  may  pick  up  in  the  regi 
Such  unrest  could  make  invest( 
nervous  and  more  likely  to  pull 
money  out  of  Asia  just  as  capit 
spending  will  be  needed  to  offs 
slowrer  export  growth. 
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IAKE  EVERY  EMPLOYEE  A  CFO 


i 


ily  PeopleSoft  Financial  Management  Solutions  deliver  real-time  visibility  and  control 
every  level  of  your  enterprise. 


ppleSoft  Financial  Management  Solutions  make  every  employee  financially  accountable.  Every 
jiployee  has  visibility  into  their  own  financial  world  within  the  global  enterprise.  With  embedded  cost 
jhtrols,  online  procurement,  and  real-time  alerts,  every  employee  is  empowered  to  make  the  right 

I  visions.  And  your  CFO  can  achieve  the  results  he  is  counting  on. 

iarn  more  by  visiting  us  at  www.peoplesoft.com/financials  or  call  1-888-773-8277. 
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By  Bruce  Nussbaum 


rom  Sept.  11,  2001,  to 
Sept.  11,  2002,  it  has 
been  a  gut-wrenching 
year  for  Americans.  An 
unprecedented  series  of 
shocks-terrorism,  hate 
hurled  at  the  U.  S.  from 
overseas,  the  downdraft  of  a 
bursting  tech  bubble,  corporate 


corruption,  a  dramatic  declim 
in  equities  and  personal 
wealth-has  unmoored  people, 
making  them  feel  unsafe  and 
uncertain  about  the  future.  T 
anniversary  of  the  most 
horrendous  of  these  events,  t 
destruction  of  the  World  Trac 
Center  towers,  offers  us  the 
opportunity  to  step  back  and 
assess  the  year  as  a  whole.  V 
should  take  it. 
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:  A  balanced  and  reasonable 
alysis  will  show  two  things, 
•st,  the  system  worked. 
le  resiliency,  flexibility,  and 
•ength  built  into  the 
nerican  political  and 
onomic  systems  carried  the 
untry  through  its  darkest 
mths  since  the  attack  on 
>arl  Harbor  in  1941. 
ie  worst  fears,  the  direst 
edictions  of  a  terrorist- 


Special  Report 

racked,  depression-ridden 
nation  spiraling  out  of  control 
never  materialized.  Despite  our 
anxieties,  the  other  shoe  never 
dropped. 

Just  as  important,  the 
system  changed.  The  very 
process  of  dealing  with  the 
military,  business,  and  financial 
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WHAT  HAS  CHANGED 

shocks  over  the  course  of  the  year  changed  America,  bring- 
ing it  to  a  new  inflection  point  in  its  history.  Without  our 
truly  recognizing  it,  the  country  is  embarking  on  a  very 
different  path  from  the  one  it  has  been  on  for  many  years. 
In  his  first  inaugural  address  in  1981,  President  Reagan 
announced  that  "government  is  not  the  solution  to  our 
problems.  Government  is  the  problem."  And  for  20  years, 
this  has  been  America's  mantra,  both  at  home  and  abroad. 
It  set  in  motion  a  long  cycle  where  public  opinion  and  gov- 
ernment policy  favored  free  markets,  deregulation,  and  pri- 
vate enterprise  over  big  government.  Last  year,  the 
mantra  changed.  Post-September  11,  the  government's  size, 
reach,  and  authority  expanded  sharply.  It  grew  as  a  conse- 
quence of  protecting  U.  S.  citizens  not  only  from  terrorists 

big  government  Administration  of  George  W.  Bush  ha  1 
presided  over  this  turning  point  in  American  history.  1 
the  past  year's  momentous  events  have  clearly  trumpq 
ideology,  as  they  would  under  any  President. 

sThe  weight  of  government  on  the  economy  and  socil 
may  well  increase  for  years  to  come.  How  much,  we  dj 
yet  know.  In  the  long  sweep  of  American  history,  eveij 
have  periodically  conspired  to  expand  and  contract  thu 
and  seope  of  government.  As  historian  Arthur  Schlesiij 
Jr.  points  out  in  his  1986  book  Cycles  of  American  Hi\ 
the  pendulum  has  swung  back  and  forth  approximate^ 
every  20  to  30  years  between  laissez-faire  and  greater 
eminent.  The  cycles  alternate  "between  times  when  v« 
see  private  action  as  the  best  way  of  meeting  our  trod 
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from  across  the  seas  but  also  from  unethical  ceos,  account- 
ants, and  Wall  Street  bankers  threatening  their  financial 
well-being  at  home. 

The  simple  truth  is  that  public  demand  brought  back 
government  in  its  traditional  role  as  guardian  of  the  coun- 
try's safety.  The  forces  favoring  bigger  government  that 
were  unleashed  by  September  11  were  amplified  by  the 
corporate  crime  wave  that  followed  in  the  year.  People 
turned  to  government  for  help,  and  the  Bush  Administra- 
tion complied.  This  was  an  historic  turn. 

Over  the  past  12  months,  America  has  seen  the  largest 
one-year  increase  of  government  spending  on  national  de- 
fense as  a  percentage  of  GDP  since  1982.  It  has  seen  more 
regulation,  more  legislative  oversight,  and  more  govern- 
ment intervention  in  business  and  the  economy  than  at  any 
time  since  the  late  1970s.  Remember:  In  acting  to  protect 
the  public  over  the  past  12  months,  Washington  not  only 
destroyed  a  government  halfway  around  the  world  in 
Afghanistan,  it  effectively  killed  a  company,  Arthur  Ander- 
sen LLP,  for  its  accounting  sins  and  reprimanded  an  entire 
generation  of  ceos  for  their  overreaching  arrogance  and 
greed.  Think  about  it.  When  was  the  last  time  Washington 
acted  so  forcefully  on  as  many  fronts  as  that? 

President  Bush  took  it  upon  himself  to  admonish  the  ceo 
class  on  television  to  act  more  ethically.  Historians,  no 
doubt,  will  find  it  ironic  that  the  fiercely  free-market,  anti- 
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and  times  in  which  voters  call  for  a  larger  measure  of  ] 
lie  action."  This  is  clearly  one  of  those  moments  when  \ 
pie  are  voicing  their  request  for  more  government  to  s< 
cure  both  their  personal  and  financial  lives. 

Americans  and  American  policymakers  have  not  lost 
their  faith  in  the  primacy  of  free  markets.  They  just  re 
that  in  these  troubled  times,  a  recalibration  of  the  relat 
ship  between  government  and  society  is  in  order.  The  c 
lenge  ahead  is  to  get  the  calibration  right.  In  the  econo 
government  must  act  quickly  to  restore  a  sense  of  trus" 
and  safety  to  investors.  The  goal  is  for  the  current  wav 
regulatory  reform  to  quickly  level  the  playing  field  on« 
again  and  return  fairness  to  investing.  This  should  be  a 
one-time  event  that  keeps  government  involvement  in  t 
economy  to  a  minimum.  A  constant  drip  of  regulation  a 
legislation  could  threaten  to  hurt  the  animal  spirits  of  C 
porate  America  and  the  people  who  run  it,  crimping  e« 
nomic  growth  in  the  long  run. 

Getting  the  balance  right  for  the  military  is  crucial  a 
well.  Remaking  military  doctrine  to  fight  fast,  flexible,  I 
tech  wars,  as  in  Afghanistan,  would  allow  a  significant 
buildup  of  our  defense  capabilities  without  requiring  hu, 
new  resources.  If  Defense  Secretary  Donald  H.  Rumsfe 
proposed  military  reforms  along  these  lines  are  adopted 
the  defense  burden  on  the  economy  could  remain  small. 

The  danger,  of  course,  is  that  the  government  could  % 


ar.  By  regulating  too  heavily,  it  could  increase  friction 
f  e  markets.  By  bloating  up  its  defense  and  security 
ling,  it  could  shift  too  much  capital  away  from  produc- 
enterprise.  By  enticing  high-tech  companies  to  depend 
t  defense  contracts,  it  could  reduce  corporate  efficien- 
id  competitiveness.  There  is  even  a  danger  that  the 
et  deficit  could  grow  to  such  an  extent  that  interest 
are  hiked,  hurting  consumers  and  businesses  alike, 
•tting  the  balance  right  on  the  global  scene  will  be 
ult  as  well.  From  the  end  of  the  Cold  War  to  Sep- 
•er  11,  2001,  U.S.  foreign  policy  was  focused  almost 
isively  on  trade  and  business.  The  goal  was  to  open 
ers  to  the  free  flow  of  people,  goods,  and  capital,  to 
i  >enefit  of  U.  S.  corporations  and  the  underlying  econo- 


just  beginning  a  serious  debate  on  how  far  it  will  go  in 
redirecting  America's  foreign  policy.  A  foreign  policy  based 
on  a  Pax  Americana,  proposed  by  some  advisers  in  the 
Bush  Administration,  could  significantly  increase  govern- 
ment's impact  on  the  economy. 

As  the  images  of  planes  plunging  into  the  World  Trade 
Center  and  the  Pentagon  are  endlessly  replayed  on  TV,  it 
may  be  difficult  for  Americans  to  take  any  solace  in  the 
past  year.  After  all,  anxieties  remain.  The  markets  are  still 
weak,  corporate  and  Wall  Street  scandals  are  still  being  un- 
covered, and  we  don't  even  know  if  Osama  bin  Laden  is 
dead  or  alive. 

As  Year  One  ends  and  Year  Two  of  our  post-September 
11  lives  begins,  much  remains  to  be  done.  Congress  has  yet 


'Fhe  North  American  Free  Trade  Agreement  embod- 
hat  position. 

rrorism  has  transformed  that  policy,  making  geopoli- 
i  priority.  Mexico  and  immigration  were  at  the  top  of 
oreign  policy  list  when  President  Bush  took  office.  But 
anistan  and  terrorism  supplanted  them  after  Septem- 
[1.  The  Mexicans  are  still  miffed.        ^^^^^^^^^^ 
the  Russians,  the  Indians,  and  the      ^^^^^^^^^K 
ese  are  not.  The  war  against  ter-        HUHJHiH 
m  is  realigning  the  global  scene, 
e  U.  S.  seeks  new  allies  in  its  bat- 
In  this  fight,  Russian  President 
imir  V.  Putin  is  Bush's  closest  ally, 
to  British  Prime  Minister  Tony 
India  has  become,  after  decades 
stant  neutrality,  a  friend.  China, 
a  potential  adversary  in  the  eyes 
e  Bush  Administration,  has  be- 
■  an  important  resource  in  Asia, 
l  Europe,  furious  at  the  unilateral- 
)f  the  Bush  Administration's  for- 
policy,  is  now  beginning  to  back  a 
ne  change  in  Iraq, 
ch  a  change  could  have  big  conse- 
ces  for  the  recalibration  now  un- 
vay  in  America.  Washington  is 
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to  act  on  establishing  a  Homeland  Security  Dept.  or  pro- 
tecting pension  plans.  The  rebuilding  of  downtown  New 
York  hasn't  begun.  Allies  abroad  remain  nervous  about  a 
U.S.  move  against  Iraq. 

But  there  is,  in  fact,  much  to  celebrate.  The  institutions 
and  values  that  structure  and  define  American  society 
^^^^^^^^^^     held  up  remarkably  well  amid  the  tur- 
^^T^^^^^^^H     moil  of  last  year.  The  markets  pun- 
L^Hi^H^K^^H     ished  the  corporate  ne'er-do-wells  vi- 
ciously, reestablishing  traditional 
norms  for  risk  and  valuation.  Con- 
gress passed  fiscal,  corporate  gover- 
nance, and  accounting  oversight  legis- 
lation in  record  time.  Regulators, 
after  a  late  start,  came  down  hard  on 
transgressors.  Corporate  miscreants 
were  led  away  in  handcuffs.  The  mili- 
tary won  a  fast  and  devastating  victo- 
ry against  the  enemy  in  Afghanistan. 

In  this  year  of  fear,  we  have  learned 
that  we  can  cope  with  the  very  worst 
of  the  unexpected.  The  turning  point 
America  now  faces  offers  great  oppor- 
tunities to  secure  the  well-being  of  mil- 
lions of  people  at  home  and  abroad.  We 
should  seize  the  moment.  ■ 
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WHAT  HAS  CHANGED 


THE  ECONOMY 


3 


THE  COST  OF  FIGHTING 


The  relatively  inexpensive  victory  may  have  the  Administration  underestimating  future  outr 


So  far,  the  tab  hasn't  been  as  great  as 
many  feared.  But  if  conflict  deepens, 
big  sacrifices  may  have  to  be  made 

In  the  aftermath  of  September  11,  most  economists  were 
sure  the  short-run  impact  would  be  to  drive  the  U.S. 
deeper  into  recession.  Goldman,  Sachs  &  Co.  predicted 
that  gross  domestic  product  would  plunge  by  a  steep 
2.5%  in  the  fourth  quarter  of  2001.  Merrill  Lynch  & 
Co.'s  economists  had  the  recession  lasting  into  first  quar- 
ter 2002.  And  in  December,  2001,  the  Organization  for  Eco- 
nomic Cooperation  &  Development  projected  that  the  U.S. 
would  show  negative  growth  for  the  entire  first  half  of  2002. 
On  top  of  the  uncertainty  and  pessimism  from  the  at- 
tacks, the  U.  S.  was  rocked  by  a  series  of  revelations  about 
massive  corporate  wrongdoing  at  companies  ranging  from 
Enron  Corp.  to  WorldCom  Inc.,  raising  questions  about 
whether  profits  had  been  overstated  across  Corporate  Amer- 
ica. And  as  scandals  involving  allegations  of  insider  trading 
and  tax  evasion  hit  the  CEOs  of  such  well-known  companies  as 
ImClone  Systems,  Martha  Stewart  Living  Omnimedia,  and 
Tyco  International,  confidence  in  corporate  leadership  also 
plummeted.  And  all  that  was  followed  by  a  massive  stock 
market  slide.  If  ever  a  single  year's  events  should  have  sent 
the  economy  into  a  tailspin,  this  was  it. 

But  while  the  economy  is  still  struggling,  it  has  fared  far 
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better  over  the  past  year  than  almost  anyone  believed 
sible.  True,  both  the  stock  market  and  the  labor  marke 
weaker  than  they  were  before  September  11,  and  the  f 
al  budget  has  gone  back  into  the  red.  But  growth  has 
aged  3%  over  the  past  three  quarters,  the  result  of  s1 
productivity  gains  and  aggressive  monetary  and  fiscal  s 
lus.  Consumer  spending,  housing  starts,  real  wages,  and 
ufacturing  output  are  all  higher  than  they  were  last  Au 
Even  corporate  operating  profits  in  the  second  quarter  of 
are  up  8.7%  compared  with  a  year  earlier,  according  to 
liminary  figures  from  the  Bureau  of  Economic  Analysis 

The  real  question  is,  what  impact  will  the  events  of  th 
year  have  on  the  economy  over  the  long  run?  On  the  c 
rate  side,  the  scandal  damage  appears  to  be  coming  i 
control.  Executives  have  become  more  conservative  in 
strategies  and  accounting,  though  investors  remain  hes 
and  distrustful.  But  changes  in  corporate-governance  i 
tighter  accounting  standards,  and  the  requirement  that 
sign  off  on  financial  reports — not  to  mention  the  threat  < 
time — are  lowering  the  odds  of  future  dishonesty. 

Harder  to  judge  is  the  long-term  economic  impact  of 
tember  11  and  the  resulting  buildup  in  defense  and  sec 
spending.  The  question  is  whether  the  U.  S.  is  again  fac 
tough  choice  between  guns  and  butter — or  the  ecor 
risks  inherent  in  trying  to  have  both.  The  danger  is  tha 
U.  S.  will  wind  up  with  military  and  security  spending  c 
ing  the  economy,  holding  down  private  investment  and 
sumer  spending,  and  forcing  draconian  choices  that  will  c 


domestic  political  peace.  Alternatively,  it  may  be  possible 
nimize  the  economic  damage  that  a  war  economy  might 
v  cutting  unnecessary  defense  programs  and  relying 
on  technology  rather  than  boosting  spending. 
ter  its  success  in  Afghanistan,  the  Bush  Administra- 
tis drafted  budget  plans  that  assume  the  war  on  ter- 
n  can  be  fought  relatively  cheaply  compared  with  past 
cts.  True,  government  spend- 
'n  national  defense  rose  from 
f  GDP  in  fiscal  year  2001  to 
in  fiscal  year  2002,  the  biggest 
ear  jump  since  1982.  But  the 
.  budget  projections  from  the 
i  of  Management  &  Budget, 
<ed  in  July,  project  a  decline  in 
ise  spending  to  only  3.3%  of 
)y  2006.  That's  well  below  the 
average  of  5.8%,  when  the 
was  spending  big  to  beef  up 
lilitary,  and  even  less  than  the 
'average  of  the  peaceful  1990s, 
put  this  another  way,  omb 
cts  that  total  government  dis- 
nary  spending  in  2006,  includ- 
efense  and  homeland  security, 
>e  up  by  only  0.5  percentage 
>  of  GDP,  or  $62  billion,  vs.  pre- 
:mber  11  estimates.  Defense 
ling  alone  has  been  boosted  by 
illion  in  2006,  or  just  0.4  per- 
ge  points  of  GDP.  That's 
ere  near  the  Carter-Reagan 
se  buildup  from  1979  to  1986, 
1.5%  of  GDP  was  shifted  to 
"lilitary.  The  expansion  of  the 
am  War  from  1965  to  1968 
an  extra  2%  of  GDP,  and  the 
in  War  in  the  1950s  raised  de- 
outlays  by  9%  of  gdp. 
i  private  sector  has  followed 
;overnment's  lead,  with  little 
of  a  big  ramp-up  in  corporate 
ling  on  security  so  far.  If  gov- 
lent  and  private  spending  stay 
vely  low,  the  eventual  econom- 
pact  of  the  war  on  terrorism 
e  minor,  outside  of  the  airlines 
ndustries  such  as  insurance, 
lines  at  the  airport  may  be 
venient,  but  they're  not  a  ma- 
rag  on  growth. 

t  history  is  full  of  examples  of 
Timents  that  greatly  underes- 
ed  the  cost  of  fighting  wars, 
►merging  Bush  doctrine  of  pre- 
ive  action  against  terrorist 
>s  and  nations,  if  fully  executed, 

be  costly.  Its  budget  projections  do  not  include,  for  ex- 
,  the  cost  of  invading  Iraq,  which  by  some  estimates  could 
more  than  $50  billion.  That  would  add  perhaps  15%  to  the 
se  budget.  Another  major  terror  attack  would  also  likely 
pt  a  surge  in  the  budget  for  security  and  defense.  And 
i  precision-guided  munitions  proved  effective  in 
inistan,  "it  remains  to  be  proven  that  high  tech  is  cheap- 
iays  Joseph  Cirincione,  a  senior  associate  at  Carnegie 
wment  for  International  Peace. 
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If  the  costs  of  fighting  terrorism  rise,  the  long-term  burden 
will  fall  on  workers  and  business  investment.  More  spending  on 
defense  will  lead  to  far  bigger  budget  deficits  than  are  now  pro- 
jected and  higher  interest  rates,  which  will  hurt  housing  and 
make  it  more  difficult  for  companies  to  raise  money.  The  need 
to  put  more  money  into  security  will  boost  political  pressure  to 
raise  taxes  or  cut  domestic  spending.  And  companies  will  pass 

on  their  added  security  costs  in  the 
form  of  higher  prices,  just  as  they 
did  with  higher  energy  costs  in 
2000.  The  result:  higher  inflation  and 
a  lower  standard  of  living. 

But  for  now,  all  that  remains  a 
distant  prospect.  Over  the  past  12 
months,  the  overall  economic  im- 
pact of  the  war  on  terrorism  has 
not  been  great.  Part  of  the  reason 
is  that  most  corporations  don't 
seem  to  be  devoting  big  resources 
to  increased  security — either  low 
tech,  in  the  form  of  more  security 
guards,  or  high  tech,  in  the  form  of 
better  network  security.  According 
to  data  from  the  Bureau  of  Labor 
Statistics,  the  number  of  people  in 
protective-services  occupations — in- 
cluding private  guards,  police,  and 
other  public-safety  workers — is  up 
by  about  75,000  over  the  past  year. 
That  may  sound  big,  but  it's  only 
up  3%.  And  with  the  typical  pay 
for  security  guards  under  $20,000  a 
year,  the  total  bill,  including  bene- 
fits, is  only  $2  billion  or  so. 

At  the  high-tech  end,  there's  no 
sign  yet  of  any  great  spending 
spree  on  either  better  backup  sys- 
tems to  survive  a  terrorist  attack  or 
better  network  security  to  deter 
attacks  on  the  U.  S.  information  in- 
frastructure. Companies  such  as 
Veritas  Software  Corp.,  which 
makes  storage,  computer-backup, 
and  data-recovery  systems,  say  the 
rise  in  sales  after  September  11 
tailed  off  by  midyear.  And  while  se- 
curity software  maker  Symantec 
Corp.  saw  revenues  jump  39%  for 
the  quarter  ended  in  June,  that's 
due  mainly  to  computer  viruses,  not 
terrorism.  "I  don't  think  [the  at- 
tacks], to  an  appreciable  degree, 
have  had  an  impact  on  our  busi- 
ness," says  ceo  John  W.  Thompson. 
Some  security  companies  have 
even  seen  earnings  drop.  Compu- 
Dyne  Corp.,  a  maker  of  security 
products  and  technology  for  government,  expanded  manu- 
facturing capacity  after  September  11.  But  it  recently  re- 
ported that  earnings  for  the  second  quarter  were  "negative- 
ly impacted  by  the  tragic  events  of  September  11,"  when 
expected  demand  did  not  materialize.  Big  pots  of  money 
may  not  be  forthcoming  immediately,  either,  since  most  of  the 
proposed  $38  billion  budget  for  homeland  security  is  being 
shifted  from  other  agencies. 

The  combination  of  restrained  security  spending  by  both 
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government  and  the  private  sector  helps  explain  why  there  is 
no  sign  yet  of  a  productivity  drag  from  increased  security. 
Quite  the  contrary:  Productivity  growth  has  stayed  near  5% 
in  the  year  since  the  terrorist  attacks.  The  most  likely  ex- 
planation is  that  the  U.  S.  is  receiving  a  belated  payoff  from 
the  technology  investments  of  the  boom  years,  enabling  com- 
panies to  cut  costs  sharply. 

But  no  one  really  knows  yet  if  we  are  spending  enough  on 
security.  The  question  is  whether  the  war  on  terrorism  is 
really  that — a  war  that  requires  a  large-scale  mobilization  of 
resources  from  the  civilian  to  the  military  sector  or  a  rela- 
tively minor  diversion  of  funds.  Optimists  such  as  Lawrence 
J.  Korb,  vice-president  of  the  Council  on  Foreign  Relations 
and  a  Pentagon  official  in  the  Reagan  Administration,  argue 
that  the  U.S.  can  fight  terrorism  relatively  cheaply  by  not 
building  some  of  the  expensive  weapons  on  the  drawing 
board  and  using  cheaper  technology,  such  as  unmanned  aer- 
ial vehicles.  Adds  Michael  G.  Vickers,  director  of  strategic 
studies  at  the  Center  for  Strategic  &  Budgetary  Assess- 
ments: "It  may  be  cheaper  to  have  the  lighter,  more  mobile 
force  we're  heading  toward." 

But  other  analysts,  such  as  Daniel 
Goure,  senior  fellow  at  the  Lexington  In- 
stitute, a  conservative  think  tank  in  Ar- 
lington, Va.,  thinks  the  increase  in  the 
defense  budget  isn't  large  enough  to  both 
conduct  military  operations  and  improve 
the  future  capabilities  of  the  armed  forces. 
Technology,  too,  may  turn  out  to  be  more 
expensive  than  expected.  "To  make  a 
smart  bomb  smart,  you  need  satellite  con- 
stellations and  sophisticated  computers 
to  process  all  this  material,"  says  Cirin- 
cione.  "Your  fewer  planes  are  all  more 
expensive  because  they  become  stealthy 
and  have  more  advanced  avionics." 

If  the  U.S.  is  moving  toward  a  war 
economy,  the  issue  is  how  to  pay  for  mili- 
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tary  spending,  either  directly  or  indirectly.  In  the  1980s, 
ample,  the  rise  in  defense  spending  diverted  resources  frH 
private  sector,  putting  a  squeeze  on  both  business  invesl 
and  real  wages.  Business  spending  on  equipment  ami 
ware,  as  a  share  of  GDP,  fell  in  the  second  half  of  the  19a 
did  real  hourly  earnings.  Surprisingly,  even  tech  spel 
stayed  flat  as  a  share  of  GDP  from  1984  to  1992.  In  tl| 
1960s,  President  Lyndon  B.  Johnson  made  the  mistake 
ing  to  fund  the  growing  Vietnam  War  without  cutting  bj 
his  Great  Society  programs.  The  result  was  rising  infla] 
This  time,  one  of  the  most  vulnerable  sectors  is  resic 
housing.  Both  new-home  prices  and  home-resale  priced 
benefited  greatly  from  low  interest  rates.  In  addition,  wj 
government  running  a  surplus  and  not  issuing  new 
sury  securities,  the  safest  investments  available  to  invl 
became  the  bonds  issued  by  Fannie  Mae  and  Freddie! 
That  translated  into  the  lowest  mortgage  rates  in  decl 
But  if  the  budget  is  in  deficit  as  the  economy  reel 
that  will  push  up  rates.  And  once  government  starts  b{ 
ing  again,  Treasury  bonds  will  become  investors'  pre! 
"safe  option,"  making  it  harder  to  raise  money  for  home| 
so  less  money  will  go  into  housing. 

At  the  same  time,  national  secul 
especially  if  there  is  another  terroi| 
tack — could  put  pressure  on  parts 
budget  that  would  normally  be  unl 
able.  That  includes  the  rest  of  BusJ 
cuts  and  nondefense  domestic  sperl 
None  of  this  may  come  to  pass.  ]| 
turn  out  that  the  war  on  terrorism,  [ 
any  before,  can  be  fought  in  a  wa 
spares  the  rest  of  the  economy.  Bl 
tional  security  is  the  most  importaj 
ority  of  any  country — and  if  the 
needs  to  be  spent,  it  will  be. 

By  Michael  J.  Maude  I  in  Newl 
with  Stan  Crock  in  Washington  ar\ 
Kerstetter  in  San  Mateo,  Calif. 
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It's  time  to  give  your  copier  a  performance  review.  Will  it  print,  color  scan,  fax  and  copy? 
Does  it  work  well  with  other  machines  on  your  network?  Can  you  count  on  it?  If  the  answer 
is  no,  you  need  to  find  a  more  qualified  replacement:  an  HP  Multifunction  Printer.  By  com- 
bining four  machines  in  one,  an  MFP  will  allow  you  to  do  more  with  less.  It  can  even  scan 
documents  and  e-mail  them  in  one  step  if  you  have  an  Internet  connection.  For  the  MFP's 
credentials,  call  888-355-9836  and  mention  source  code  12142  or  visit  www.hp.com/go/mfp99. 
These  days,  a  copier  that  will  only  copy  just  isn't  working  hard  enough  for  your  business. 
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WHAT  HAS  CHANGED 


HOMELAND  SECURITY 


HIGH  TECH  IS 
STARTING  TO  KICK  IN 


Despite  agonizing  delays,  money  is 
flowing  at  last  to  fund  the  bold 
proposals  for  bolstering  security 

Shortly  after  the  World  Trade  Center  came  crashing 
down,  a  contingent  of  tech  industry  heavyweights, 
including  Hewlett-Packard's  Carly  Fiorina,  AOL 
Time  Warner's  Steve  Case,  and  AT&T's  C.  Michael 
Armstrong,  flew  to  Washington  to  meet  with  Ad- 
ministration officials.  And  during  the  following  12 
months,  100  or  so  tech  leaders  held  a  flurry  of  follow-up 
meetings  with  the  White  House  and  the  Defense  Dept.  The 
subject  at  hand:  how  best  to  marshal  the  strongest  ideas 
from  Silicon  Valley  in  the  new  war  against  terrorism. 

Expectations  ran  high  back  then  that  the  people  who 
helped  create  the  PC  and  Internet  revolutions  could  put  their 
skills  to  work.  High-tech  machines  would  snag  weapons  in  air- 
ports, nifty  software  would  help  government  agents  spot  the 
bad  guys  trying  to  sneak  in,  and  stronger  security  systems 
would  thwart  cyberattacks.  The  tech  industry  jumped  at  the 
chance.  Many  people  wanted  to  do  their  part  to  help  a  griev- 
ing nation.  But  in  a  year  in  which  business  spending  on  tech 
ground  to  a  halt,  tech  heads  salivated  over  the  prospects  of  an 
unexpected  and  promising  new  multibillion-dollar  market. 

It  didn't  quite  work  out  as  well  as  hoped.  Security  experts 
argue  that  America  is  little  safer  today,  as  Washington  and 


the  tech  industry  struggle  to  see  eye  to  eye.  Tech  lea 
have  been  critical  of  what  to  them  appears  a  state  of  cl 
in  the  capital,  as  the  President  and  congressional  DemoJ 
bicker  over  the  details  of  a  new  Homeland  Security  II 
And  so  far,  only  limited  amounts  of  money  have  been  sjj 
"There  has  been  too  much  debate  and  very  little  act 
complains  Joseph  M.  Kampf,  ceo  of  Anteon  Internatior 
$700  million  Fairfax  (Va.)  tech  contractor. 

Washington  agencies,  meanwhile,  have  been  saddled 
the  huge  chore  of  evaluating  a  flood  of  proposals.  Ii 
three  months  following  September  11,  one  inter-agency 
ty  that  vets  research  and  development  ideas,  the  Tech 
Support  Working  Group,  received  12,500  proposals.  Of  tl| 
600  were  pushed  along  for  further  review7,  resulting  in  ji 
contracts  for  $9.2  million,  ranging  from  robotic  bomb-mi| 
tion  systems  to  bio-threat  detection  devices.  And  In-Q- 
venture  fund  backed  by  the  CIA,  has  received  more 
1,100  proposals  from  tech  firms,  double  its  previous  ratd 

Now,  however,  after  a  year  of  halting  progress,  the  i] 
ey  is  starting  to  flow  more  freely  as  the  bureaucracy  apjj 
to  be  shifting  into  gear.  With  Congress  expected  to  esta 
the  Homeland  Security  Dept.  in  October  and  approve 
Bush  Administration's  $38  billion  request  for  anti-terro 
funding,  companies  with  ideas  and  products  are  gettin 
line.  And  that's  just  federal  spending.  Total  expendit 
on  homeland  security  by  federal,  state,  and  local  gov 
ments,  as  well  as  the  private  sector,  could  range  from  $98 
lion  to  $138  billion  for  2003,  according  to  a  survey  condu 


A  REPORT  CARD  ON  COUNTER-TERRI 


BORDERS 


PROBLEM 

They  could 
provide  entry 
for  bombs, 
biological 
weapons,  and 
terrorists. 

Checking  cargo  entering  SOLUTIONS 
the  U.S.  from  Mexico         ,,   •'  „. 

Using  soft- 
ware programs,  radiation  scanners, 
and  million-dollar  X-ray  machines, 
U.S.  Customs  is  screening  high-risk 
cargo  containers.  The  gov- 
ernment is  also  creating  a 
data  base  to  track  foreign- 
ers within  U.S.  borders.  A 
work  in  progress. 


GRADE 

B 


AIRPORT  SECURITY 


PROBLEM 

Terrorists  can 
turn  airplanes 
and  other 
vehicles  into 
weapons. 

SOLUTIONS 

The  plan 
to  hire 

33,000  federal  airport  screeners 

by  Nov.  19  is  far  behind  schedule. 

The  goal  to  screen  all  checked 

baggage  for  explosives 

with  1,100  new  machines 

by  yearend  now  seems 

impossible  to  achieve. 


INFRASTRUCTURE 


Flight  attendants  get 
a  going-over  at  O'Hare 


GRADE 

C 


Three  Mile  Island, 
near  Harrisburg,  Pa. 

SOLUTIONS  The  private  sect 
which  owns  and  operates  80 
the  nation's  critical  infrastri 
is  taking  steps  to  beef  up 
security  such  as  installing 
more  surveillance  cam- 
eras. Still,  progress  has 
been  slow. 
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The  Customs  Service  uses  $850,000  scanners  to  check  containers  for  suspicious  cargo 


me  by  Deloitte  Consulting  Inc.  for  Aviation  Week  & 
e  Technology,  which,  like  BusinessWeek,  is  owned  by  the 
raw-Hill  Companies. 

pi  so  much  lucre  in  the  pipeline,  tech  companies  are 
i"ing  more  optimistic.  Homeland  security  is  "going  to  be 
normous  opportunity,"  says  Major  General  Robert  L. 
>rs,  senior  vice-president  for  government  solutions  at 
:ronic  Data  Systems  Corp.  Adds  Mark  Kvamme,  a  part- 
ftt  Silicon  Valley  venture-capital  firm  Sequoia  Capital 
has  met  with  Defense  Secretary  Donald  H.  Rumsfeld  and 


reening  device 
erglades,  Fla. 


PROBLEM 

With  aging 
computer 
systems,  the 
federal, 
state,  and 
local  police 
are  often  un- 
able to  share 
information. 


NS  The  proposed  Homeland 

)ept.  wants  to  tie  the  sys- 

ither  by  a  new  data 

touse.  Plans  are  on 
Congress  creates 

tment,  now  ex- 
early  October. 
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Operations  center  at 
a  security  provider 


pared  for  a  major  cyberattack,  and  the 
government's  defenses  are  also  porous 

SOLUTIONS  Ramp  up 
vulnerability  assessments, 
install  more  effective  fire- 
walls, and  develop  better 
intrusion-detection  systems 


other  top  officials:  "We  are  dealing  directly  with  decision 
makers.  They  still  have  their  budgetary  constraints,  but  they 
are  writing  checks." 

Where  will  all  the  money  go?  Initial  winners  are  likely  to 
be  producers  of  specialized  gear,  such  as  In  Vision  Technologies 
Inc.,  one  of  two  outfits  certified  to  make  the  bomb-detection 
gear  required  in  all  airports  by  yearend.  So  far  this  year,  In- 
Vision,  wrhose  sales  in  2001  w^ere  $74  million,  has  racked  up 
$439  million  in  orders  from  the  Transportation  Dept. 

Traditional  defense  contractors  such  as  Lockheed  Martin, 
Boeing,  and  Unisys — far  more  experi- 
enced than  your  average  tech  firm  at  the 
sometimes  byzantine  ways  of  government 
procurement — are  also  cashing  in. 
Now^here  is  that  truer  than  in  the  effort 
to  make  the  airports  safe.  In  June,  the 
Transportation  Security  Administration 
(tsa)  awarded  a  $1.4  billion  contract  to 
Boeing  Co.  and  Siemens  to  install  and 
maintain  explosive-detection  devices  and 
to  train  30,000  baggage  screeners,  while 
Lockheed  Martin  bagged  a  $350  million 
tsa  award  to  integrate  all  security  meas- 
ures at  the  429  largest  U.  S.  airports. 
"The  core  competency  of  defense  con- 
tractors is  to  follow  the  money,"  says  Jon 
B.  Kutler,  chairman  and  ceo  of  Quarter- 
deck Investment  Partners  Ltd.,  a  Los 
Angeles  investment  bank  that  specializes 
in  the  aerospace  industry. 

Still,  tech  titans  such  as  IBM,  EDS,  and 
Oracle  have  hardly  been  shut  out.  In  the 
most  recent  quarter,  IBM  said  government 
business  was  its  strongest  sector,  and  HP 
saw  double-digit  growth  in  federal  gov- 
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PROBLEM 

Cyberterrorists 
threaten  to  break 
into  vital 
networks,  from 
the  Pentagon  to 
banks  and  power 
plants.  Only 
20%  of  U.S. 
business  is  pre- 
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HOMELAND  SECURITY 
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ernment  markets.  So  far,  many  of  the  contracts  remain  tiny. 
On  Aug.  21,  Big  Blue  won  a  $20  million  contract  to  build  an 
instant-messaging  network  to  assist  40  police,  fire,  and  safe- 
ty agencies  around  Washington,  D.C.,  communicate  and  re- 
spond to  an  attack.  Ultimately,  such  traditional  tech  bigwigs 
are  unlikely  to  reap  huge  gains  because  government  rev- 
enues, which  typically  account  for  10^  of  sales,  can't  really 
boost  the  bottom  line. 

That's  not  the  case  for  tiny  tech  startups,  some  of  which 
are  finding  funding  for  everything  from  tracking  cross-border 
financial  transactions  to  cybersecurity.  Sequoia  Capital's 
Kvamme  says  roughly  five  startups  backed  by  his  firm  are  al- 
ready doing  business  with  the  Defense  Dept.  "They  are  a 
very  big  and  important  customer  which  has  gotten  much 
easier  to  deal  with."  says  Kvamme.  Similarly,  the  cia's  In-Q- 
Tel  has  funded  21  projects,  including  several  to  help  it  comb 
through  mountains  of  data. 

Even  at  some  of  the  most  troubled  agencies,  the  govern- 
ment is  lurching  ahead,  eds  is  the  lead  contractor  for  the  Im- 
migration &  Naturalization  Service's  new  Internet-based  sys- 


tem to  monitor  foreign  students.  The  President's  2003  I 
et  also  includes  $380  million  to  finish  building  by  2005  I 
system  to  track  immigrants.  By  Oct.  1.  Attorney  GJ 
John  Ashcroft  said  all  U.S.  ports  will  be  able  to  take  fl 
prints  of  high-risk  visitors  from  countries  such  as  Iraj 
run  them  against  a  database  of  known  criminals  and  t| 
ists.  In  the  past  seven  months,  a  pilot  version  of  the 
has  led  to  more  than  2.000  arrests  of  felons. 

Another  bright  spot  is  the  U.  S.  Customs  Service, 
time  user  of.  technology.  Customs  is  scrambling  to 
the  14  million  containers  coming  into  U.  S.  ports  againsti 
pering.  Million-dollar  X-ray  machines  and  nifty  softw; 
are  the  main  reason  inspectors  at  New  Jersey's  N< 
Elizabeth  Seaport  say  they're  not  overwhelmed  by  the 
monitoring  3,000  to  4,000  containers  a  day.  The  port 
cently  starting  using  an  $850,000  machine  that  scans 
tainer  truck  in  seconds.  All  told,  Newark  Seaport  now  | 
lO^r  of  the  most  risky  containers,  up  from  2cf  a  year 

Clearly,  much  work  remains  to  be  done — including 
proposed  Homeland  Security  Dept.  itself.  Just  ask  Stcj 


COMMENTARY 

By  John  Rossant 


DESPITE  THE  GRIPING,  SUPPORT 
FOR  THE  U.S.  RUNS  DEEP 


It  began  as  a  principled  battle  of  civ- 
ilization against  the  forces  of  bar- 
barism. Is  it  now  turning  into  the 
U.  S.  vs.  the  rest  of  the  world?  That 
extraordinary,  almost  suspended-in-time 
quality  of  the  immediate  post-Septem- 
ber 11  world  seems  so  far  away  now: 
The  pro- American  candlelight  vigils  in 
Tehran.  The  French  flags  flying  at  half- 
mast  along  the  Seine  in  Paris.  Chinese 
President  Jiang  Zemin  telling  George 
W.  Bush  that  his  nation  was  on  the  side 
of  the  American  people.  "If  ever  there 
was  an  exercise  in  squandering  instinc- 
tive support,  this  has  been  it."  says  for- 
mer Australian  Foreign  Minister 
Gareth  Evans,  now  president  of  Brus- 
sels-based International  Crisis  Group,  a 
private  multinational  organization  work- 
ing on  conflict  prevention. 

From  Paris  to  Moscow  and  Beijing  to 
Brasilia,  genuine  sympathy  with  Ameri- 
ca seems  to  have  been  transformed  into 


a  groundswell  of  unease 
about  the  nature  of  Ameri- 
can power  and  how  it  is 
being  projected.  It  began, 
perhaps,  with  the  offhand- 
ed way  the  Bush  Adminis- 
tration dismissed  the  Ky- 
oto Treaty  on  global 
warming  shortly  after  en- 
tering office.  Now-,  of 
course,  it's  the  Churchillian 
rumblings  from  Adminis- 
tration hawks  that  the 
U.S.  will  go  it  alone  in 
Iraq  if  necessary.  Not  sur- 
prisingly, friends  new  and 
old  are  fretting.  German 
Chancellor  Gerhard  Schroder  is  scoring 
points  in  his  reelection  campaign  by  at- 
tacking U.  S.  intentions  toward  Iraq. 
And  the  Russian  Establishment,  despite 
the  links  that  developed  after  Septem- 
ber 11.  is  showing  its  discomfort.  "The 


5.  should  step  down  from  ii 
of  unilateralism."  says  former 
Prime  Minister  Yevgeny  Prim 
"This  is  not  the  time  for  empi 

But  this  is  not  a  tale  of  opp 
lost  forever  by  the  U.  S.  That' 


HOW  AMERICA'S  GLOBAL  RELATIONSHIPS  HAVE  CHAHGED  SINCE  SEPTEMBER  11 


in  in  UJflDin  Much  worse 

AllAD  IfUnLII  Anti-American  feel- 
ings are  running  high,  and  traditional 
allies  such  as  Egypt  and  Saudi  Arabia 
worry  they  are  being  abandoned. 
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CHINA 


Improving  U.S.  condemna- 
tion of  Islamic  insurgencies 
is  hailed  in  Beijing.  But  Beijing  wor- 
ries that  U.S.  unilateralism  could  one 
day  be  turned  against  China. 


EUROPEAN  UNION 


Worse 

Europ 
chafing  at  not  being  taken  irit 
account.  And  they  dislike  the 
Administration's  trade  policie 


>er,  who  on  September  11  was  run- 

1  tech  operations  at  Corning  Inc.  The 

-old  former  U.S.  Navy  pilot  ap- 

r  and  won  the  post  of  chief  infor- 

officer  at  Homeland  Security. 

March,  Cooper  has  begun  the  huge 

|  of  overhauling  all  the  computer  sys- 

that  will  be  part  of  the  new  agency. 

focus:  crafting  a  plan  to  link  thou- 

if  disparate  government  computer 

ems.  and  finding  ways  to  tie  the  feds 

state  and  local  governments  and  the 

ate  sector.  "Our  objective  is  to  make  sure  the  right  peo- 

have  the  right  information  all  of  the  time,"  he  says. 

kher  gaping  holes  in  the  tech  war  on  terrorism  remain. 

4  glaring  example:  the  Internet  itself.  The  control  sys- 

*  of  key  pieces  of  infrastructure  such  as  the  power  grid 

increasingly  managed  over  the  Net.  Information  about 

control  devices,  known  as  SCADA  systems,  and  how  to 

Tarn  them  were  discovered  on  al  Qaeda  computers  seized 


Government  bodies 
are  coping  with  a 
flood  of  security 
ideas-many  from 
small-time  inventors 


this  year.  Indeed,  technologists  say  U.S. 
businesses  are  not  prepared  for  a  major 
cyberattack,  according  to  a  July  study  by 
the  Business  Software  Alliance. 

Clearly,  it  has  been  a  long,  tough  year. 
Uncle  Sam's  slow  start  means  the  win- 
dow remains  open  for  al  Qaeda  and  other 
terrorists  to  launch  another  attack.  For 
the  next  few  years,  the  country's  borders, 
buildings,  airports,  mail,  computers,  and 
communications  networks  will  be  vulner- 
able at  many  points.  And  there's  no  guar- 
antee that  simply  increasing  the  budget  will  improve  securi- 
ty if  the  money  is  not  well  spent.  But  as  Washington  slowly 
gears  up  for  the  task  at  hand,  there's  little  doubt  that  the 
country's  technology  wizards  will  play  a  growing  role  in  de- 
fending against  future  attacks. 

By  Spencer  E.  Ante  in  New  York,  with  Linda  Himelstein 
in  Silicon  Valley,  and  with  Stan  Civck  and  Paul  Magnusson 
in  Washington 


Yes,  the  Bush  Administra- 
quandered  a  portion  of  the 
t  gained  after  September  11 — 
means  all  of  it.  Many  of 
allies  are  alarmed  at  Wash- 
ehavior,  but  they  are  ready  to 
jiven  the  right  encouragement, 
i  crisis  of  confidence  in  U.  S . 
)  around  the  world,  but  there's 
?  opportunity  to  mend  fences. 
the  other  side  of  this  complex 
sider  the  achievements  of  the 
5  September  11.  Look  at  the 
•ment  between  Washington 
ow  on  key  strategic  issues. 
oliticians  such  as  Primakov 
fully  trust  Uncle  Sam.  But 
tally,  Putin  has  created  a  pro- 
ign  policy.  He's  offering  up 
an  alternative  source  of  oil 
doubts  are  emerging  about 
Saudi  relationship.  And  Putin 
•  to  block  an  action  against 
Dng  as  he  gets  a  deal  to  pro- 
La's  economic  interests  there. 
ire  other  gains.  India,  tradi- 
ary  of  U.S.  ties,  has  aligned 
i  Washington.  American  rela- 
t  China,  in  crisis  just  18 
*o,  are  as  good  as  they  have 
.  The  September  11  attacks 
aftermath,  says  Su  Ge,  vice- 
of  Beijing's  China  Institute  of 
nal  Studies,  "definitely  helped 
sino- American  relations." 
uccesses  have  led  some 

Better,  for  now  But 

Jerusalem  is  worried  that 
ican  reordering  of  the 
last  will  also  take  Israeli 
to  task. 


American  foreign  policy  veterans  to  be- 
lieve that  behind  the  headline-grabbing 
gripes,  there  really  is  a  solid  and  grow- 
ing core  of  support  for  the  U.  S.  "Un- 
derneath it  all,  there  is  very  little  [anti- 
Americanism],  in  fact,"  says  John  C. 
Kornblum,  former  U.S.  Assistant  Sec- 
re  tary  of  State  and  ambassador  to  Ger- 
many, and  now  chairman  of  Lazard  Ger- 
many in  Berlin.  Of  course,  there  are 
exceptions:  A  seething  rage  against  the 
U.  S.  has  clearly  been  building  in  much 
of  the  Arab  and  Muslim  worlds,  thanks 
largely  to  the  tragic  impasse  in  Israeli- 
Palestinian  relations. 

But  talk  to  policymakers  in  Europe, 
and  you  begin  to  see  Kornblum's  point. 
There's  a  growing  recognition  that  ter- 
rorism threatens  growth  and  security — 
and  that  it  must  be  dealt  with  if  the 
fruits  of  the  global  economy  are  to  be 
reaped.  It's  significant  that  even 
France,  where  anti-American  attitudes 
are  almost  a  reflex,  finally  recognizes 
just  which  way  the  winds  are  blowing. 

Look  at  what's  coming  out  of  the 
new  center-right  lineup  in  Paris.  No 
more  attacking  U.  S.  policy  as  simplistic. 
The  marching  orders  from  President 
Jacques  Chirac:  coordinate  with  the 
U.  S.  "They  realize  that  poking  at  the 
U.  S.  is  not  going  to  get  them  very  far," 
says  Ezra  N.  Suleiman,  an  expert  on 
European  polities  at  Princeton  Univer- 
sity. "The  French  want  to  influence 
Washington,  and  in  that  they  are  think- 


LATIN  AMERICA 


Worse  Bush  was 
supposed  to 
make  it  a  priority.  Now,  with  Argentina 
and  Brazil  in  financial  trouble,  the 
region  is  largely  ignored. 


ing  ahead."  Indeed,  not  only  Moscow 
but  also  Paris  is  bargaining  with  the 
U.  S.  about  post-Saddam  Iraq,  oil  indus- 
try sources  say.  In  particular,  they  want 
access  to  Iraq's  vast  pool  of  oil  re- 
serves, currently  115  billion  barrels. 
That's  11%  of  the  world's  oil. 

Thus  the  French  and  other  European 
countries  are  coming  around  to  the  idea 
of  backing  the  U.  S.,  as  long  as  Wash- 
ington makes  its  case  to  the  U.  N.  "If 
Bush  goes  the  U.  N.  way.  this  is  like 
the  1991  [Gulf  War  coalition]  because 
we  basically  feel  the  same  way  about 
Saddam,"  says  a  top  French  diplomat. 
"But  if  he  chooses  the  unilateral  formu- 
la, we're  not  going  along."  A  recent  poll 
by  the  German  Marshall  Fund  of  the 
U.  S.  and  Chicago  Council  on  Foreign 
Relations  found  that  609c  of  Europeans 
would  back  a  U.  S.-led  invasion  of  Iraq 
if  the  U.  S.  wins  U.  N.  and  allied  support. 

So  what  will  it  take  to  turn  goodwill 
into  solid  backing?  Maybe  not  as  much 
as  the  skeptics  think.  "There  is  a  desire 
for  U.  S.  leadership.  It  doesn't  take  a 
lot  to  make  the  necessary  changes;  it's 
a  willingness  to  work  more  with  our 
friends,"  says  Joseph  S.  Nye  Jr.,  dean 
of  Harvard  University's  Kennedy 
School  and  a  former  defense  secretary. 
As  President  Bush  ponders  his  next 
move  in  the  war,  he  should  also  ponder 
the  payoff  that  comes  from  reaching  out 
to  the  world. 

With  bureau  reports 

DIIQCI1  ,mProv'nS  Putin  is  Bush's 
llUuwIA  blue-eyed  boy  because 
he  is  pushing  a  pro-Western 
policy.  But  will  the  Russian 
Establishment  go  along? 
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9.1       WHAT  HAS  CHANGED 


NEW  YORK  CITY 


A  wounded  local  economy,  a  Babel  of 
opinion-and  a  basic  question:  Is  a 
financial  district  an  anachronism? 

As  the  man  responsible  for  coordinating  the  rebuilding  of 
Manhattan's  scarred  downtown,  John  C.  Whitehead 
certainly  has  his  work  cut  out.  Whitehead,  chairman  of 
the  Lower  Manhattan  Development  Corp.,  must  find  a 
sensitive  compromise  between  those  who  favor  turning 
the  World  Trade  Center  site  into  a  memorial  and 
those  pushing  hard  to  replace  much  of  the  office  space  lost  dur- 
ing the  terror  attacks  of  a  year  ago.  In  July,  the  lmdc  unveiled 
six  designs  for  the  site.  All  were  roundly  criticized  for  being 
unimaginative,  and  Whitehead  and  his  colleagues  were  forced 
back  to  the  drawing  board.  Of  his  difficult  new  job,  Whitehead, 
who  is  80,  says:  "This  could  last  10  years.  I'll  end  up  down 
there  in  a  wheelchair." 

Whitehead's  challenges  only  start  at  Ground  Zero.  He  also 
is  in  charge  of  revitalizing  the  entire  southern  end  of  Man- 
hattan. The  territory  includes  Wall  Street,  the  New  York 
Stock  Exchange,  and  the  financial  district — still  the  beating 
heart  of  American  capitalism.  After  the  attacks,  many  firms, 
including  Lehman  Brothers,  Credit  Suisse  First  Boston,  and 
J.  P.  Morgan  Chase,  moved  hundreds  of  employees  out  of 
the  area  because  their  offices  had  been  destroyed  or  damaged 
or  because  their  people  weren't  ready  to  return.  As  desig- 
nated cheerleader  for  downtown,  Whitehead  expresses  confi- 
dence that  he'll  be  able  to  woo  the  financial  firms  back.  He 
points  to  Merrill  Lynch,  American  Express,  and  Deutsche 
Bank,  which  have  mostly  returned  or  plan  to. 

But  convincing  other  firms  won't  be  so  easy.  Indeed,  Merrill 


Lynch  reclaimed  its  old  headquarters  near  Ground  Zero  rr; 
ly  because  it  didn't  want  to  build  another  expensive  tra< 
floor.  In  fact,  long  before  the  attacks,  financial  firms  and 
kerages  were  moving  out  of  the  Wall  Street  area.  Many  v 
to  midtown  Manhattan,  where  there  are  already  more  in\ 
ment  banks  than  in  all  of  downtown,  or  farther  afield  to  I 
Jersey  and  Connecticut.  And  that  shift  clearly  has  beer 
tensified  by  the  fallout  from  September  11. 

Indeed,  the  combination  of  technology  and  a  rapidly  ch; 
ing  industry  led  many  financial  firms  to  conclude  long 
that  large  parts  of  their  operations  no  longer  needed  to  be  ( 
to  the  New7  York  Stock  Exchange.  In  decades  past,  many 
lieved  they  needed  to  be  close  to  the  action,  and  downtown 
wnere  America's  best  financial  brains  did  their  thinking 
drinking.  Since  then,  thanks  to  the  rise  of  cell  phones,  text  i 
saging,  and  videoconferencing,  financiers  can  cut  deals 
about  anywhere.  Besides,  who  can  blame  financial  firms  f 
decamping  wrhen  occupancy  costs  across  the  river  in  I 
Jersey,  where  energy  is  cheaper  and  taxes  lowTer,  are  a  frac 
of  the  price  of  comparable  office  space  downtown?  "Wall  St 
as  a  financial  epicenter  hasn't  made  sense  in  20  years,"  say. 
dustry  compensation  expert  Alan  Johnson. 

In  the  wake  of  September  11.  security  weighs  just  as  h 
ily  as  costs.  That's  a  key  reason  even  the  NYSE  is  lool 
elsewhere.  In  the  late  1990s,  the  exchange  had  planne( 
build  new  digs  near  its  11  Wall  Street  headquarters.  The 
tacks  put  an  end  to  those  plans.  Now,  the  NYSE  is  lookin 
move  half  its  specialists  and  broker-dealers  to  help  reduc< 
exposure  to  another  attack.  And  if  the  NYSE  moves,  ir 
member  firms  will  have  to  shift  a  big  chunk  of  their  operat 
with  it.  Says  NYSE  Chairman  Richard  A.  Grasso:  "We're 
happy  about  this.  Our  home  has  been  here  for  210 
Grasso,  who  says  he  is  considering  all  of  metropolitan  I 
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news 


for  intelligent 

businesses 

everywhere. 


(Business  Objects  acquires  Acta.) 

is  the  news.  Business  Objects,  the  world  leader  in  business  intelligence  software,  has  acquired  Acta  Technology,  Inc.  and 
ighly  acclaimed  data  integration  (commonly  known  as  ETL)  software.  This  is  why  it's  good  news.  Together,  we  offer  you 
irst  comprehensive  enterprise  analytic  platform  comprised  entirely  of  best-of-breed  solutions.  You  get  access  to  data  from 
ms  throughout  your  company.  And  you  get  analytic  applications  to  turn  that  data  into  intelligence  and  action.  All  from  one 
)any,  instead  of  several.  To  learn  more,  including  what  industry  editors  and  analysts  have  to  say  about  our  acquisition,  visit 
.businessobjects.com/goodnews.  Or  call  Business  Objects  at  1-800-527-0580  ext.  101. Because  it's  about  time  you  heard  some  good  news. 


Business  Objects 

Business  Intelligence.  If  you  have  it,  you  know!' 


WHAT  HAS  CHANGED 


NEW  YORK  CITY 


York  and  elsewhere  for  new  space,  acknowledges  that  a  move 
from  downtown  could  hurt  the  Lower  Manhattan  economy,  put- 
ting out  of  business  the  restaurants,  retailers,  and  business- 
service  firms  that  cater  to  Wall  Streeters. 

Other  industry  executives  are  factoring  security  and  psy- 
chological worries  into  their  decisions  about  whether  to  move 
back.  Emotions  are  still  raw,  says  Ari  Kiev,  a  psychologist 
who  works  with  Wall  Street  traders:  "The  event  is  imprinted  on 
memory  banks,  and  people  keep  re-experiencing  it.  They  can't 
get  rid  of  the  images."  Indeed,  Merrill  Lynch  &  Co.  and  others 
offered  counseling  to  employees  returning  downtown. 

Still,  some  companies  see  a  presence  in  Lower  Manhattan  as 
crucial  to  their  operations.  The  New  York  Board  of  Trade,  the 

commodities  futures  and  options 
exchange  whose  wtc  offices 
were  destroyed,  will  move  its 
1,600  traders  and  staff  back 
downtown  from  temporary  of- 
fices in  Queens  by  next  year. 
"Downtown  remains  the  finan- 
cial capital  of  the  world,"  says 
the  company's  interim  chief  op- 
erating officer,  Patrick  L.  Gam- 
baro.  'We  want  to  be  part  of  it." 
To  persuade  other  firms  to 
do  the  same,  the  City  of  New 
York  is  offering  grants.  While 
some  companies  say  the  incen- 
tives are  too  stingy,  the  effort  is 
paying  off,  says  Andrew  Alper, 
president  of  New  York  City 
Economic  Development  Corp. 
He  says  47  firms  with  a  total 
workforce  of  46,000  have  com- 
mitted to  the  district  for  the 
next  three  to  five  years.  They 
include  Deloitte  &  Touche  and 
New  York  Life  Insurance  Co. 

Yet  it  is  clear  that  many  of 
the  high-paying  jobs  on  Wall 
Street  are  never  coming  back, 
partly  because  they've  been  laid 
low  by  the  bear  market.  That 
explains  why  business  and  civic 
groups  are  falling  over  them- 
selves to  attract  companies  to 
replace  the  high-spending  Wall 
Streeters.  The  New  York  City 
Partnership,  a  local  business  promoter,  has  launched  a  series  of 
road  shows  with  CEOs  like  csfb's  John  J.  Mack  to  sell  down- 
town's merits.  For  his  part,  Whitehead  says  he  is  not  hoping  to 
bring  back  all  the  lost  jobs  immediately.  He  and  his  staff  are 
betting  that  by  the  time  new  offices  at  Ground  Zero  are  built 
in  10  years,  the  economy  will  have  expanded  enough  to  gen- 
erate high-paying  employment  downtown. 

In  the  meantime,  some  former  downtown  tenants  are  still 
hedging  their  bets.  On  September  11,  the  $130  billion  money 
manager  OppenheimerFunds  lost  its  South  Tower  offices. 
Thankfully,  all  598  employees  survived  and  took  up  new  tem- 
porary quarters  in  midtown.  "I'm  sure  the  city  and  state  have 
every  intention  of  keeping  Manhattan  a  thriving  financial  cap- 
ital," says  ceo  John  V.  Murphy.  "I'm  just  not  sure  they  know 
how  to  go  about  it."  Murphy  is  now  weighing  his  options  for 
the  firm's  permanent  home.  Downtown  is  just  one  of  them. 

By  Robert  McNatt,  with 
Mara  Der  Hovanesian,  in  New  York 
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REHABBING 

DOWNTOWN:  THE 

CHALLENGES 

►  Balancing  the  desire 
for  a  memorial  to  the 
September  11  victims 
with  the  pragmatism  of 
keeping  downtown 
economically  vibrant 

►  Making  sure  that 

in  replacing  the  WTC, 
the  district  is  not 
flooded  with 
unnecessary  office 
space 

►  Persuading  business- 
es to  set  up  shop  in 
Lower  Manhattan  as 
marquee  financial 
firms  increasingly  move 
out  of  the  area 

►  Developing  a  mix  of 
residential  and  business 
amenities,  including 
schools,  shops,  and 
entertainment  spots 


KEEFE 
BRUYETTE: 
UP  FROM 
GROUND  ZERO 

After  losing  a  third  of  its  staff  and  all 
of  its  New  York  documents  and  files, 
the  firm  has  made  an  amazing  recovJ 


Hanging  in  the  New  York  offices  of  Keefe,  Bruyetil 
Woods  Inc.  is  a  painting  of  the  American  ft 
close  look  reveals  that  the  stripes  are  in  fact  nai 
These  are  the  67  people  who  worked  at  kbw's  of) 
on  the  88th  and  89th  floors  of  the  World  Trade  ( 
ter  and  died  on  September  11.  The  flag  is  the  I 
obvious  reference  to  the  tragedy,  and,  indeed,  to  all  ap] 
ances,  kbw — which  makes  its  money  by  researching,  t: 
and  advising  banks  and  financial-services  firms — is  prospe: 
It's  a  bittersweet  success.  "No  matter  what  horrible  t! 
you've  been  through,  life  goes  on,"  says  President  Andrei* 
Senchak.  "It's  horrifying  and  glorious  at  the  same  time.' 
Going  on  meant  rebuilding  the  shattered  firm,  which 
among  the  hardest  hit.  Since  that  day,  as  they  have  grie 
for  their  lost  colleagues,  Senchak,  ceo  John  G.  Duffy, 
their  staff  have  done  more.  Today,  the  reconstituted 
employs  more  people,  takes  in  just  as  much  in  commissi 
and  covers  almost  as  many  stocks  as  it  did  when  the  1 
Towers  fell.  Revenues  are  down  13%  from  a  year  ago, 
that's  an  impressive  achievement  given  the  economic  clim 
The  firm's  resurrection  is  a  result  of  Herculean  efforts  by 
viving  employees,  plus  dozens  of  outsiders, 
some  of  whom  radically  changed  their  lives 
to  join.  And,  Duffy  says,  kbw  caught  "some 
breaks  along  the  way." 

The  first  two  weeks  were  the  toughest. 
The  company  had  lost  its  co-chairman,  a  third 
of  its  staff,  and  all  of  its  New  York  docu- 
ments and  computer  files.  Senchak,  then  kbw's 
vice-chairman  and  the  man  who  ran  the  com- 
pany while  Duffy  was  home  mourning  the 
death  of  his  son,  Christopher,  an  employee, 
recalls  those  early  days  as  "fundamental 
chaos.  There  was  no  road  map  for  what  we 
had  to  do."  Still,  order  soon  emerged,  kbw  set 
up  temporary  digs  at  the  offices  of  Wachtell, 
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CEO 
'ffy  and  a  painting  in 
?  new  offices  featuring 
[  names  of  staffers  who 
'd  on  September  11 
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Ion,  Rosen  &  Katz,  a  mid- 
fi  law  firm  where  Senchak 
■  been  on  the  morning  of 
lember  11.  kbw  also  shipped  traders  up  to  its  Boston  offices 
I  securing  temporary  space  at  the  Banc  National  de  Paris. 
I  huge  hurdle  was  filling  the  vacancies — a  task  made  im- 
fcurably  simpler  when  Wall  Street  veterans,  ex-Keefe 
lloyees,  and  even  rivals  began  offering  their  services. 
I  such  person  was  Michael  Corasaniti,  an  ex-portfolio 
lager  for  Newberger  Berman  LLC  who  had  quit  the  rat 
I  to  teach  part-time  at  Columbia  University,  work  at  bou- 

r  research  shop  Graham  Fisher  Co.,  and  spend  more 
with  his  young  son.  As  he  scanned  the  list  of  missing  em- 
!lees  on  kbw's  Web  site,  Corasaniti  realized  the  firm  need- 
tis  help.  "It  was  like  a  phone  call  from  God,"  he  says. 
Jprasaniti's  decision  to  accept  a  job  as  director  of  research 


i  \ed  a  turning  point.  His  presence  prompted  former  col- 
leagues to  come  aboard,  too.  First  to  sign  up  were  two  of 
Corasaniti's  partners  from  Graham  Fisher.  "That  was  huge," 
sa;  Duffy.  "It  sent  the  message  that  Keefe  was  in  good 
enough  shape  to  join."  kbw's  reputation  for  solid  research 
helj  ed,  too.  Before  long,  most  of  Morgan  Stanley's  San  Fran- 
cisco bank-analyst  team  had  joined.  Then,  two  UBS  Warburg 
analysts  came  on.  "It  was  like  a  waterfall,"  says  Corasaniti. 
As  kbw  set  about  rebuilding  its  business,  employees  had  to 
be  creative.  At  Wachtell  Lipton,  where  the  investment 
bankers  set  up  shop,  there  weren't  enough  phones  to  go 
around.  So  they  used  public  ones  to  contact  clients.  "You'd  see 
this  Harvard  MBA  go  into  a  booth,  open  his  briefcase,  and  put 
the  finishing  touches  on  a  deal,"  says  Senchak.  "Then  he'd 
leave,  and  another  banker  would  go  into  the  same  booth." 

Whatever  it  took  to  keep  deals  flowing,  they  did.  By  De- 
cember, kbw  had  closed  13,  including  co-managing  a  $930  million 
trust-preferred  securities  offering,  the  largest  ever,  with  First 
Tennessee  National  Corp.  The  complicated  deal  meant  coordi- 
nating 85  small  banks  and  creating  and  selling  three  types  of 
bonds.  "Everyone  at  Keefe  worked  around  the  clock,"  says 

Gary  Grear,  president  of  ftn 
Financial  Securities  Corp.,  ftn's 
investment  bank.  "They  were 
going  to  get  that  deal  done." 

There  has  been  no  letup 
this  year.  Corasaniti  has  taken 
up  the  goals  laid  out  by  his 
late  predecessor,  David  S. 
Berry.  "David  projected  10% 
growth  for  2002.  I  want  his 
budget  met,"  he  says.  That  has 
put  a  strain  on  the  new  re- 
searchers. "No  one  has  gotten 
a  vacation  since  they  got 
here,"  says  Corasaniti.  "Maybe 
in  late  September  they  can 
have  a  little  time  off." 
While  kbw  seems  back  on  track,  its  execs  concede  their 
work  is  far  from  finished.  In  early  September,  construction  at 
the  new  headquarters  on  Seventh  Avenue  and  51st  Street  still 
wasn't  complete.  Wires  hung  from  the  ceiling.  Doors  were 
barricaded  with  wet-cement  signs.  Duffy's  office  was  a 
cramped,  unadorned  space  filled  with  boxes. 

There  is  a  nagging  worry  they  all  share:  What  if  operating 
in  crisis  mode  was  the  easy  part?  "When  things  get  back  to 
normal,  will  we  have  an  emotional  letdown?"  Duffy  asks. 
"The  rebuild  has  been  cathartic.  We  felt  we  were  doing  some- 
thing constructive."  But  even  if  his  fears  come  true,  clearly 
Duffy  &  Co.  will  cope. 

By  Heather  Timmons  in  New  York 
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ng  67  employees  on 
er  11,  KBW  staffed 
ly  as  Wall  Street 
signed  on — some 
ally  volunteering 
phones  and  trade 
r  free.  One  newcom- 
i  his  decision  to 
Wall  Street  from 
a  a  "call  from  God." 


AIDING  THE  FAMILIES 

The  company  has  paid 
$40  million  to  families  of 
lost  employees  and  raised 
$10  million  more  through 
the  KBW  Family  Fund,  which 
gets  money  from  donations 
and  "trading  days,"  such  as 
Sept.  24,  when  KBW  will 
donate  all  commissions  it 
brings  in  to  the  fund. 


REBUILDING 


In  March,  KBW  completed 
its  move  to  midtown.  Until 
then,  salespeople  and 
traders  had  worked  from  30 
desks  next  to  employees  of 
Banc  National  de  Paris  who 
were  trading  "bonds...  or 
stocks?  We  never  figured  it 
out — they  were  speaking 
French,"  says  a  KBW  staffer. 


GETTING  BACK  TO  WORK 

Keefe  had  plenty  of  money 
in  the  bank  and  the  sympa- 
thy of  Wall  Street,  at  least 
for  a  few  months.  But  amid 
an  industry  recession, 
clearly,  the  company  had 
to  perform  to  survive.  KBW 
co-led  a  $900  million 
securities  deal  in  December, 
the  largest  of  its  type  ever. 
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CHAINSAWAL  TAKES 
A  BIG  HIT 


TAXING  A  BREAK  FROM  CLEAN- 

ing  up  the  latest  wave  of  cor- 
porate scandals,  the  Securi- 
ties &  Exchange  Commission 
dealt  with  an  old  malefactor 
on  Sept.  4.  Albert  "Chainsaw 
Al"  Dunlap  settled  sec 
charges  that  he  had  used  ac- 
counting hocus-pocus  to  hide 
from  investors  the  true  fi- 
nancial state  of  Sunbeam 
from  1996  until  early  in  1998. 
Dunlap,  Sunbeam's  former 
ceo,  and  former  cfo  Russell 
Kersh  neither  admitted  nor 
denied  the  charges,  but  both 
accepted  a  lifetime  ban  from 
serving  as  officers  or  direc- 
tors of  any  public  companies. 
Dunlap  paid  a  fine  of 
$500,000— a  record  for  an 
individual  in  an  account- 
ing case — and  Kersh  paid 
$200,000.  The  sec  says  the 
fine  took  into  account  Dun- 
lap's  personal  $15  million  pay- 
ment to  shareholders  in  a 
class  action  and  says  neither 
man  profited  by  selling  Sun- 


CLOSING    BELL 


FILM  NOIR 

Shares  in  Eastman  Kodak 
dropped  4.6%  on  Sept.  3, 
to  $29.15,  after  analysts 
warned  that  price  wars  with 
Japanese  rival  Fuji  Photo 
Film,  weak  consumer  spend- 
ing, and  increased  use  of 
digital  cameras  will  cause 
problems  at  the  Rochester 
(N.Y.)-based  company  for 
the  foreseeable  future. 
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AMERICANS  CANT 
STOP  BUYING  CARS 

CONSUMERS  may  be  nervous, 
but  you  wouldn't  know  it 
from  the  torrid  U.  S.  pace  of 
August  auto  sales.  Chrysler 
Group  sales  gained  24%  over 
last  August;  General  Motors 
rose  18%;  and  even  laggard 
Ford  Motor  increased  12%. 
It  wasn't  just  suvs  and  mini- 
vans.  Big  Three  car  sales 
jumped,  too,  helped  along  by 
generous  incentives.  Still, 
sales  at  American  Honda, 
with  far  fewer  incentives, 
rose  13%.  Toyota  Motor,  also 
up  13%,  and  Honda  each 
posted  their  best  sales  month 
ever.  Carmakers  say  strong 
sales  are  keeping  inventories 
lean — a  good  sign  for  produc- 
tion this  fall.  But  gm  isn't  tak- 
ing any  chances.  The  auto  gi- 
ant on  Sept.  4  extended  0% 
financing  on  most  2003  mod- 
els through  Oct.  31.  Ford 
says  it  will  stick  with  0% 
mainly  on  the  outgoing  2002 
models  through  September. 

FOR  NAPSTER, 
THE  BIG  SLEEP 

NAPSTER,  THE  PIONEERING  ON- 
line  music  upstart,  has  weath- 
ered more  storms  than  near- 
ly any  Internet  company. 
From  relentless  beatings  by 
the  recording  industry  to 
ever-present  management 
turmoil,  Napster  has  some- 
how kept  alive  hopes  that  it 
could  one  day  emerge  as  a 
player  in  the  online  music  in- 
dustry. But  hopes  faded  on 
Sept.  3,  when  a  bankruptcy 
judge  sided  with  music  pub- 
Ushers  and  denied  the  $9  mil- 
lion sale  of  Napster's  assets 
to  Bertelsmann.  The  unex- 
pected decision  almost  surely 
dooms  the  cash-strapped  com- 
pany, which  is  expected  to 
liquidate  its  remaining  assets 
through  a  Chapter  7  bank- 
ruptcy process. 


Glenn  Tilton  has  shown 
dexterity  since  rising  to 
become  chairman  and  ceo 
of  Texaco  in  early  2001. 
After  just  eight 
months,  he  sold  the 
oil  giant  to 
Chevron.  Then, 
last  May,  while 
vice-chairman  of 
ChevronTexaco, 
he  took  on  the 
post  of  chairman 
of  Dynegy.  There, 
he  helped  salvage  the 
merged  company's  stake 
in  the  energy  trader  by 
averting  a  bankruptcy. 

Now,  he'll  really  be  test- 
ing his  skills.  On  Sept.  2, 
UAL  named  Tilton  chairman 
and  ceo,  succeeding  John 
Creighton  Jr.,  a  retired 
Weyerhaeuser  chief  who 
was  named  interim  boss 


last  fall.  Tilton,  54,  has 
until  Sept.  16  to  wrest 
from  unions  pay  cuts  nc 
ed  to  get  a  $1.8  bilhoil 
federal  loan  guara| 
tee.  So  far,  the 
line's  unions  ha 
balked  despite 
warnings  of 
bankruptcy.  A 
Tilton  won't  h, 
many  insiders- 
help  him.  UAL'a 
president  and  ch 
operating  officer  b 
quit  along  with  Creighi 
Although  Tilton  swea; 
the  carrier  can  be  saved 
analysts  say  Chapter  11 
likely.  But  he  has  exper 
ence  there,  too:  He  was 
rising  star  at  Texaco  wl 
a  huge  jury  verdict  fore 
it  into  bankruptcy  in  19$ 
Michael  Ar 


GE'S  CONTINENTAL 
FINANCE  PLAY 

general  electric  is  Ex- 
panding its  finance  business  in 
Europe,  ge  Commercial  Fi- 
nance is  acquiring  abb's  struc- 
tured-finance unit  for  $2.3  bil- 
lion in  cash  and  $1.2  billion  in 
assumed  debt,  a  move  that 
will  let  GE  broaden  its  product 
and  service  offerings  across 
Europe,  ceo  Jeffrey  Immelt 
has  good  reason  for  placing 
this  bet:  He  expects  revenue 
to  rise  faster  on  the  Continent 
than  in  the  U.S.  For  ABB,  a 
manufacturer  of  power  sta- 
tions and  robots,  the  deal 
means  sharply  reduced  debt. 
ABB  investors  liked  the  sound 
of  that:  Its  shares  rose  17%. 


NOW,  A  HERSHEY'S 
LEGAL  BAR 

THE  PROPOSED  SALE  OF  HER- 

shey  Foods  just  hit  another 
roadblock.    On    Sept.    4,    a 


Pennsylvania  judge  issu« 
injunction  blocking  any 
until  he  determines  wh< 
the  sale  requires  final 
approval.  Pennsylvania 
torney  General  Mike  Fi 
a  candidate  for  gove 
sought  the  injunction. 
Hershey  Trust,  which 
trols  77%  of  the  candy  I 
er's  voting  stock,  is  ex  I 
ing  a  sale  of  the  compail 
a  way  to  diversify  its  $5.  f 
lion  portfolio.  The  trust 
to  appeal  the  decision.  I 
now,  Wall  Street  is  bej 
the  trust  will  prevail.  Bui 
legal  battle  could  be  pri<| 

ETCETERA... 

■  No.  3  trucking  com]| 
Consolidated  Freight\| 
filed  for  bankruptcy  Sep| 

■  Former   WorldCom 
Scott  Sullivan  pleaded  I 
guilty  to  accounting  frauj 

■  Beermaker  Anheuser-Bl 
raised  its  2002  earnings  [ 
get  by  14%. 
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D  MORE  RED  CARPET 
OR  POLITICAL  ROYALTY 


hat's  in  a  name?  Not  as  much  as  there  used  to  be — at 

least,  if  it's  Kennedy  or  Cuomo.  On  Sept.  3,  when  a 

wet-eyed  Andrew  M.  Cuomo  withdrew  from  the  De- 

atic  primary  for  the  New  York  governorship,  which  he 

was  expected  to  dominate,  it  wasn't  just  the  isolated  fail- 

jf  a  candidate  who  ran  a  flawed  campaign.  All  over  the 

try,  big  names  with  big  bankrolls  and  high  expectations 

met  surprising  hostility  from  skeptical  voters. 

a  period  of  uncorked  populism  that  has  followed  the 

brate  crime  wave,  angry  Americans  are  exhibiting  a  dis- 

antiroyalist  streak  when  it  comes  to 

[dates.  "Being  dealt  a  good  hand  doesn't 

1  you  win  the  game,  and  having  a  great 

b  doesn't  mean  you  win  the  election," 

Democratic  consultant  Dane  Strother. 

-hese  troubled  times,  the  person  with 

oest  ideas  for  helping  people  improve 

lives  will  win,  whether  you  are  Smith, 

is,  or  Kennedy." 

mong  those  threatened  by  dynastic 
lash:  Florida  Governor  Jeb  Bush. 
i's  reelection  campaign  has  become  so 
erned  about  the  rapid  rise  of  dark- 
e  Democrat  Bill  McBride  that  it  has 
n  to  air  attack  ads  against  the  Tampa 
er.  The  first-term  governor  has  good 
)n  to  worry:  The  moderate  McBride  has  emerged  in  re- 
weeks  as  a  serious  threat  to  both  Democratic  primary 
:-runner  Janet  Reno  and  Bush. 

b's  brother,  the  President,  is  unlikely  to  sit  idly  by  while 
hunger  sibling  struggles  against  a  folksy  political  new- 
a.  However,  what  once  was  thought  of  as  a  clear  ad- 
ige — a  respected  political  pedigree — has  become  a  double- 
d  sword  as  voters  question  whether  either  blue-chip 
'jtives  or  blue-blood  candidates  deserve  their  trust, 
samples  cross  partisan  and  ideological  lines.  In  New 
Cuomo  was  running  far  behind  state  Comptroller  H. 
iMcCall  before  succumbing  to  intense  Democratic  pres- 


!  CAPITAL  WRAPUP 


QUITTING:  Cuomo  and  mentor 


sure  to  throw  in  the  towel.  Five  months  earlier,  the  son  and 
namesake  of  legendary  Pennsylvania  Governor  Robert  P. 
Casey  was  trounced  by  a  more  charismatic  Democratic  pri- 
mary rival,  former  Philadelphia  Mayor  Ed  Rendell.  In  Texas, 
the  sons  of  two  GOP  congressmen,  including  House  Majority 
Leader  Dick  Armey,  failed  even  to  capture  the  party  nomi- 
nation when  they  tried  to  follow  in  their  fathers'  footsteps. 

The  family  dynasty  most  at  risk  this  year,  though,  is  that 
of  the  Kennedys.  Maryland  Lieutenant  Governor  Kathleen 
Kennedy  Townsend,  the  eldest  child  of  Robert  F.  Kennedy, 
has  seen  her  huge  lead  in  the  governor's 
race  evaporate  amid  an  uninspired  cam- 
paign against  a  lightly  regarded  Republi- 
can foe  in  a  heavily  Democratic  state.  In 
Washington's         Maryland         suburbs, 
Townsend's  first  cousin  Mark  Shriver,  son 
of  President  Kennedy's  sister  Eunice,  is 
locked  in  a  surprisingly  tight  House  pri- 
mary. Even  if  Shriver  survives  the  Sept. 
10  contest,  he  is  trailing  gop  incumbent 
Constance  A.  Morella  in  a  Democratic- 
leaning  district,  according  to  polls.  And 
certainly,  the  Kennedy  magic  didn't  help 
former  Housing  &  Urban  Development 
Secretary  Cuomo,  who  is  married  to  an- 
"  other  daughter  of  Robert  F.  Kennedy. 
Among  the  Kennedys'  woes:  The  conviction  of  family  mem- 
ber Michael  Skakel  in  the  death  of  a  teenage  neighbor  27 
years  ago  has,  fairly  or  not,  reminded  voters  of  the  dark 
side  of  the  Camelot  legend.  Says  Claremont  McKenna  College 
political  scientist  John  J.  Pitney  Jr.:  "In  competitive  races, 
there  is  a  focus  on  competence — not  genetics — this  year." 

It's  often  said  that  political  children  inherit  half  of  their  par- 
ents' friends  and  all  of  their  enemies.  That,  combined  with  a 
deeply  distrustful  electorate,  may  mean  the  electoral  name 
game  is  over  for  a  while.  Certainly,  it's  enough  to  give  pause 
to  pols  as  disparate  as  George  W.  Bush  and  Hillary  Rodham 
Clinton  as  they  look  to  the  uncertain  future.  ■ 


W  TAX  STIMULUS? 

t's  still  a  long  shot,  but  odds  are 
>roving  that  Congress  will  pass  a 
v  economic  stimulus  bill  before  the 
:tion.  Hill  Democrats,  wary  of  op- 
ing another  tax  cut,  say  they  might 
sider  some  elements  of  a  White 
use  plan  that's  expected  soon.  Top 
1  aides  say  Dems  might  agree  to  a 
vision  that  would  let  individuals  re- 
/e  up  to  $500  a  year  in  dividends 
free,  as  well  as  liberal  new  with- 
wal  rules  for  Iras.  In  return,  Dems 


would  likely  demand  a  13-week  exten- 
sion of  unemployment  benefits  and 
$9  billion  to  help  states  pay  soaring 
Medicaid  costs. 

IN  A  WORD,  WORRIED' 

►  For  the  first  time  since  September 
11,  a  national  poll  shows  President 
Bush's  job-approval  rating  dipping 
below  60%.  According  to  an  Aug.  26- 
29  survey  by  the  independent  Ameri- 
can Research  Group,  59%  of  Ameri- 
cans give  Bush  good  marks.  That's 
still  an  impressive  number,  and  it  in- 


cludes 47%  of  Democrats  and  52%  of 
Independents.  Republicans,  however, 
have  to  be  concerned  about  public 
perceptions  of  how  Bush  has  handled 
the  economy.  Just  47%  of  voters  say 
he's  a  deft  steward.  And  70%  of  De- 
mocrats give  him  a  thumbs-down. 
When  asked  to  give  a  one-word  de- 
scription of  their  feelings  about  the 
Bush  Presidency,  respondents  most 
often  answered:  "worried."  That's 
not  a  word  you  want  on  the  tips  of 
voters'  tongues  just  before  midterm 
elections. 


BusinessWeek  /  September  16,  2002  39 


In  Busin 


EDITED  BY  MC 


chains; 

ABII 


MAKING  CANON  CLIC 

How  Fujio  Mitarai's  East-West  style  revived  the  company 


In  the  early  1990s,  Fujio  Mitarai  was 
one  frustrated  executive.  He  had  re- 
cently returned  to  Canon  Inc.'s 
Tokyo  headquarters  after  a  23-year 
stint  in  the  U.  S.,  where  he  built  Canon's 
camera  and  copier  businesses  into  mar- 
ket leaders  and  befriended  top  execs  of 
companies  from  General  Electric  Co.  to 
American  Express  Co.  His  goal  was  to 
push  U.S.-style  practices  through  the 
entire  Japanese  conglomerate  in  order 
to  cut  costs  and  clean  up  its  finances. 
Otherwise,  Mitarai  argued,  Canon  was 
headed  for  serious  trouble. 

Few  colleagues  heeded  his  call.  Al- 
though he  was  a  senior  managing  di- 
rector, Mitarai  says,  "I  wasn't  senior 
enough  to  get  the  top  executives  to  lis- 
ten to  me."  Then,  a  stroke  of  fate  forced 
them  to  pay  attention.  In  August,  1995, 
Mitarai's  cousin,  Canon  President  Ha- 
jime  Mitarai,  died  suddenly  of  pneumo- 
nia. Passing  over  six  more  senior  exec- 
utives, Canon's  board  gave  him  the  job. 
That  marked  the  beginning  of  Canon's 
transformation.  In  seven  years,  Mitarai 
has  turned  an  unwieldy  conglomerate 
burdened  with  money-losing  subsidiaries 


into  a  streamlined  organization.  During 
the  tenure  of  Mitarai,  who  became  ceo 
in  1997,  Canon's  net  profits  have  tripled, 
to  $1.4  billion,  on  sales  of  $24.3  billion. 
Market  capitalization  has  swelled,  from 
$11  billion  to  $34  billion,  despite  the 
steady  decline  of  Japanese  stocks.  A  big 
reason:  Mitarai  relentlessly  drives  his 
staff  to  cut  costs  and  boost  profits.  Nor 
has  he  been  shy  about  closing  weak 
divisions. 

There  is  more  to  Mitarai's  success 
than  aping  the  U.  S.  obsession  with  the 
bottom  line.  What  some  observers  dub 
the  "Mitarai  Way"  also  incorporates 
Japanese  practices.  He  rejects  the  U.S. 
belief  in  appointing  outside  board  mem- 
bers, contending  they  contribute  little. 
Instead,  he  has  given  more  power  to 
auditors  to  oversee  executive  actions. 
He  bases  pay  on  merit  to  encourage 
staff  to  increase  sales  and  improve  prod- 
ucts. But  Mitarai  still  promises  lifetime 
employment  to  inspire  loyalty. 

While  Mitarai  is  demanding  and  deci- 
sive, he  also  tries  to  forge  consensus 
before  making  a  major  move.  In  1997, 
for  example,  he  wanted  to  convert  every 


Canon  factory  to  a  new  productiorj 
tern  that  organizes  workers  into 
clusters,  or  "cells,"  instead  of  lor 
sembly  lines.  Mitarai  spent  we< 
ning  over  wary  senior  execs  in 
debates  on  the  pros  and  cons  o| 
arrangement.  The  result  has  been 
spike  in  Canon's  productivity.  "Ml 
combines  Western  management  pi 
pies  with  those  of  Japan  to  creatl 
own  unique  style,"  says  Masao  H:| 
McKinsey  &  Co.'s  Japan  director. 

The  formula  certainly  seems  to 
and  at  a  time  when  Japan  is  despl 
for  somebody  to  lead  it  out  of  ecosl 
quagmire,  this  is  making  Mitarai 
something  of  a  hero.  His  makeo\| 
Canon  is  the  subject  of  a  new 
and  the  Mitarai  Way  is  lauded  il 
merous  articles  in  the  popular  jl 
"Many  company  managers  now  lof 
to  Mitarai  as  a  role  model,"  says  "51 
Nakamura,  senior  managing  direcl 
Keidanren,  Japan's  influential  bu;f 
leaders'  organization. 

Not  that  Mitarai  lacks  challel 
Weak  export  markets  and  the  si 
Japanese  yen  should  keep  net  jl 
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HEAVY  R&D 

Critics  say  Canon  spends 
too  much 

^■B  and  revenues  flat  in  2002.  Dig- 
fc»  *1  ital-camera  and  copier  sales 
remain  robust,  but  sales  of 
laser  printers  and  chipmaking 
equipment  are  off.  "He  has  to 
come  up  with  a  new  product 
or  innovation  that  will  drive 
Canon's  growth  in  the  future," 
says  Keio  University  econo- 
mist Masaru  Kaneko. 

Still,  Canon  is  in  far  better 
shape  than  the  rest  of  Japan 
Inc.,  which  is  starting  to  look 
to  Mitarai  for  inspiration.  Be- 
fore Mitarai  took  over,  Canon 
had  a  dozen  major  divisions 
that  operated  like  individual 
fiefdoms,  obsessed  with  build- 
ing sales  numbers  at  any  cost. 
Now,  there  are  four  key  divi- 
s:  copiers,  printers,  cameras,  and 
ical  equipment.  Canon  managers 
st  fund  product  development  and 
ital  investment  out  of  cash  flow 
ler  than  bank  loans  and  bond  issues. 
Canon  grew,  managers  forgot  about 
nomy  and  efficiency,"  Mitarai  says.  "I 
eht  them  that  we  can't  accomplish 
thing  in  business  without  profits." 
litarai's  profit  fixation  dates  to  1966. 
the  time,  he  had  just  been  rested  as 
accountant  to  Canon's  then-tiny  U.  S. 
dquarters  in  a  windowless  warehouse 
Manhattan.  By  tinkering  with  ac- 
nts  receivable,  Mitarai  prepared  a 
ort  showing  Canon  had  earned  $6,000 
he  U.S.  on  $3  million  in  sales.  The 
fits  seemed  low  to  the  Internal  Rev- 
e  Service,  which  suspected  Canon 
ht  be  avoiding  taxes.  But  auditors 
*ned  the  U.S.  operations  actually 
•e  in  the  red — and  suggested  Canon 
ht  be  better  off  closing  its  office. 
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That  was  a  wake- 
up  call.  Mitarai  began 
pushing  staff  to  cut 
-  and  fatten  mar- 
gins and  sales.  Sever- 
al years  later,  he  was 
promoted  to  head  of 
Xorth  American  cam- 
era sales.  In  the  early 
'70s,  Canon  made 
cameras  for  Bell  & 
Howell  Co.,  but  its 
own  brand  was  weak. 
So  Mitarai  and  other 
Japanese  managers 
called  on  dealers  from 
Alberta  to  New  Mex- 
ico. He  erifi 
the  continent  in  rental 
cars,  staying  in  $16- 
a-night  motels  to 
economize.  Mitarai 
lived  in  a  rooming 
house  in  Queens,  N.Y. 
On  weekends,  recalls  Toshizo  Tanaka, 
Canon's  top  financial  officer,  who  also 
worked  in  New  York,  he  and  Mitarai 
took  buses  to  a  nearby  golf  course. 

Those  golf  skills  came  in  handy.  After 
he  became  president  of  Canon   i 
1979,  Mitarai  cultivated  top  ' 
One  golf  partner  was  former  GE  CEO 
Jack  Welch.  Mitarai  pumped  him  for  ad- 
vice. "Mitarai  wanted   to  talk  about 
strategy  and  management  meth' 
and  whether  they  could  be  applied  to 
Japan,"  recalls  Haruo  Murase,  now  pres- 
ident of  Canon's  Japan  marketing  arm. 

Meanwhile,  Mitarai  learned  to  build  a 
business.  In  1976,  he  started  advertis- 
ing on  TV  to  establish  Canon's  name  in 
cameras  and  outbid  market  leader  Nikon 
Corp.  to  become  official  sponsor  of  the 
1976  Summer  Olympics  in  Montreal.  He 
then  took  on  Xerox  Corp.,  the  photo- 
copier king.  Canon  recruited  vendor-  and 
launched  cheaper,  compact  copier- 


BUILDING  PROFITS 

Since  Fujio  Mitarai  took  over  Canon  in  1995, 
earnings  have  been  the  key  focus 
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Canon  is  global  leader, 
with  a  30%  share. 

After  his  1989  re- 
turn to  Tokyo,  Mitarai 
oversaw  accounting, 
mnel,  and  admin- 
istration. He  was 
alarmed  at  the  finan- 
cial shape  of  many 
Canon  divisions.  Seven 
were  in  the  red,  and 
profitable  one-  were 
building  o 
plants  with  no  coordi- 
nation. Upon  becom- 
ing president  in  1995, 
it  didn't  take  long  for 
Mitarai — a  nephew  of 
Canon's  co-founder — 
to    <•■  ispicions 

that  he  owed  hi 

to  nepotism.  To 
under-con-  that  all  di- 
vision* are  part  of  one 
company,  he  introduced  consolidated  bal- 
ance sheet:-.  Mitarai  used  Canon's  tradi- 
tional informal  board  meetings,  which 
start  daily  at  7:4o  a.m.,  to  prod  ex< 
debate  the  company's  direction.  H< 
initiated  daily  lunch  meetings  with 
managers  and  monthly  meetings  for  800 
lower-level  managers. 

To  fix  Canon's  finances,  Mitarai  took  a 
scalfjel  to  money-losing  businesses.  With- 
in the  first  three  months  of  taking 
he  decided  Canon  should  shut  its  PC 
business,  which  lost  $8o  million  in  199;",. 
ited  liquid-crystal  displays  and  elec- 
tric typewriter.-.  The 

and 
other  me 
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h  e  1  p  e  d 
Car; 

from  $7 
52J5 
today. 
Perhaps 


cut 

debt, 
billion 
billion 


Mi- 


FUJIO  MITARAI 


|ORN  Sept.  23,  1935, 
temae,  Oita  (Kyushu),  Japan 

9UCATION  BA,  law, 
,iuo  University  CTokyo),  1961 

MtLY  DREAMS  Unlike 
Is  three  brothers,  who 
^Hed  their  father  into 
Jedicine,  Fujio  wanted  to 
p  overseas — even  though 
ooke  only  Japanese. 

St  JOB  In  1961,  joined 

hon,  which  his  uncle  co- 

mded  in  1937.  Assigned 


to  the  accounting  depart- 
ment after  one  year. 

EARLY  CAREER  In  19 

transferred  to  Canon's  New 
York  office  to  handle 
accounting. 

RISING  STAR  Spen* 

years  helping  build  U.S.  op- 
erations. President,  Canon 
USA,  1979-89.  Fraternizes 
with  American  CEOs  on  the 
golf  course.  Returned  to 
Tokyo  in  '89  as  managing 
director,  Canon  Inc. 


TOP  JOB  Appointed  Canon 
president  after  Hajime  Mi- 
tarai died  suddenly  in 
1995.  Became  CEO  in  1997. 


MANAGEMENT  STYLE 

Holds  daily  meetings  with 
managers.  Combines  U.S. 
practices  such  as  merit- 
based  pay  and  profits 
emphasis  with  Japan- 
ese style  of  consen- 
sus and  job  security. 

Data:  Canon  Inc.. 

BusinessWeek 


BusinessV.  'ember  16    2002  41 


T 


OUR 


JUST  AS  FAMOU 
ITARTINC  CONVERSATION 


tarai's  biggest  accomplishment  was' 
start  converting  Canon  to  the  "c< 
system  of  production  in  1998.  A 
dozen  workers  in  a  small  space  can 
match  the  output  of  30  on  the  old 
sembly  lines.  All  29  Japanese  pla 
now  use  the  cell  system,  and  Canon's 
overseas  facilities  are  converting.  T 
helped  Canon  eliminate  10,000  contr 
workers  and  freed  up  the  equivalent 
five  factories. 

But  Mitarai  isn't  stingy  on  resea 
&  development,  which  he  plans  to  be 
from  7.5%  of  sales  now  to  10%.  In 
past  two  years,  Canon  has  inves 
$500  million  on  optical  technology 
next-generation  chipmaking  equiprm 
Some  analysts  think  that's  excessi 
Mitarai    argues    that 
it's  crucial  if  Canon 
hopes  to  deliver  inno- 
vative products,  such 
as   copiers,   printers, 
and  cameras  that  link 
to  networks.  Mitarai, 
who  doesn't  plan  to 
retire     soon,     wants 
Canon  to  be  No.  1  in 
digital  cameras  (it  now 
is  third),  ink-jet  print- 
ers, and  steppers  for 
making  chips. 

Mitarai  also  stresses 
shareholder        value, 
making  corporate  ac- 
counts more  transpar- 
ent    and     personally 
attending       investor 
meetings.  Still,  Mitarai 
rebuffs    U.  S.    share- 
holder   demands    for 
short-term  profits,  saying  they  enco 
age  companies  to  doctor  results 
Canon,  he  says,  employees  are  van 
valuable  than  investors.  So  Mitarai  ga  ' 
antees  the  jobs  of  Canon's  20,000  Jap 
ese  full-time  workers.  "There  are  fi£j 
job  opportunities  in  Japan  today 
less  mobility,"  he  says. 

This  strategy  may  work  as  loi 
Canon  continues  to  grow.  That's  a 
order  given  weak  U.S.  and  Euro] 
demand,  since  exports  account  for 
of  sales.  Still,  Canon  is  lucky  that 
tarai  did  most  of  the  streamlining 
the  global  economy  was  strong. 

By  waiting  until  Japan  is  in 
restructuring  efforts  by  money-li 
conglomerates  such  as  Hitachi,  Fuji 
and  Toshiba  have  met  stiff  resisi 
Mitarai's  advice:  "They  have  to 
ganize,  put  the  emphasis  on  profits,  i 
start  paying  more  attention  to  si 
holders."  This  time,  the  rest  of  J 
Inc.  would  do  well  to  listen. 

By  Irene  M.  Kunii  in 
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IS  THE  EURO  UNLEASHED 
WAVE  OF  PRICE-GOUGING? 

ppers  say  prices  are  soaring.  Hard  numbers  say  they're  not 


ians  love  shopping.  But  they  hate 
ing  overcharged.  So  millions  are 
pected  to  go  on  a  nationwide  shop- 
strike  on  Sept.  12  to  protest  what 
see  as  a  dramatic  surge  in  prices 
the  introduction  of  euro  notes  and 
on  Jan.  1.  The  anger  isn't  limited 
ily.  In  Germany,  thousands  of  citi- 
phone  a  special  government  hotline 
day  to  complain  about  price  hikes. 
ranee,  there  are  complaints  about 
ising  price  of  everything  from  gro- 
5  to  a  trip  to  the  hairdresser.  Irate 
cs  staged  their  own  shopping  strike 
;pt.  3. 

protesters  seem  to  have  plenty  to 

aset  about.  Fresh  cucumbers  and 

toes  now  cost  10%  more  than  they 

year  ago,  and  a  shampoo  and  set  in 

is  up  by  an  average  12%,  consumer 

)s  say.  In  Italy,  a  plate  of  pasta  at 

trattorias  will  set  you  back  almost 

as  much  as  it  did  last  fall.  Overall, 

bner  watchdogs  estimate  that  an- 

nflation  in  the  12-country  euro  zone 

ni  5%  in  July.  "Restaurant  owners 

etailers  have  used  the  new  curren- 

an  excuse  for  forcing  through  huge 

increases,"  gripes  Anneliese  Gut- 

,  a  retired  civil  servant  encoun- 

in  Frankfurt's  Norwestzentrum 

ling  center.  "It's  an  absolute 

al." 

certainly  would  be — if  it  were 
But  according  to  Eurostat, 
luropean  Union's  Luxembourg- 
statistical  agency,  inflation 
the  euro  zone  is  just  1.9% 
le  12  months  through  July. 
Dfficial  stats  are  backed  by 
economists.  "There  is  no 
n  to  doubt  the  statistics," 
Guido  Tabellini,  an  economics 
ssor  at  Milan's  Bocconi  Uni- 
ty. That's  also  the  view  of  the 
tary  mavens  at  the  European    ' 
■al  Bank,  whose  chief  mandate 
ation  control.  "Overall,  there  is 
idence  that  the  euro  changeover 
ad  a  significant  effect  on  the  av- 
s  price  level,"  says  ecb  President 
Duisenberg. 

be  sure,  the  prices  of  many 
J  and  services  have  shot  up.  The 
ler's  bad  weather  washed  out  crop- 
and  boosted  fresh-produce  prices. 


Tax  increases  hiked  the  prices  of  to- 
bacco and  some  luxury  goods.  Public 
transit  fares  were  rounded  up,  some- 
times by  a  third.  And  some  unscrupu- 
lous business  owners  did  push  through 
big  increases,  sometimes  simply  by 
switching  currency 
symbols  without 
changing  the  numbers 
behind  them.  German 
Finance  Minister  Hans 
Eichel  was  himself  a 
victim:  He  says  he  was 
charged  3.50  euros  for 
a  sausage  and  roll  that 
used  to  cost  him  3.50 
Deutschemarks — little 
more  than  half  as 
much.  Livid,  he  called 
on  Germans  to  boycott 
underhanded  mer- 
chants. "I  don't  go 
back  to  places 


LIES,  DAMN  LIES, 
AND  STATISTICS 

Consumer  groups  believe  that 
Euro-zone  inflation  is  much  high- 
er than  the  official  figures  show 

INFLATION  IN  JULY,  YEAR-ON-YEAR 


OFFICIAL 
FIGURES 

UNOFFICIAL 
ESTIMATES 

EURO  ZONE 

1.9% 

5.3% 

GERMANY 

1.0 

4.2 

FRANCE 

1.5* 

5.5 

ITALY 

2.4* 

8.0 

where  I  feel  ripped  off,"  he  said. 
Fair  enough.  But  economists  point 
out  that  for  every  overpriced  sausage 
there  is  an  appliance  that's  now  cheap- 
er. Even  in  Italy,  where  anger  at  al- 
leged "euro-gouging"  is  fiercest,  the  of- 
ficial annualized  inflation  rate  was  a 
tolerable  2.4%  as  of  July.  And  switching 
to  the  euro  was  responsible  for  no 
more  than  two-tenths  of  a  percentage 
point  of  that,  says  Eurostat.  Econo- 
mists say  the  yawning  gap  between 
the  public  perception  of  inflation  and 
its  real  level  is  psychological.  "Con- 
sumers notice  price  increases  for  things 
they  pay  for  in  cash  or  buy  regularly, 
like  their  groceries  or 
going  to  a  bar,"  says 
Jean-Pierre  Durante, 
an  economist  at  Pictet 
&  Cie.,  a  private  bank 
in  Geneva.  "But  they 
don't  notice  price  de- 
creases on  big-ticket 
items  such  as  comput- 
ers or  cars."  On  top  of 
that,  surveys  show 
that  many  people  still 
have  no  idea  of  the 
euro  cost  of  basic 
items  such  as  six  eggs 
or  a  loaf  of  bread. 

Even  if  prices  aren't 
really  soaring,  officials 
are    being   forced   to 
pay  attention  to  the 
rising  tide  of  discontent.  On  Aug.  30, 
the  Italian  government  slapped  a  three- 
month  freeze  on  some  utility  and  trans- 
portation prices,  a  move  condemned  by 
most    economists,    who    say    prices 
should  be  governed  by  market  forces, 
not  by  government  fiat.  Still,  union 
leaders   in   Italy   are   demanding 
sharp  pay  raises  and  threatening  a 
nationwide  strike.  A  longer-term  ef- 
fect: If  the  euro  becomes  associated 
in  the  popular  consciousness  with 
higher  inflation,  that  won't  help  its 
cause  in  Britain,   Denmark,   and 
Sweden,  the  three  EU  nations  that 
don't  use  the  euro. 

One  thing  consumers  can  count 
on:  The  ecb  isn't  likely  to  raise  in- 
terest rates  to  tame  inflation  that 
it  doesn't  think  is  there.  With 
euro-zone  consumption  down  0.9% 
from  its  level  a  year  ago,  the  last 
thing  the  Continent's  struggling 
economy  needs  is  even  weaker  de- 
mand brought  on  by  higher  rates. 
Indeed,  instead  of  a  national  shop- 
ping strike,  what  Europe  could  use 
is  a  big  shopping  spree. 
By  David  Fairlamb  in  Frankfurt, 
with  Gail  Edmondson  in  Rome 
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Preliminary  figure;  Data:  Eurostat, 
Eurispes,  Union  Federale  des 
Consommateurs,  Bild  Zeitung 
National  Consumer  Assn. 
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RUSSIA 


TO  RUSSIA,  WITH  LOVE: 
THE  MULTINATIONALS'  SONG 

The  country  is  becoming  the  darling  of  consumer  giants 


It's  2  p.m.  on  a  Saturday  afternoon  in 
the  north  of  Moscow,  and  the  newly 
opened  hypermarket  of  French  retail 
group  Auchan  is  jam-packed.  As 
queues  stretch  20  deep  or  more  across 
68  cash  registers,  floor  manager  Tatyana 
Skorokhodova  closes  the  entrance  to  the 
store  for  five  minutes  to  ease  the  flow. 
Inside  the  store,  26-year-old  attendant 
Yelena  Yeremikhina  dashes  to  refill 
shelves.  "People  are  grabbing  this  stuff 
right  out  of  our  hands,"  she  gasps. 

Surveying  the  chaos  from  a  balcony, 
Philippe  Longuet,  Auchan's  general  di- 
rector for  Russia,  is  unfazed.  "For  an 
opening,  this  is  not  extraordinary,"  he 
says.  Longuet  even  sees  enough 
demand  to  open  two  more  hyper- 
markets soon,  despite  stiff  compe- 
tition. "We  think  the  economy  is 
now  stable,"  he  says,  "and  we  hope 
Russians'  purchasing  power  is  go- 
ing to  continue  to  grow  fast." 

"Fast"  sounds  like  an  under- 
statement. Four  years  after  the 
August,  1998,  ruble  devaluation 
wiped  out  the  savings  of  citizens 
overnight,  Russia's  recovery  is 
translating  into  a  consumer  boom. 
Consumer  spending  has  been 
climbing  so  rapidly— 42%  in  the 
past  two  years — that  it's  not  only 


attracting  retail  giants  such  as  Auchan, 
but  it's  also  turning  Russia  into  the 
fastest-growing  market  for  many  ma- 
jor multinationals,  including  Procter  & 
Gamble,  Nestle,  L'Oreal,  and  Ikea.  "Rus- 
sia has  become  a  priority  for  most 
multinationals,"  says  Daniela  Riccardi, 
vice-president  for  Eastern  Europe  at 
P&G.  The  Cincinnati-based  giant  is  now 
Russia's  biggest  advertiser. 

Sales  are  climbing  for  everything 
from  beer  to  hair  coloring.  Analysts 
tracking  the  fortunes  of  Danish  brewer 
Carlsberg  watch  the  ruble  exchange 
rate  as  a  profit  indicator  for  the  compa- 
ny. Carlsberg  owns  50%  of  Baltic  Bev- 


THRONGED 

Muscovites  grocery  shopp 
at  the  newly  opened  Aucl 
hypermarket 

erages  Holding,  maker  of  the 
ular  Baltika  beer.  Last  year,  ! 
ka  sales  soared  60%  to  $537 
lion.  While  Russian  men  g 
more  beer,  women  are  snaf 
up  cosmetics.  Last  year,  L'O: 
sales  in  Russia  jumped  52%. 
It's  a  surprising  and  per 
fragile  surge — especially  cons 
ing  that  most  Russians  scraj 
on  an  average  monthly  waj 
$144,  according  to  official  si 
tics.  That's  still  slightly  below 
crisis  levels  but  more  than 
ble  the  average  wage  in 
when  the  collapse  of  the  i 
sent  the  monthly  wage  plum 
ing  to  $63.  Since  then,  high  oil 
have  fueled  a  boom  that  has  not 
replenished  government  coffers,  bu 
also  boosted  wages  across  the 
and  given  businessmen  in  noneni 
sectors  the  confidence  to  invest, 
disposable  income  climbed  7.4%  di 
the  first  half  of  the  year,  nearly  twi 
fast  as  gross  domestic  product  gro 
Most  of  that  cash  is  headed  str 
for  retailers'  registers:  Russians  s 
the  majority  of  their  paychecks  on 
and  household  products.  The  ban 
system  is  so  underdeveloped  that 
consumers  have  the  burden  of  pa 
off  mortgage  and  other  loans.  Not  r 
pay  rent,  either:  Most  Russians 
given  ownership  of  their  apartr 
just  after  the  breakup  of  the  S< 
Union.  'Teople  have  more  money," 
Pekka  Huttunen,  L'Oreal's  directo: 
Russia.  "And  they  trust  more  in  th 
ture,  so  they  are  spending  more." 
That's  certainly  true  for  Tatyana 
mova,  a  34-year-old  computer  prog 
mer,  who  is  bustling  round  the  Au 
store  with  her  11 -year-old  son  anc 


Russians  Are  Spending 
More  Monev . . . 


. . .  And  Consumer-Goods  Makers 
Are  Cashing  In 
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SMALL   WONDER 


Actual  chip  size  at 
least  25  times  smaller.* 


u're  looking  at  the  Mu  (u)-chip,  the  smallest  chip**  on  the  planet.  Mu-chip 
n  be  attached  to  most  things,  including  passports  and  bank  notes.  It  is 
/olutionizing  security  and  authentication  technologies  with  its  intelligent  data 
>rage  abilities.  As  an  egg  brings  new  life,  so  Hitachi  is  always  looking  to  bring 
new  quality  to  life.  Hitachi  is  working  throughout  the  various  fields  of  life 
ences,  this  includes  all  human  protein  analysis  through  which  lives  can  be 
Jed  and  prolonged.  Small  wonders  building  big  futures.  Visit  Hitachi  on  the 
'b  and  see  how  we're  inspiring  the  next  with  our  advanced  technologies  and 
lovative  solutions. 

tual  chip  size  measures  0.4  mm  x  0.4  mm    "Smallest  RFID  (radio  frequency  identification)  chip 


HITACHI 

Inspire  the  Next 


http://global.hitachi.com/inspire/ 
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grandmother  in  tow.  Her  family's  in- 
come is  $450  per  month.  As  Yefimova 
wheels  her  shopping  cart  around,  she 
fills  it  with  Ariel  laundry  powder, 
Danone  yogurt,  and  locally  produced 
fresh  meat.  She  says  she  intends  to 
spend  about  $50  this  shopping  trip  and 
will  do  so  again  next  week.  "We  can  be 
more  certain  of  quality  here,"  she  says. 

How  long  will  this  consumer  boom 
run?  Despite  recent  successes,  1998  still 
casts  a  shadow  on  the  country.  Global 
consumer-goods  giants  saw  their  earn- 
ings in  Russia  reduced  by  half  that  year. 
So  to  limit  their  exposure  to  another 
downturn,  these  multinationals  are  in- 
creasing local  production.  That  lowers 
costs  by  reducing  punitive  customs  tariffs 
on  imports  and  protects  against  devalu- 
ations, which  could  again  price  imports 
out  of  the  market.  Thus  Nestle  has  in- 
vested over  $200  million  since  1995  to 
upgrade  nine  plants  for  the  production  of 
chocolate,  ice  cream,  cereals,  and  Maggi 
instant  soups  and  sauces,  p&g  recently 
spent  $50  million  upgrading  its  plant  in 
the  Tula  region  near  Moscow.  "We  see 
more  solidity  in  the  economy  than  we 
did  in  the  past,"  says  p&g's  Riccardi,  "but 
you  can  never  say  never." 

There  are  warning  signs  on  the  hori- 
zon. Economists  say  that  government 
plans  to  hike  spending  next  year  by 
19.6%  and  increase  borrowing  could 
destabilize  the  economy.  "It  will  be  more 
difficult  to  keep  up  this  momentum  if 
the  government  loosens  financial  policy," 
says  Roland  Nash,  head  of  research  at 
Moscow  brokerage  Renaissance  Capital. 

But  many  are  confident  Russia  is  out 
of  the  boom-bust  turmoil  of  the  last 
decade.  For  Lennart  Dahlgren,  Russia 
director  for  Swedish  furniture  store 
Ikea,  proof  of  that  came  after  Septem- 
ber 11:  Net  sales  for  Ikea  fell  every- 
where but  Russia.  The  company  is 
spending  more  money  on  expansion  in 
Russia  than  anywhere  else  in  the  world. 
It  now  has  two  stores  in  Moscow  and  is 
planning  to  open  a  third  at  the  end  of 
the  year — in  a  $250  million  mall  it  is 
constructing  that  will  be  the  second 
biggest  in  Europe. 

Growth  may  start  to  slow  from  the 
economy's  rapid  climb  out  of  crisis,  but 
multinationals  are  still  banking  on  dou- 
ble-digit gains  for  several  years  to  come. 
After  all,  annual  per  capita  expenditure 
on  P&G  products  in  Russia  is  a  puny  $3, 
vs.  $77  in  the  U.  S.  As  long  as  President 
Vladimir  V.  Putin  can  keep  the  country 
on  a  steady  course,  the  potential  for 
consumer  sales  is  huge.  Meanwhile,  the 
cash  registers  keep  ringing. 

By  Catherine  Belton  in  Moscow,  with 
bureau  reports 
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PUMA  SHARPENS 
ITS  CLAWS 

Sawy  marketing  is  turning  it 
into  a  fashion  icon 


M 


30 


leeeeeyow!  Did  you  see  that  little 
black  catsuit  on  Serena  Williams? 
I  The  faux  leather  outfit,  part  of  an 
apparel  line  the  top-seeded  tennis  star  is 
promoting  for  Puma,  set  the  Flushing 
Meadows  grandstand  abuzz  when  she 
wore  it  on  the  first  night  of  the  U.S. 
Open  in  late  August.  "It  makes  me  run 
faster  and  jump  higher,"  Williams  told 
reporters  after  winning  her  match 
against  Corina  Morariu. 

Well,  that  may  be  stretching  things  a 
bit.  But  Puma,  a  venerable  German  ath- 
letic-shoe maker  that  nearly  collapsed  in 
the  1990s,  sure  seems  to  be  defying 
gravity.  The  brand  with  the  leaping-cat 
logo  is  winning  over  fashion-  g^^m 
conscious  young  shoppers 
with  sports-inspired  gear 
that  sells  for  as  much  as 
$250  a  pop.  The  company  ex- 
pects sales  to  rise  more  than 
40%  this  year,  to  at  least 
$845  million,  with  pretax 
profits  up  70%,  to  more  than 
$100  million.  Puma's  far- 
bigger  rivals,  Nike,  Adidas, 
and  Reebok  International, 
by  contrast,  are 
plodding  along 
with  single-digit 
growth.  Puma's 
share  price  is 
soaring,  too. 
"We  are  only  begin- 
ning to  capitalize 
on  the  full  potential 
of  this  brand,"  says 
Puma's  39-year-old  ceo, 
Jochen  Zeitz. 

How  did  Puma  get  such  a  lift?  To 
break  free  of  4%  annual  growth  and 
narrow  margins  in  the  athletic-shoe 
business,  Puma  has  reinvented  itself 
as  a  purveyor  of  style  as  well  as 
sports  performance.  It's  teaming  up 
with  designer  Jil  Sander  on  a  hot-selling 
$195  signature  sneaker  and  with  model 
Christy  Turlington  on  a  line  of  yoga  ap- 
parel dubbed  Nuala.  The  sexy  Serena 

Williams    line    fea-  

tures  midriff-baring   HOT  CATSUIT 
tank  tops  and  hot   Williams 
pants   that   can   be   lit  up  the 
worn  on  or  off-court.   Open 


Puma  is  by  no  means  the  only 
shoe  maker  trying  to  fatten  its 
with  a  fashion  infusion.  In  July, 
signed  designer  Yohji  Yamamotl 
launch  an  upscale  apparel  line. 
Reebok  is  selling  a  limited-edition  sil 
er  by  British  designer  Paul  Smith.  [ 
says  John  G.  Horan,  editor  of  t| 
newsletter  Sporting  Goods  Intellig\ 
"Puma  was  really  the  first  one  to 
tion  itself  this  way.  They've  taken 
chances  and  have  really  connected 
the  consumer." 

Zeitz  and  his  team  made  the 
Puma's   relatively   small   budget| 
celebrity    endorsements.    They 
Williams  under  contract  four 
ago — long  before  she  became  a  top 
ed  player.  Executives  liked  the  '. 
old's  flair  for  the  unconventional, 
wearing  bubblegum-pink  tennis 
and  a  diamond  tiara  on  the  court, 
a  great  personality,  but  at  the 
people  couldn't  understand  whati 
were  doing,"  Zeitz  recalls. 

The  question  now  is  whether 
can  keep  the  impressive  results 
■■■■■■■■■■E  in.  The  new  t 


PUMPED-UP  PUMA 


STOCK  PRICE 

WEEKLY  CLOSE 


SEPT.  3.  '02 

Data:  Bloomberg 
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sis  on  style 

risks:         Fas4 

trends      and 

celebrities  cam 

their  sizzle  fastj 

member  L.A. 

Inc.?  It  had  ai 

line  of  pseudo-j 

letic  footwear  [ 

collapsed  when| 

trendoids  went 

where.     Mored 

Puma    still    drl 

60%  of  sales  from  Western! 

rope  and  needs  to  raise  its  j 

file  in  the  all-important  l| 

market.  With  $530  millioil 

sales  last  year,  less  than 

those  of  industry  leader  rl 

it  could  still  get  lost  in  I 

pack  of  also-rans.  But,  sayjj 

alyst  Peter-Thilo  Hasler  of  I 

poVereinsbank,  Puma  is  w?| 

hedging  its  bets  with  a  pro| 

mix  ranging  from  athletic 

sold  in  traditional  sports  I 

lets  to  its  dressier  Plati 

line  of  $250  leather  s[ 

found    in   upscale   sl| 

such  as  Henri  Bendel 

And  Zeitz  says  he's  ij 

rush  to  expand.  "Grcl 

is  easy,"  he  says.  "Gnj 

based  on  the  continued! 

sirability  of  our  brand — t)l 

the  challenge."  With  luck,  P| 

investors  will  keep  purring. 

By  Carol  Matlock  in  F\ 
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Hitachi's  visionary  technology  is  revealing  nature's  deepest  secrets  to  the 
laked  eye.  Our  versatile  electron  microscopes  -  indispensable  tools  in  the 
lanotechnology  revolution  -  have  a  multitude  of  uses  in  fields  ranging  from 
semiconductors  to  biotechnology.  And  our  non-invasive  Magnetic  Resonance 
maging  (MRI)  systems  provide  medical  professionals  with  fast,  accurate 
diagnostic  and  surgical  tools.  Saving  lives,  or  simply  making  life  better,  is  the 
global  vision  at  Hitachi.  Visit  us  on  the  web  and  see  how  we're  inspiring  the 
next  with  our  advanced  technologies  and  innovative  solutions. 

The  focus  has  been  intentionally  adapted  for  this  advertisement. 


HITACHI 

Inspire  the  Next 

http://global.hitachi.com/inspire/ 
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A 
Meet  Simon. 


Exec  Jet  Exec.  Network  Pilot. 


lyst  for 

ged  Optical  Ethernet  Service  J 

^Hrter  jet  business  is  taking  off.  Boom  time  for  CIO  Simon, 
the  private  communications  network  linking  his  sites  is  stretc 
Mounting  complexity,  the  insatiable  need  for  bandwidth  and 
push  to  implement  new  applications  across  his  ever-expanr 
J^work  pose  daunting  challenges.  EnteT  a  service  provider 

managed  Optical  Ethernet  connectivity  solution  by  Nc 
Networks™  A  solution  created  for  situations  like  Simon's.  Thro 
merging  the  simplicity,  flexibility  and  ubiquity  of  Ethernet  with 
speed,  Teach  and  reliability  of  Optics,  Simon  can  entrust 
management  and  operation  of  his  communications  networl 
his  service  provider.  Essentially  centralizing  his  IT  resources 
were  scattered  across  his  network.  SimpleT.  More  responsive.  N 
reliable.  Which  translates  to  up  to  a  one-third  reductiorj 
operational  expenditures.  The  results?  Simon  can  now  focus  on 
business  of  transportation  instead  of  communication.  It's  just 
more  way  Nortel  Networks  is  making  the  Internet  what  you  nei| 
to  be.  nortelnetworks.com/opticalethernet 


Metro  &  Enterprise  Networks         Optical  Long  Haul  Networks         Wireless  Networks 

Nortel  Networks,  the  Nortel  Networks  logo  and  the  Globemark  are  trademarks  of  Nortel  Networks.  ©  2002  Nortel  Networks.  All  rights  reserved 
Network  savings  calculated  from  Nortel  Networks  hypothetical  business  case  based  on  typical  service  provider  and  enterprise  network  requirements. 


N0RTEL 

NETWORII 

nortelnetworks.com 
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FED  BY  ROSE  BRADY 


AN  TONY  BLAIR 

RING  BRITAIN  AROUND  ON  IRAQ? 


or  Britain's  Tony  Blair,  it's  one  of  the  biggest  political 
challenges  so  far.  The  Labour  Prime  Minister  is  caught 
between  overwhelming  domestic  opposition  to  a  possible 
with  Iraq  and  a  foreign  policy  predicated  on  the  preser- 
m  of  Britain's  longtime  special  relationship  with  the 
— at  almost  any  cost.  How  Blair  deals  with  this  dilemma 
1  make  a  difference  not  only  to  his  own  future  but  also  to 
strength  of  any  international  coalition  that  could  back 
rica's  plan  to  oust  Iraqi  strongman  Saddam  Hussein, 
i  Sept.  3,  Blair  gave  the  strongest  signal 
hat  he  is  willing  to  back  the  U.  S.  on  Iraq. 
|  United  States  should  not  have  to  face 
issue  alone.  We  should  face  it  together,"  he 
reporters  in  his  home  district  of  Sedgefield 
ie  north  of  England.  Britain's  support  for 
U.S.  is  considered  a  prerequisite  for  get- 
other  European  countries  to  give  political 
ing  to  an  attack  on  Iraq,  analysts  say. 
[  is  dispatching  Defense  Minister  Geoffrey 
1  to  the  U.  S.  on  Sept.  9  to  meet  Defense 
etary  Donald  H.  Rumsfeld  to  discuss  pos- 

military  strategy.  And  Blair  himself  is 
cted  to  embark  soon  on  a  round  of  shuttle 
macy,  much  as  he  did  prior  to  the  war  in 
anistan,  to  stitch  together  an  internation- 
alition  to  back  potential  military  action, 
t  by  helping  President  George  W.  Bush  to 
i  the  case  for  an  attack  on  Hussein,  Blair 

alienating  millions  of  British  voters,  as  well  as  his  own 
mr  backbenchers.  "Unlike  Afghanistan,  there  is  a  lot  of 
ision  in  Britain  about  why  we're  considering  going  to  war 
jivhat  we  will  achieve  at  the  end  of  it,"  says  Sir  Timothy 
en,  Britain's  former  Assistant  Chief  of  Defense  Staff. 
deed,  Blair  is  facing  mounting  criticism  from  voters  and 
wn  party.  A  survey  conducted  by  polling  agency  icm  Re- 
:h  for  the  Daily  Mirror  in  late  August  shows  71%  of 

h  voters  opposing  a  war  against  Iraq  that  is  not  sanc- 


BLAIR:  Backing  Bush 


tioned  by  the  U.  N.  Some  38%  consider  Blair  to  be  "Bush's 
poodle,"  according  to  the  poll.  More  than  160  Labour  members 
of  the  659-member  House  of  Commons  have  signed  a  motion 
cautioning  against  military  action.  And  there  are  signs  of 
dissent  within  Labour's  top  leadership.  Although  he  hasn't 
raised  the  issue  publicly,  Chancellor  of  the  Exchequer  Gordon 
Brown  is  said  by  government  sources  to  be  worried  about  the 
cost  of  British  involvement  in  a  war  with  Iraq  and  the  sub- 
sequent impact  on  Britain's  economy.  Such  concerns  are  sure 
to  be  raised  at  the  annual  Labour  Party  con- 
ference on  Sept.  28. 

But  not  for  nothing  is  Blair  known  as  Teflon 
Tony.  He  hopes  to  circumvent  British  hostility 
to  war  by  persuading  the  U.  S.  to  take  its  case 
to  the  U.N.  Even  if  the  U.S.  fails  to  win  U.N. 
approval  for  an  attack,  "Blair  will  support 
Bush,"  says  Toby  Dodge,  an  Iraq  expert  at 
the  Royal  Institute  of  International  Affairs. 
"He  sees  it  as  a  moral  issue."  Blair  told  re- 
porters on  Sept.  3  that  he  could  not  live  with 
his  conscience  if  Iraq  used  nukes  because 
Britain  and  the  U.S.  had  "wobbled."  In  ex- 
change for  supporting  Washington,  Blair  is 
likely  to  push  for  assurances  that  the  Bush 
Administration  will  stay  involved  in  a  post- 
Saddam  Iraq.  Blair  doesn't  want  the  U.S.  to 
"leave  it  to  the  Europeans  and  others  to  pick 
up  the  pieces,"  says  John  Chipman,  director 
of  London's  International  Institute  for  Strategic  Studies. 

For  Blair,  the  biggest  challenge  will  be  convincing  the 
British  public  that  his  loyalty  to  the  U.  S.  is  justified.  If  the 
U.  S.  can  mobilize  international  support,  especially  from  the 
U.  N.,  opposition  in  Britain  is  likely  to  recede.  Blair,  the  con- 
summate politician,  knows  that  these  are  big  ifs  and  that  pub- 
lic support  can  be  withdrawn  as  quickly  as  it  is  offered.  At 
least  for  now,  it's  a  gamble  he's  willing  to  make. 

By  Kerry  Capell  in  London 


ILOBALWRAPUP 


10MACY  KOIZUMI-STYLE 

iConomic  troubles  are  likely  to 
dow  Japanese  Prime  Minister  Ju- 
liro  Koizumi  as  he  travels  abroad 

month.  On  Sept.  11,  he  will  attend 
-year  memorial  services  in  New 
"k  for  the  victims  of  last  year's  ter- 
ist  attack,  and  he  will  meet  with 
•sident  Bush  a  day  later.  Then,  on 
»t.  17,  the  Premier  will  travel  to 
Migyang  for  an  important,  but 
;ely  symbolic,  summit  with  North 
*ean  Leader  Kim  Jong  II  in  a 

to  reestablish  diplomatic  ties  sev- 


ered since  the  end  of  World  War  II. 
That  will  make  for  nice  photo-ops 
but  won't  deflect  criticism  that  Koizu- 
mi has  done  little  to  revive  the  econo- 
my or  Japanese  stock  prices,  which  fell 
to  a  19-year  low  on  Sept.  4.  Polls  show 
Koizumi's  approval  rating  at  anywhere 
between  45%  to  50%,  a  far  cry  from 
the  70%  levels  he  enjoyed  when  he 
took  office  16  months  ago. 

A  CLOSER  RACE  IN  BRAZIL 

►  Jose  Serra  still  has  a  chance.  The 
presidential  candidate  of  Brazil's  cen- 
ter-right alliance  in  October's  election 


has  seen  his  support  jump  by  six 
points,  to  19%,  in  a  recent  poll,  putting 
him  in  a  dead  heat  with  populist  La- 
bor Front  candidate  Ciro  Gomes, 
whose  rating  slipped  from  27%  to  20%. 
Both  trail  Luiz  Inacio  "Lula"  da  Silva, 
of  the  leftist  Workers  Party,  by  more 
than  15  points.  Serra's  jump  in  popu- 
larity, partly  due  to  TV  ads  attacking 
Gomes,  boosts  his  chance  of  making  it 
into  the  election's  likely  second  round. 
That  prospect  has  steadied  Brazil's 
markets,  since  Serra  is  the  candidate 
most  expected  to  continue  President 
Fernando  Henrique  Cardoso's  policies. 
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INSTRUMENTS   FOR   PROFESSIONALS 

Breitling  has  a  single-minded  commitment  to  building 
ultra-precise  and  ultra-reliable  wrist  instruments  intended 
for  the  most  demanding  professionals.  Our  obsession 
is  quality.  Our  goal  is  performance.  Day  after  day,  we 
consistently  enhance  the  sturdiness  and  functionality  of 
our  chronographs.  And  we  submit  all  our  movements  to 
the  merciless  testing  procedures  of  the  Swiss  Official 
Chronometer  Testing  Institute  (COSC).  One  simply  does 
not  become  an  aviation  supplier  by  chance. 

YTLrarnerr^o. 

FigGardl-  village 

5098  North  Pali      venue 
Fresii' 
559.224" 
FOR  A  CATALOGS 
WWW.BREITI-ING.COM 


BREITLING 
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INSTRUMENTS    FOR    PROFESSIONALS' 
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Corporate  travelers  value  the  flexibility,  security  and  time 
advantages  of  business  aviation  more  than  ever. 

More  rigorous  and  thorough  airline-passenger  screening  has  become  a  permanent,  time-consuming  but  nec- 
essary part  of  commercial  flying.  Many  corporate  travelers  have  readily  accepted  the  need  for  more  exten- 
sive airport  security  checks  and  the  time  that  they  add  to  each  airline  trip.  But  an  increasing  number  of  com- 
panies are  opting  to  put  their  people  aboard  business  aircraft,  which  offer  unrivaled  security,  efficiency  and  peace  of  mind. 
Business  aviation,  always  a  preferred  mode  of  transportation,  now  has  become  an  even  mt>re  attractive  option  for  those 
who  must  travel. 

John  W.  Olcott,  president  of  the  National  Business  Aviation  Association  (NBAA),  a  Washington,  D.C. -based  orga- 
nization that  serves  more  than  7,000  companies  that  use  business  aircraft,  stated,  "The  airlines  are  safe  and  secure.  There 
should  be  no  concern  about  that.  But  what  is  different  is  that  the  time  required  to  travel  by  airline  has  increased." 

"The  flexibility,  security  and  time  advantages  of  business  aviation — none  of  that  has  changed,"  declared  Ed  Bolen, 
president  of  the  General  Aviation  Manufacturers  Association  (GAM  A),  a  Washington,  D.C.-based  trade  group  that  includes 
most  of  the  major  builders  of  business  aircraft.  "But  the  world  has  changed.  The  public  and  businesses  may  place  a  greater 
value  on  each  of  those  characteristics  [of  business  aviation].  That  ultimately  makes  the  business  aviation  equation  look 
even  stronger.  We  [business  aviation]  may  be  perceived  as  more  important,  valuable  and  necessary  than  we  were  before." 


Special  Advertising  Section 

BUSINESS   FLYING 

IN  THE  NEW  TRAVEL  ENVIRONMENT 


Dave  Pelz 


FORTY  DAYS  OF  FOUND  TIME 

Dave  Pelz  is  not  just  any  golf  instructor.  He  is  the  founder  of  Dave  Pelz  Golf 
an  Austin,  Texas  company  that  specializes  in  teaching  dozens  of  touring  pro- 
fessionals the  nuances  of  the  scoring  game — those  shots  taken  from  100  yards 
or  closer  to  the  hole. 

A  physicist  who  went  to  Indiana  University  on  a  golf  scholarship,  Pelz 
had  aspirations  to  play  on  the  PGA  Tour  after  graduation  but  spent  the  first 
15  years  of  his  career  working  at  NASA's  Goddard  Space  Flight  Center  as 

a  research  scientist.  In  his  spare  time,  he 
researched  ways  to  apply  his  scientific  knowledge 
to  golf.  Finally,  in  1975  he  decided  to  make  this 
pursuit  his  vocation. 

Today,  Pelz  has  four  golf  schools  in  Califor- 
nia, Colorado,  Florida  and  Georgia,  with  a  staff 
of  20  full-time,  resident  teaching  pros.  Each  sum- 
mer, the  California  and  Florida  facilities  are  closed 
and  their  instructors  hit  the  road,  conducting  one- 
day  clinics  in  42  cities. 

Pelz  used  to  leave  his  wife  in  Austin  to  man- 
age the  day-to-day  operations  of  the  company 
while  he  visited  the  four  schools,  many  of  the  summer  clinics  and  at  least  one 
PGA  tournament  a  month.  Pelz  would  get  up  early  in  the  morning,  fly  from 
Austin  to  Dallas  (American  Airlines'  hub),  then  on  to  an  airport  near  his  final 
destination.  Unfortunately,  he  usually  spent  the  entire  day  traveling.  For  exam- 
ple, a  trip  to  his  Colorado  school  took  8.5  hours  and  often  left  him  tired. 

Pelz  became  familiar  with  the  advantages  of  business  aviation  through 
his  work  with  the  many  golf  professionals  who  either  have  their  own  airplanes 
or  fractional  shares  of  an  aircraft.  Four  years  ago  he  purchased  a  1/8  share  (100 
hours)  of  a  Lear  jet  31 A  from  Bombardier  Flexjet.  "It  was  the  best  thing  we 
have  done  for  our  lifestyle,"  Pelz  declared. 

"It  was  a  big  step;  we  were  not  wealthy,"  recalled  Pelz.  "But  also  we 
decided  if  we  could  afford  to  travel  privately,  it  not  only  would  save  time  but 
Id  allow  my  wife  to  go  with  me.  Our  original  motivation  was  to  spend 
more  time  together  and  save  travel  time.  What  we  didn't  realize  until  we  start- 
ed flying  privately  was  how  many  hassles  we  would  avoid." 

Now  Pelz  can  fly  to  his  Colorado  school  from  Austin  in  only  one  hour 
and  40  minutes.  Most  people  would  just  enjoy  the  ride,  but  the  Pelzes  have 
actually  quantified  their  time  savings.  "We  have  saved  over  40  days  a  year  of 
our  lives,"  said  Pelz.  "Where  else  can  you  buy  time  in  your  life?  Having  40 
more  days  has  enabled  me  to  do  so  much  more.  I  have  written  a  couple  of 
books  in  the  last  few  years.  I  don't  think  I  would  have  been  capable  of  writ- 
ing those  books  if  I  didn't  ha  *  e  that  [extra  40  days  of]  time."  ♦ 


Corporate   Jets   Are   Wori 
Harder  Than  Ever 

The  greater  perceived  value  and  vital] 
business  aviation  is  reflected  in  a  series  of  I 
ational  statistics.  Charter  hours  for  turll 
powered  aircraft  are  up  20  percent.  Nearl 
airplanes  are  being  flown  under  fractj 
ownership  programs,  and  the  original 
tional  ownership  program  and  current  irl 
try  leader,  Netjets,  is  adding  a  new  aircrJ 
its  fleet  every  four  days. 

Perhaps  most  significantly,  75  percej 
traditional   corporate   flight  departr 
report  that  they  are  doing  the  same  ami 
or  more  flying  than  they  did  a  year  ago. 
NBAA  member  companies  that  are 
more  are  Townsend  Engineering  and  Al 
Wireless.  Bill  Wagner,  Townsend  Engiu 
ing's  chief  pilot,  disclosed  that  his  compal 
flying  24  percent  more  than  a  year  agoJ 
Frank,  chief  pilot  for  AT&T  Wireless,  rej 
ed  that  the  number  of  passengers  carried] 
company  flight  is  up  substantially.  A' 


WEB  ADDRESS  DIRECTORY 

Bombardier  Aerospace 
www.bombardier.com 

Breitung 

WWW.BREmJNG.COM 

Cessna 
www.cessna.com 

Dassault  Falcon  Jet 
www.falconjet.com 

NetJets 
www.netjets.com 

For  information  on  BusinessWeek 

special  advertising  sections,  please  contact 

Stacy  Sass  McAnulty 

Director,  Worldwide  Special  Sections 

BusinessWeek 

tel:  (212)512-6296 

e-mail:  sucy_sass-mcanulty@businessweck.coml 


Written  By: 

Robert  A.  Searles 

Designed  By. 

Dale  A.  Serena 

Photographs  By: 

Townsend  photo  by  Paul  Bowen 


nam 


SAFETY    DEMANDS    EVERY    COCKPIT    BE    IDENTICAL. 
STANDARDS    DEMAND    EVERY    FLIGHT    BE    UNIQUE. 


•* 


On  an  ink-black  night  a  pilot 
les  for  a  switch. ..and  it's  there. 

mere  it  should  be.  Where  it  always  is. 
This  is  a  Netjets  pilot.  And  a 
■ts  plane.  Our  fractional  aircraft  pro- 
insists  that  our  pilots  be  the  most 

:perienced  in  the  industry,  and  fly  just 
.  pe  of  plane.  The  cockpits  of  these 

anes  are  all  identical,  ensuring  pilots 

low  them  inside  and  out.  Yet  these  and 

her  safety  systems  are  just  part  of  what 
•  Netjets  the  world's  most  popular 

actional  jet  ownership  program. 

Equally  as  important  is  our 

wners'  ability  to  customize  their  travel 


experience.  Supported  by  our  proprietary 
lntellijet  flight  management  system, 
dedicated  Owner  Services  Teams  manage 
all  of  your  travel  needs  and  prefer- 
ences, from  scheduling  and  ground 
transportation  to  in-flight  catering  and 
entertainment.  This  attention  to  safety, 
security,  and  service  means  that  as 
unique  as  each  Netjets  Owner's  experi- 
ence is,  one  thing  is  constant:  it  is  the  best. 
To  learn  more  about  Netjets,  call 
1-877-NETJETS  (1-877-638-5387)  or  visit 
netjets.com. 


NETJETS 

Everything  else  is  just  a  plane 


Netjets   Inc.  is  a  Berkshire  Hathaway  company. 
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BUSINESS   FLYING 

IN  THE  NEW  TRAVEL  ENVIRONMENT 


Wireless'  two  business  jets  are  being  flown  about  600 
and  800  hours  per  year,  respectively,  which  is  well 
above  the  industry  average  of  approximately  450  hours 
per  year.  Frank  said,  "As  a  result,  we  are  saving  more 
money  by  paring  commercial  jet  costs,  enhancing  secu- 
rity for  our  key  executives  and  avoiding  unproductive 
hours  that  would  otherwise  be  spent  by  our  executives 
in  airports." 

Why  are  companies  relying  more  on  business  air- 
craft? Olcott  believes  there  are  several  reasons.  First, 
today's  economic  realities  mean  that  companies  have 


was  a  natural  for  fulfilling  that  mantra.  We  ha 
same  conditions  today,  with  two  exceptions — tht  n 
ber  of  flight  departments  has  continued  to  grow  < 
the  economic  downturn,  and  there  is  a  need  to  r 
corporate  trust  by  building  and  strengtheninj 
tionships,  face-to-face."  Olcott  contends  that  flyii 
porate  aircraft  enables  business  leaders  to  get  o 
see  more  partners,  customers  and  prospectiv 
tomers,  thus  strengthening  existing  business  re 
ships  and  creating  opportunities  to  establish  nev  ti 
To  that  end,  many  aircraft-operating  com 


on 


to  work  harder  and  smarter  to  retain  and  attract  new 
business.  "In  times  of  economic  uncertainty,  there  is  a 
great  opportunity  to  expand  market  share  if  you  get 
out  there  and  see  your  customers,"  said  Olcott.  "The 
enlightened  company  is  using  the  airplane  to  do  that. 
Business  aviation  is  all  about  time — spending  the  min- 
imum amount  of  time  traveling  and  making  that  time 
en  route  productive.  The  business  airplane  is  an  office 
that  moves." 

"The  watchword  during  the  last  recession  was 
'productivity,'  "  continued  Olcott.  "Business  aviation 


have  increased  the  n  I 
of  employees  who  are  hi 
rized  to  fly  on  the  coi  i 
airplane.  Bill  Wagne 
"We  have  opened  up 
planes  to  greater  usagft 
people  in  different  oS 
ments.  We  have  1- 
requests  than  we  can 


An     Easier 
Increasingly   F 
Way  to  Fly 

Besides    the   que 
greater   productivity 
companies  and  indi\ 
who  previously  had  r 
using  business  aircra 
reconsidered  in  light 
new  travel  realities.  Je 
vice  president  of  sal 
marketing  for  Bom 
Flexjet,  one  of  the  major  fractional-ownersh 
grams,  believes  the  newfound  interest  in  private 
has  more  to  do  with  the  hassle  factor  of  com 
travel  than  security  concerns.  "Probably  more  th 
thing,  flexibility  and  service  are  driving  the  de 
Many  corporate  travelers  are  acutely  awar 
potential  delays  they  face  just  getting  to,  throu 
from  a  commercial  airport.  A  study  conducted] 
al  years  ago  by  a  noted  consulting  firm  indicat 
on  average,  people  who  traveled  by  business  ; 
could  save  more  than  two  and  a  half  hours  of 
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E  LEGEND  OF  LEARJET  RIDES  AGAIN. 

AND  AGAIN 


- 


COMPROMISING  ATTITUDE.  UNMISTAKABLE  BEAUTY.  UNPARALLELED  HERITAGE.  AND  AN 
CONTROLLABLE  DESIRE  TO  LEAVE  EVERYTHING  ELSE  IN  THE  DUST.  THE  BOMBARDIER 
RJET  40  &  45  XR.  THE  NEXT  TWO  CHAPTERS  IN  A  STORIED  EVOLUTION  WHICH  HAS 
OME  THE  CULT  -  AND  THE  LEGEND  -  OF  LEARJET 

EARN  MORE,  CALL  BILL  MONROE,  SENIOR  VICE  PRESIDENT,  SALES,  U.S.  AT  1-800-268-0030. 
EWHERE,  PLEASE  CALL  1-514.-855-7698  OR  VISIT  US  AT  WWW.LEARJET-LEGEND.COM. 
RJET  AN  ENDURING  SYMBOL  OF  INDEPENDENCE,  INDIVIDUALITY  AND  FREEDOM. 

YOURSELF  IN  A  BOMBARDIER  LEARJET 


MBARDIER 

SPACE 


BOMBARDIER 


BOMBARDIER 


nee  the  Extraordinary 


'UBED  ALL  PERFORMANCE  SPECIFICATIONS  ARE  SUBJECT  TO  CHANGE  WITHOUT  PRIOR  NOTICE    LEARJET  IS  A  REGISTERED  TRADEMARK  OF  BOMBARDIER  INC  OR  ITS  SUBSIDIARIES. 
n  INC    ALL  RIGHTS  RESERVED   ASK  US  ABOUT  SMART  PARTS  PLUS 


The  passion  Falcon  owners  feel  for  their  planes  is  matched 


and  exceeded  only  by  the  passion  of  our  people  who 


service  them.  This  passion  for  caring,  for  you  and  your 


plane,  is  what  sets  Falcon  service  people  apart.  It's  a  higher 


Beauty 


Inspires  Passion, 


Passion 


Inspires  Care 


level  of  personal  attention  you'll  find  inspiring.  But  not 


surprising.  After  all,  your  Falcon  is  the  best  built,  best 


designed,  best  flying  aircraft  in  the  world  today.  You 


shouldn't  expect  any  less  from  your  Falcon  service.  For  more 


information,  contact  us  on  the  web  at  www.falconjet.com. 
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Every  Falcon  flies  with  the  passion  of 
a  dedicated  service  team  behind  it. 


Special  Advertising  Section 

BUSINESS  FLYING 

IN  THE  NEW  TRAVEL  ENVIRONMENT 


THE  AIRCRAFT  AS  A  GLOBAL  SALES 
AND  SUPPORT  TOOL 


Most  Midwestern  companies  that  fly  their  own  airplanes 
within  the  continental  U.S.  need  only  a  light  jet  to  travel  non- 
stop to  most  destinations  in  the  country.  But  when  you  are  a 
leading  maker  of  meat-processing  equipment  and  have  sev- 
eral factories  in  Europe,  20  sales  offices  worldwide  and  cus- 
tomers in  100  countries,  you  need  an  aircraft  that  can  span  the 
globe.  Consequently,  the  flagship  of  Townsend  Engineering 
is  the  Cessna  Citation  X,  the  world's  fastest  business  jet. 

The  Des  Moines-based  company — which  in  1945  devel- 
oped the  world's  first  mechanical  skinning  machine  and  now 
produces  sausage  formers;  hot  dog  smokers;  and  fish,  pork  and 
poultry  skinners — also  flies  a  Piper  Cheyenne  twin  turboprop 
to  many  smaller  airports  throughout  the  United  States.  In  fact, 
company  founder  Ray  Townsend  learned  to  fly  in  Piper  air- 
planes and  captained  many  business  flights  before  hiring  cur- 
rent chief  pilot  Bill  Wagner  to  formally  establish  the  company's 
flight  department  in  1978. 

"A  lot  of  our  reason  for  having  a  flight  department  is 
because  our  customers  generally  are  not  located  in  big  met- 
ropolitan areas,"  explained  Wagner.  "Meat  packing  plants  are 
often  located  in  industrial  areas  close  to  regional  airports.  The 
Piper  Cheyenne  turboprop  is  perfect  for  flying  into  these  small- 
er airports." 

Although  the  Townsend  turboprop  and  jet  may  fly  to  dif- 
ferent destinations,  both  are  used  as  sales  and  support  tools. 
"( )ur  sales  people  need  to  get  out  and  see  customers  face-to- 
face,"  said  Wagner.  "There  still  is  no  communication  medi- 
um that  works  quite  as  well  as  being  there." 

Several  years  ago,  the  Townsend  Engineering  flight  and 
sales  departments  joindy  developed  a  plan  to  use  the  company 
airplanes  in  marketing  efforts.  Typically,  the  aircraft  are  sent 
out  early  in  the  morning  to  pick  up  a  customer  or  prospect  and 
bring  him  or  her  to  Des  Moines  to  see  the  Townsend  facto- 
ry and  the  company's  complete  line  of  processing  equipment. 
After  a  two-hour  tour  and  presentation,  the  customer  is  put 
back  on  a  Townsend  airplane  and  flown  home  so  he  or  she  can 
be  back  in  his  or  her  office  before  the  work  day  is  over.  The 
same-day  return  is  key  because  many  packing-plant  owners 
or  managers  must  be  at  their  plants  as  much  as  possible  and 


will  not  come  to  Townsend's  headquarters  if 
they  have  to  stay  overnight. 

"While  we  have  them  [customers]  in  the 
airplane  with  a  sales  person  aboard,  partic- 
ularly on  the  trip  back,  it  is  a  very  quiet,  friendly  environment 
where  deals  often  are  sealed,"  said  Wagner.  "That  is  why  our 
sales  department  loves  the  flight  department." 

Once  a  customer  has  bought  Townsend  meat-processing 
equipment,  the  manufacturer's  airplanes  are  used  to  support 
meatpackers,  which  often  run  their  machinery  24  hours  a  day, 
seven  days  a  week.  When  a  processing  plant  goes  down, 
Townsend  Engineering  ships  over  90  percent  of  its  replace- 
ment parts  the  same  day  and  has  been  known  to  fly  techni- 
cians and  key  compo- 
nents directly  to  the  site. 

In  addition,  the  air- 
planes are  used  to  take 
Townsend  teams  to  vis- 
it customers  on  a  regular 
basis.  People  from  man- 
ufacturing, engineering, 
field  service  and  cus- 
tomer service  meet  with 
packing-plant  managers 
to  solicit  feedback  on 
how  to  improve  Town- 
send's products  and  services. 

Last,  but  not  least,  the  Townsend  jet  is  used  as  a  global 
sales  tool.  "We  are  global  and  getting  bigger,  so  aircraft  are 
essential  tools  for  our  growing  business,"  declared  President 
Ted  Townsend. 

Townsend's  previous  jet,  a  Learjet  55,  made  50  transat- 
lantic trips  during  its  14  years  of  service  with  the  company. 
Today,  the  Citation  X  is  used  extensively  for  business  travel 
within  Europe,  often  flying  day  trips  to  Paris,  Madrid,  Milan 
and  Moscow  from  the  company's  European  headquarters  near 
Rotterdam. 

In  1984,  Townsend  took  its  Learjet  around  the  world, 
stopping  in  Capetown,  Manila,  Rio  de  Janeiro,  Singapore,  Syd- 
ney, Tokyo  and  other  international  cities  where  the  compa- 
ny's independent  sales  representatives  were  based.  "There  is 
nothing  better  to  energize  these  individuals  than  through  face- 
to-face  meetings,"  said  Wagner.  ♦ 


Ted  Townsend 


Citation  X 


Time  travel  is  impossible.  Theoretics 
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Cessna 

ONE  SUHE  THING 


You  won't  see  it  in  a  novel  by  H.G.  Wells.  But  you  will  find  it  all  over  today's  record  books.  The  fastest 
aircraft  ever  built  for  business  is  so  swift,  it  is  measured  against  the  forces  of  nature  itself.  At  Mach  .92, 
the  Citation  X  flies  just  8/100ths  below  the  speed  of  sound.  What  could  you  do  with  that  kind  of  speed? 
What  if,  instead  of  being  a  slave  to  time,  you  could  become  its  master?  What  sort  of  extraordinary  things 
could  you  accomplish  if  being  in  two  places  at  once  were  very  nearly  within  your  reach? 
We  have  answers.  Let's  make  the  time  to  talk  about  them.  Call  1-800-4-CESSNA. 
Outside  the  U.S.,  call  316-517-6056.  Or  go  to  CitationX.Cessna.com/timel67.  s  u  r  ('  '  h '  " " 
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NEW  BUSINESS  JET  IS  DESIGNED 
TO  REACH  HIGHER  PLATEAU 

At  a  glance,  today's  corporate  aircraft  may  not  look  any  different  from  the 
first  generation  of  business  jets,  which  became  popular  in  the  1960s.  How- 
ever, aircraft  manufacturers  continue  to  develop  a  host  of  new  technologies 
designed  to  improve  the  performance  and  efficiency  of  corporate  airplanes, 
and  they  are  using  new-technology  tools  to  do  it. 

For  example,  French  airplane  builder  Dassault  has  been  working  to  cre- 
ate a  virtual  reality  mock-up  of  the  next-generation  Falcon  7X  long-range  busi- 
ness jet.  The  three-engine  airplane,  which  is  scheduled  to  fly  for  the  first  time 
in  early  2005,  features  dramatic  advances  in  aerodynamics,  structures,  flight- 
control  technology,  avionics  and  ergonomic  design,  including  a  new  wing  that 
features  a  double-digit  improvement  in  performance  compared  with  the  wings 
used  on  current  Falcon  jets. 

Detailed  design  of  the  Falcon  7X  is  expected  to  begin  this  month  using 
what  the  manufacturer  calls  a  "virtual  plateau."  Hundreds  of  engineers  and 
manufacturing,  customer  service,  purchasing  and  other  personnel  from  Das- 
sault and  all  of  the  aircraft's  19  worldwide  partners  will  mutually  help  shape 
the  aircraft  interactively  through  computer  links. 

An  integrated  software  program  enables  interoperable  design,  manu- 
facturing and  logistic-support  data  to  be  shared  and  automatically  distributed 
among  the  members  of  the  design  group,  despite  the  fact  that  the  participants 
are  located  on  different  continents. 

One  of  the  main  features  of  Dassault's  Falcon  7X  design  plateau  is  the 
virtual  reality  center,  a  dedicated  room  with  seating  for  up  to  50  people  in  front 
of  a  large  screen.  Using  special  eyeglasses  reminiscent  of  the  ones  used  to  view 
3-D  movies,  the  participants  can  move  "virtually"  throughout  the  Falcon  7X 
aircraft,  allowing  technicians  to  interact  with  everything  in  or  on  the  airplane.* 


Falcon  7X 


time,  compared  to  those  who  made  the  same 


lee :" 
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trip  via  airline.  Analysts  now  estimate  that 
new  airport-security  procedures  have  extend- 
ed the  ground-time  advantage  of  business  avi 
ation  to  approximately  four  hours. 
"    By  contrast,  the  transition  from  the  ground 
to  the  air  when  traveling  by  business  aircraft 
is   virtually   seamless,   suggests   Townsend 
Engineering's  Wagner.  "A  flight  crew  mem 
ber  opens  the  door  to  our  flight  department  for 
arriving  passengers,  offers  them  a  cup  of  cof- 
fee, gives  them  a  weather  briefing,  tells  them 


the  estimated  time  en  route  and  details  an) 


problems  that  might  affect  arrival  time.  We 
put  their  luggage  in  the  airplane  and  are  air- 
borne within  15  minutes.  There  is  catering  on 
board,  and  if  passengers  have  any  questions 
during  the  flight,  they  can  walk  up  to  the 
cockpit  and  ask.  A  car  is  waiting  for  them  at 
their  destination  so  they  can  be  on  their  way 
in  five  minutes.  Arriving  passengers  are  rest- 
ed because  they  have  been  comfortable  en 
route  and  did  not  have  to  fight  the  system 
And  we  never  lose  luggage." 

The  efficiency  and  time  savings  affordec 
by  business  aircraft  are  impressive.  However, 
the  lifestyle  advantages  of  being  able  tc 
return  home  earlier  from  a  business  trip  have 
become  increasingly  important  to  many  peo 
pie,  especially  those  who  have  reassessed  their 
personal  priorities  during  the  past  year.  The 
ability  to  travel  more  expeditiously  means  tha 
a  parent  can  make  it  home  in  time  for  a  child'; 
baseball  or  soccer  game  or  other  importanl 
family  functions,  which  makes  key  employee 
and  their  families  happier  and  the  employee; 
ultimately  more  productive. 

Business  Aviation  Is  Not  Without 
Challenges 

GAMA's  Bolen  noted  that  one  of  the  con- 
tinuing responsibilities  of  industry  advocate: 
is  to  ensure  that  the  public's  perception  of  busi 
ness  aviation  is  positive.  "General  aviatior 


Pe 


jecuriti 
that  no 

T< 

munin 

presen 

Transf 

corpor, 

inform 

lunate] 
the  de; 
securit 
asposii 

comrni 
In 
scored 
nave; 
XB.U 
tu'gnesi 
N 


SPECIAL  MDVERTI5ING  SECTION 

BUSINESS   FLYING 

IN  THE  NEW  TRAVEL  ENVIRONMENT 


needs  to  be  wanted,  welcomed  and  encouraged.  We 
need  to  protect  access  to  airports  and  airspace.  There 
has  to  be  an  ongoing  effort  to  continuously  reinforce 
the  message  that  business  jets  are  business  tools." 

Bolen  believes  the  industry  has  made  substantial 
progress  in  the  latter  area.  Unlike  previous  recessions, 
when  companies  discarded  airplanes  in  order  to  pla- 
cate stockholders  and  financial  analysts  who  considered 
them  perquisites,  the  number  of  business  aviation  users 
continues  to  climb  because  the  need  for  fast,  efficient 
transportation  remains  a  key  to  economic  growth. 

Perhaps  the  most  daunting  task,  however,  will  be 
for  business  aviation  to  preserve  the 
operational  advantages  it  has  enjoyed 
as  pressure  mounts  to  tighten  security 
throughout  the  entire  aviation  system. 

"The  security  issue  is  all  con- 
suming," admitted  Bolen.  "The  regu- 
latory environment  is  a  new  and  dif- 
ferent world.  We  need  to  meet  the 
security  concerns  of  regulators  in  a  way 
that  not  only  allows  transportation  to 
exist,  but  to  flourish." 

To  wit,  the  general  aviation  com- 
munity has  developed  a  set  of  12  safe- 
ty recommendations  that  have  been 

„    i   (      lL  .if  j        Cessna  Citation 

presented    to   the   recently    rormed 

Transportation  Security  Administration  (TSA).  In 
addition,  NBAA  has  developed  procedures  by  which 
corporate  operators  would  provide  the  type  of  detailed 
information  and  documentation  needed  to  assure  the 
TSA  that  they  are  indeed  secure  operations.  Unfor- 
tunately, the  agency,  which  is  feverishly  trying  to  meet 
the  deadlines  for  introduction  of  improved  airline- 
security  procedures,  has  not  responded  as  quickly  or 
as  positively  to  these  proposals  as  the  business  aviation 
community  would  have  liked. 

In  the  meantime,  advocates  continue  to  under- 
score the  security  of  business  aviation.  "Our  operators 
have  always  been  focused  on  security,"  declared 
NBAA's  Olcott.  "Corporate  aviation  has  practiced  the 
highest  level  of  security  for  decades." 

Nevertheless,  flight  departments  have  redoubled 
their  efforts  to  ensure  that  their  airplanes  and  airport 


facilities  cannot  be  compromised.  "We  have  increased 
the  types  of  security  apparatus  that  control  access  to  our 
facility,"  disclosed  one  operator.  "There  is  a  heightened 
[security]  awareness  now." 

Just  Scratching  the  Surface 

Despite  the  shadow  cast  by  potential  overregula- 
tion  and  the  resultant  reduced  operational  flexibility, 
industry  leaders  believe  the  future  of  business  aviation 
is  bright. 

"I  am  pretty  optimistic  about  the  future  of  general 
aviation,"  said  Bolen.  "Although  the  economy  is  going 


through  some  difficult  times,  the  trend  over  the  long 
haul  is  for  the  economy  to  grow.  As  economies  grow, 
demands  for  mobility  typically  increase.  The  premium 
that  companies  are  placing  on  productivity  in  an  ever 
more  competitive  and  global  environment  is  going  to 
lend  itself  well  to  business  aviation. 

"New  [aircraft]  products  stimulate  demand  and 
drive  the  market,  too,"  added  Bolen.  "And  there  are  a 
lot  of  new  products  on  the  horizon.  All  these  trends 
point  to  a  robust  future." 

Olcott  confidently  predicts  that  business  aviation 
will  continue  to  grow.  "Fractional  providers  estimate 
there  are  100,000  companies  that  could  use  some  form 
of  business  aviation.  Only  10-15  percent  of  those  com- 
panies are  using  business  aviation  today.  [So]  we  are  just 
scratching  the  surface  of  where  business  aviation  can 
be  10  years  from  now."  ♦ 
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LITIGATION 


WHY  IS  CHRISTOPHER  ROBIN 
SOBBING? 

Disney  is  in  a  bear  of  a  fight  over  Pooh's  lucrative  honey  pot 


■■he  100  Aker  Wood  may  look  like  a 
I  dark,  forbidding  place  these  days 
I  for  Michael  D.  Eisner.  That's  where 
Winnie  the  Pooh,  Piglet,  and  Eeyore 
ive,  and  the  cartoon  characters — which 
epresent  at  least  $1  billion  a  year  in 
revenues  for  Eisner's  Walt  Disney  Co. — 
we  in  full  revolt.  A  12-year-old  lawsuit, 
jealed  in  a  Los  Angeles  court  until  Jan- 
ary,  has  come  to  light,  and  a  series  of 
:ourt  rulings  threaten  the  media  giant 
ivith  hundreds  of  millions  in  overdue  li- 
cense payments  and  possibly  the  loss 
)f  one  of  its  most  lucrative  properties. 
How  large  a  hit  Disney  will  take  is 
;till  in  dispute.  Disney  is  appealing  two 
•ulings,  including  one  alleging  that  com- 
any  executives  knowingly  destroyed 
mportant  papers  related  to  its  licensing 
leals.  The  Pooh  affair  may  seem  minor 
it  a  time  when  Eisner  is  under  attack 
r  Disney's  chronically  weak  stock  price 
ind  abc's  anemic  ratings,  but  the  Dis- 
ley  chairman  hardly  needs  more  jostling 
rom  a  Silly  Old  Bear.  What's  more,  the 
mpact  could  be  significant.  After  ac- 
aiowledging  to  the  Securities  &  Ex- 
hange  Commission  on  Aug.  9  that 
damages  could  total  as  much  as  sever- 
J  hundred  million  dollars"  or  the  loss  of 
e  licensing  agreement,  Disney  was  hit 
th  new  shareholder  lawsuits. 
Disney  wants  to  keep  its  grip  on  that 
and  his  honey  jar.  Pooh  is  Disney's 


single  largest  property,  says  Martin 
Brockstein,  executive  editor  of  The  Li- 
censing Letter.  That  adds  up  to  about 
$100  million  in  operating  earnings  from 
royalties  on  Pooh  T-shirts,  backpacks, 
and  other  merchandise,  figures  Gerard 
Klauer  Mattison  &  Co.  analyst  Jeffrey 
Logsdon.  Last  year,  Disney  paid  $352 
million  to  one  pair  of  heirs  of  Winnie-the- 
Pooh  author  A.  A.  Milne.  But  the  family 
of  Stephen  A.  Slesinger,  a  New  York  lit- 
erary agent  who  bought  the  U.  S.  rights 
in  1930,  says  Disney  owes  them  $200 
million  on  licenses  for  T-shirts  and  other 
merchandise  and  has  cut  them  entirely 
out  of  the  lucrative  videocassette  and 
DVD  arena.  Headed  by  Shirley  Slesinger 
Lasswell,  an  80-year-old  widow  who  trav- 
els with  a  Winnie-the-Pooh  bear  every- 
where, the  family  contends  it  is  owed 
close  to  $1  billion,  say  its  lawyers.  Dis- 
ney, which  says  it  pays  the  Slesingers 
$12  million  a  year,  insists  the  $1  billion 
figure  is  a  publicity  stunt.  "The  1930  con- 
tract says  they  get  royalties  on  mer- 
chandise alone,  not  all  exploitation,"  says 
Disney  attorney  Daniel  J.  Petrocelli. 

The  Slesingers  also  charge  that  Dis- 
ney lost  documents  related  to  merchan- 
dise sales  and  destroyed  others  that  ex- 
tended the  accord  to  dvds  and 
videotapes.  On  June  18,  Los  Angeles 
Superior  Court  Judge  Ernest 
M.  Hiroshige  rejected  the  au- 


THE  POOH  AFFAIR 


dit  by  a  forensic  accountant  he  thought 
unduly  favored  Disney  and  found  that 
Disney  "misused  the  discovery  process" 
by  hiding  the  fact  that  it  destroyed  doc- 
uments that  might  have  expanded  the 
licensing  agreement  to  tapes  and  DVDs. 

Absent  those  documents — which  in- 
clude the  papers  of  the  late  Disney  Con- 
sumer Products  chief  Vincent  Jefferds — 
the  case  may  hinge  on  the  "mommy 
memo."  That  memo,  written  in  1983  by 
Slesinger  daughter  Patricia  to  her  moth- 
er, Shirley,  describes  a  meeting  with 
Jefferds  at  the  Beverly  Hills  Hotel  at 
which  Jefferds  allegedly  told  Patricia 
"that  videos  and  all  these  new  things 
were  covered  and  to  shut  up  about  it," 
according  to  court  documents.  Because 
Disney  destroyed  Jefferds'  letters,  Judge 
Hiroshige  ruled  that  Disney  is  barred 
from  "introducing  evidence  disputing" 
the  family's  contention  that  they  were 
entitled  to  royalties  on  videocassettes. 
Disney  is  appealing  the  ruling. 

Settlement  seems  unlikely  among  the 
parties.  One  obstacle:  the  still-simmering 
animosity  toward  Slesinger  lawyer 
Bertram  Fields,  who  won  a  $250  million 
settlement  for  former  Disney  studio 
chief  Jeffrey  Katzenberg  in  a  hyper- 
charged  1999  case.  This  time,  the  char- 
acter may  be  soft  and  fuzzy,  but  the 
payout  could  be  bigger.  For  Eisner, 
Pooh  is  becoming  one  Very  Big  Bother. 
By  Ronald  Grover  in 
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U.S.  and  Canadian 
merchandising  rights 
to  New  York  literary 
agent  Stephen  Slesinger 


Family  contends 
that  the 
merchandise 
deal  extended  to 
videocassettes 


1926 


ritish  writer 
.A.  Milne  first 
blishes 
'innie-the-Pooh 


1961 


1991 


Judge  Ernest 
Hiroshige  finds 
that  Disney 
destroyed 
documents 


2002 


1983 


Walt  Disney  buys 
movie  rights 
from  Milne  and 
licenses  merchan- 
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Data:  court  documents,  BusinessWeek 


Hiroshige  rejects 
audit  by  forensic 
accountant,  sets 
payment  formula 
that  Disney  says 
could  cost  it  "hun- 
dreds of  millions" 
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THE  ALEUTIAN 
Cjanaaa  yoose)0ne  of 

more  than  a  dozen  subspecies 
of  Canada  geese,  is  back  from  a 
brush  with  extinction.  In  the 
1960s,  there  were  only  a  few- 
hundred  of  these  graceful 
migratory  birds  left.  Today  they 
number  more  than  30,000,  thanks 
in  large  part  to  conservation 
efforts  by  Ducks  Unlimited  and 
others.  That's  a  job  well  done, 
but  more  work  remains.  Hundreds 
of  other  wildlife  species  are  in 
decline,  victims  of  habitat  loss, 
pollution,  and  competition  with 
introduced  species.  They  need 
your  help. 


Ducks  Unlimited 


Call  800-45-DUCKS  or  visit  DU's 
Web  site  at  www.ducks.org. 


BLOCKBUSTER: 
THE  SEQUEL 

Revived,  can  it  now  double  sales  via  DVDs  and  games? 
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For  two  weeks  in  June,  Blockbuster 
Inc.  Chairman  and  ceo  John  F. 
Antioco  parked  himself  in  a  San 
Antonio  courtroom  where  a  fed- 
eral antitrust  lawsuit  against  his  video 
chain  was  under  way.  The  case,  brought 
by  three  small  video-store  operators, 
claimed  that  Blockbuster  and  Hollywood 
had  conspired  through  revenue-sharing 
deals  in  the  late  1990s  to  monopolize 
the  video-rental  market  and  drive  them 
out  of  business.  Antioco  attended  the 
trial  every  day,  arriving  promptly  at  8 
and  sat  squarely  facing  the  jury.  After 
all,  his  turnaround  of  the  chain  over  the 
past  five  years  had  been  powered  in 
large  part  by  the  revenue  deals  in  ques- 
tion. A  loss  in  court  would  be  a  serious 
setback.  "It  was  hard  not  to  take  [the 
lawsuit]  personally,"  says  Antioco. 

In  the  end,  the  case  was  dismissed. 
And  a  vindicated  Antioco,  52,  went  quick- 
ly back  to  work  on  the  next  chapter  at 
the  country's  No.  1  video  rental  chain.  It 
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may  have  been  the  rentals  of  VHS  tapes  ™ 
that  helped  transform  Blockbuster  from  i  m'- 
laggard  to  a  star  unit  within  parent  Via 
com  Inc.,  but  this  time,  it's  all  abou 
DVDs.  The  new  strategy  for  growth 
not  only  to  rent  movies  but  also  to  sel  ™* 
them— at  about  $20  a  pop.  Last  year  D 
revenues  worldwide  topped  $5  billion 
and  nearly  20%  of  Hollywood's  renta 
revenues  come  from  the  chain.  Boast; 
Viacom  President  Mel  Karmazin:  'Tbdaj  ri 
Blockbuster  is  synonymous  with  movies 

But  Antioco's  challenge  will  be  to  staj  l 
in  the  lead  in  the  crowded  home-  en 
tertainment  world.  Now  that  he  has  re 
stored  Blockbuster's  credibility,  the  one 
time  Taco  Bell  exec  is  setting  even  mon 
ambitious  goals.  He  says  he  will  doubh  : 
the  chain's  U.S.  sales,  to  $8  billion,  b:   4e 
2006,  largely  through  dvds  and  games  tos, 
DVD  spending — for  rentals  and  sales—  : 
has  exploded,  opening  up  "a  whole  nev 
world  of  opportunity  for  us,"  says  Anti 
oco.  Already  ubiquitous,  with  5,400  blue 
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and-yellow  stores  in  the  U.S.,  Block- 
ouster  plans  to  open  120  to  140  new 
lutlets  in  each  of  the  next  four  years. 

Blockbuster  is  zooming  in  on  sales 
oecause  the  vhs  rental  side  of  the  busi- 
ness is  slowing.  Execs  realized  what  a 
?old  mine  sales  could  be  when  they 
ooked  at  games,  which  primarily  had 
jeen  rentals.  But  with  the  release  last 
all  of  hot  new  formats  like 
PlayStation  2  and  Xbox,  and 
james  selling  at  about  $55 
sach,  the  equation  shifted.  Now, 
Antioco  figures  hardware  and 
aJ(software  sales  can  help  lift  that 
jusiness  from  $400  million  last 
/ear  to  $1  billion  in  2006. 

Even  with  its  powerful  brand 
.  nd  48  million  customer  accounts, 
^  blockbuster  will  have  to  battle  dis- 
,a  :ounters  Wal-Mart,  Best  Buy,  and 
jjjju  Target  in  the  DVD  sales  market. 
U  "hose  giants  use  DVDs  as  loss  lead- 
*  ts  to  lure  shoppers  with  special  of- 
j-  ers  of  new  releases  for  about  $16, 
;ai  's.  $20  at  Blockbuster.  "You  always 
vant  to  be  leery  [with]  Wal-Mart  as  a 
ompetitor,"  says  analyst  Kavir  Dhar 
>f  Jefferies  &  Co. 
So  Antioco  is  hoping  to  play  off 
^Blockbuster's  strength  and  make  rentals, 
vhich  the  other  stores  don't  offer,  part 
f  the  bargain.  The  plan:  Entice  cus- 
omers,  who  enter  the  store  with  the 
atention  of  renting  a  flick,  to  consider 
tuying  one,  too.  In  August,  stores  sport- 
d  banners  shouting:  "Rent  It!  Like  It! 
iuy  It!" — a  program  urging  customers 


EXTRA  BUTTER 

To  fend  off  discounters  like  Wal- 
Mart,  Antioco  offers  deals  such  as 
buy  one  DVD,  rent  one  free 

who  rent  a  new  DVD  to  buy  a  previously 
viewed  copy  for  $9.99.  Another  initia- 
tive: a  free  rental  with  every  purchase  of 
a  new  DVD,  a  perk  the  discounters  can't 
match  They're  also  testing  flat  rates  for 
unlimited  30-day  rentals. 

For  all  the  bets  everyone — including 
Blockbuster — is  placing  on  sales,  Antio- 
co argues  that  rentals  will  still  have  a 
competitive  advantage  against  the  Wal- 
Marts  of  the  world.  "How  many  movies 
are  most  consumers  going  to  want  to 
pay  about  $20  to  own?"  he  asks.  "Most 
people  only  watch  a  movie  once.  The 
reality  of  the  economics — $20  vs.  a  $4 
rental — is  that  the  rental  market  will 
be  predominant  for  a  long,  long  time." 

Antioco  has  been  pushing  hard  at 
Blockbuster  ever  since  he  arrived  from 
Taco  Bell  Corp.  five  years  ago.  Back 
then,  Blockbuster's  prospects  were  dim, 
displeasing  the  Viacom  brass.  "From  my 
standpoint,  the  situation  at  Blockbuster 
was  not  hopeless.  But  it  was  a  disaster," 
Viacom  Chairman  Sumner  M.  Redstone 
wrote  in  his  2001  autobiography  A  Pas- 
sion to  Win.  Sales,  profits,  and  cash  flow 
were  falling  amid  a  video-rental  industry 
slump,  the  growing  populari- 
ty of  movie-rich 
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satellite  services,  and  Blockbuster's  own 
stumbles,  including  a  foray  into  T-shirts 
and  books.  But  its  main  problem,  like 
other  video  stores,  was  the  hefty  $65  it 
paid  each  studio  per  videocassette.  It 
couldn't  afford  to  stock  enough  new  re- 
leases to  satisfy  demand. 

Antioco  moved  swiftly  to  negotiate 
revenue-sharing  agreements  with  the 
studios  that  let  Blockbuster  boost  its 
inventory  while  decreasing  its  average 
cost  per  tape,  to  about  $23.  The  rev- 
enue split:  40%  for  the  studios,  60%  for 
Blockbuster,  which  had  to  take  all  the 
studios'  offerings.  By  1998,  most  of  Hol- 
lywood had  signed  on.  The  change, 
along  with  a  doubled  ad  budget  and  re- 
designed stores,  boosted  free  cash  flow 
by  85%,  to  $339.7  million,  between  1999 
and  last  year.  In  1999,  Viacom  spun  off 
18%  of  Blockbuster,  whose  shares  have 
since  risen  53%  (chart). 

With  DVDs,  the  economics  have 
changed  some.  Blockbuster  buys  most 
disks  outright  from  the  studio,  for  an 
average  $17  each — end  of  deal.  The  stu- 
dios prefer  offering  sales  and  rentals  of 
DVDs  at  the  same  time,  without  the  de- 
lay that  used  to  favor  the  chains.  For 
Blockbuster,  the  negotiated  price  is  low 
enough  to  keep  its  shelves  full  and  still 
rack  up  70%  margins,  vs.  about  60%  for 
tape.  Viacom's  Karmazin  says  Block- 
buster hasn't  ruled  out  coming  up  with 
a  new  formula  with  the  studios  "if  it's 
important  to  them." 

The  studios  are  busy  elsewhere 
these  days  trying  to  figure  out  how  to 
■nake  a  business  out  of  video-on-de- 
jmand,  the  system  that  pipes  movies 
lo  PCs  or  TV  sets  for  a  fee.  vod  has 
been  a  threat  to  video  retailers  for 
pver  a  decade,  but  it's  still  nascent, 
tin  fact,  it  was  Blockbuster's  inter- 
est in  getting  into  VOD  itself  that 
Jed  it  to  strike  a  deal  in  2000  with 
Enron  Corp.  when  it  had  big 
ans  for  broadband.  After  test- 
arketing  for  eight  months,  the 
artnership  collapsed.  Today, 
Blockbuster  execs  say  they  are 
hot  worried  about  vod.  "vod  is 
Available  now,"  says  Antioco. 
["We're    video    on    demand. 
[Come  in,  demand  a  video,  and 
you  get  it."  That's  not  exact- 
ly what  vod  fans  have  in 
mind,  but  until  Hollywood 
¥nd   cable   work   out   the 
pugs,  a  trip  to  the  local 
Blockbuster  will  still  be  the 
routine. 

By  Stephanie  Ander- 
son  Forest   in   Dallas, 
with    Tom   Lowry   in 
New  York 
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SOFTWARE 


BEYOND 

THE  OFFICE 


How  Microsoft 
aims  to  broaden 
the  reach  of  its 
business  suite 

A  dozen  years  ago,  Jeffrey  S. 
Raikes  struck  digital  gold.  He 
fused  together  Microsoft  Corp.'s 
word-processing  and  spreadsheet 
programs  to  create  Office,  a  software 
phenomenon  that  has  racked  up  more 
than  $60  billion  in  sales.  In  the  1990s, 
Office  became  Microsoft's  other,  quieter 
monopoly,  joining  the  Windows  operat- 
ing system.  Following  that  success, 
Raikes  went  on  to  oversee  the  compa- 
ny's vast  sales  operation.  Ultimately, 
he  emerged  as  one  of  the  top  execu- 
tives at  Microsoft,  sitting  just  a  notch 
below  Chairman  William  H.  Gates  III 
and  ceo  Steven  A.  Ballmer. 

But  he's  not  sitting  still.  These  days 
Raikes  is  tackling  a  crucial  assignment, 
one  that's  key  to  growth  at  Microsoft: 
He  is  back  at  Office,  remaking  his  own 
ci-eation.  The  goal  is  to  light  a  fire  under 
Office,  whose  growth  had  slowed  to  an 
anemic  1%  in  the 
year  ended  June  30. 
Raikes  intends  to  in- 
crease that  growth 
by  a  factor  of  nine, 
doubling  the  size  of 
Office  to  $20  billion  in 
annual  sales  by  2010. 
In  coming  months, 
Raikes  and  his  team 
will  be  launching  a 
host  of  products,  from 
software  for  a  new 
tablet  computer  to 
programs  that  help 
workers  quickly  ana- 
lyze oceans  of  data. 
The   key  question 


now,  for  Microsoft  as  well  as  for 
the  rest  of  the  industry,  is  whether 
Raikes  can  hit  the  jackpot  a  second 
time  with  the  same  ticket. 

At  first,  that  very  question  stumped 
Raikes.  After  moving  from  sales  to  Of- 
fice in  2000,  he  struggled  to  figure  out 
how  to  put  oomph  back  into  his  old 
business.  But  just  before  he  officially 
stepped  into  his  new  job,  he  heard  for- 
mer General  Electric  Co.  boss  Jack 
Welch  speak  at  Gates's  home,  and  he 
understood  what  he  needed  to  do. 
Welch  argued  that  dominant  companies 
in  slow-growing  businesses  should  re- 
define their  market.  Your  share  of  this 
broader  market  will  be  smaller,  Welch 
said.  Your  opportunities,  however,  will 
grow. 

This  crystallized  Raikes's  thinking. 
He  decided  to  look  far  beyond  his  40 
million  core  customers  in  America,  folks 
who  work  overtime  on  Powerpoint  and 
Excel.  His  new  Office  would  reach  to 
anyone  who  used  information,  even  if 
they  didn't  create  it.  This  meant  new 
Microsoft  products  for  such  workers  as 
pilots  and  nurses,  factory  workers  and 
truck  drivers.  Microsoft  figures  there 
are  about  117  million  people  in  this 
country  who  fit  the  bill.  It's  a  bold 
strategy:   To   reach  new  customers, 


Raikes  is  pushing  Office  out  of  the  . 

office.  en 

The  challenges  are  considerable.  As   , 
Raikes  pushes  into  additional  markets,  Fll( 
competitors  abound — from  SAP  in  busi- 
ness applications  to  Hyperion  Solutions  OC: 

Corp.  in  business-intelligence  software.  . 

And  in  new  areas  where  there  are  no 
established  markets,  Microsoft  has  tc  nen 
convince  customers  to  buy  technology  L« 
they  don't  know  they  need.  rosoft 

To  come  up  with  winning  ideas  arc 
Raikes  is  sizing  up  the  world  of  busi-  r --: 
ness  and  searching  Microsoft's  trove  ol  fceh 
technologies.  He's  spending  $80  million  i  % 
this  year  to  hire  400  sales  advisers  whc  uta 
will  practically  live  with  corporate  cus-  r- 


New  Life 
Into  an  Old 
Monopoly 

Microsoft's  Office  desk- 
top applications  claim 
more  than  90%  of  the 
market.  Note  the 
company  is  forging 
into  new  areas  to 
boost  re  ecu  lies. 


OFFICE 


STRATEGY  Jump-start 
growth  with  versions  tar- 
geting home  and  small- 
business  users.  The  goal 
is  to  double  Office  sales 
to  $20  billion  by  2010. 

PROSPECTS  Fair. 
Even  with  new  features, 
it's  tough  to  grow  fast 
with  such  a  huge  in- 
stalled base. 


NEW 
APPLICATIONS 


STRATEGY  Plunge  into 
new  markets,  such  as 
business-intelligence 
software,  for  analyzing 
data. 

PROSPECTS  Fair.  Mi- 
crosoft plans  on  invent- 
ing some  brand-new 
product  categories,  but 
it  will  be  hard  to  create 
$1  billion  businesses. 


PROGRAMS  I  If 
SMALL  C0MPA  ffl 


STRATEGY  Build  c  by  0 

two  acquisitions—  • 
Plains  Software  an  (v. 
vision,  leaders  in  s  t^ 
biz  software.  The  j  ft 
sales  from  $300  m  .,, 
to  $10  billion  by  2(  J 

PROSPECTS  Pron  , 

The  low  end  of  a  n  ^ 
has  always  been     j 
Microsoft's  strengi  ^ 
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Jeff  Raikes  is  taking  aim  at  folks 
"who  aren't  typical  Office  users, 
*such  as  pilots,  nurses,  and  factory  workers 
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ttjomers  and  advise  them  on  how  they 
•an  get  more  out  of  the  software  Mi- 
Tosoft  already  makes.  He  has  another 
earn  spotting  the  "white  spaces"  be- 
tween current  product  categories  for 
«  vhich  all-new  programs  can  be  invent- 
ed. Meanwhile,  Raikes  is  testing  the 
Company's  latest  innovations  in  his  new 
enter  for  Information  Work,  a  proto- 
type of  what  he 


rABLET  PC 
iOFTWARE 


EGY  On  Nov.  7, 
-  <ers  will  launch 
l  PC,  which 
loft  hopes  will 
oftware  sales. 

ECTS  Good. 

ablets  have  key- 
and  while  hand- 
recognition  still 

srfect,  users  can 

andwritten  notes. 


believes  offices 
will  look  like  in 
the  future. 

For  the  here 
and  now,  Raikes 
has  launched  three 
initiatives — all  of 
which  are  expect- 
ed to  start  bearing 
fruit  in  coming 
months.  First,  he 
moved  to  expand 
into  a  new  market 
for  Microsoft:  run- 
the-business  appli- 
cations for  small 
and  midsize  busi- 


nesses. These  are  packages  that  extend 
from  accounting  to  inventories  and  pay- 
roll programs.  Over  the  next  five  years, 
he  plans  to  spend  $3  billion  on  Office,  in- 
cluding specialized  versions  for  small 
business,  and  products  in  such  areas  as 
business  intelligence,  which  helps  work- 
ers make  sense  of  all  the  data  their 
companies  gather.  Raikes's  vision  even 
extends  to  new  machines.  On  Nov.  7, 
he'll  launch  software  for  the  soon-to-be 
introduced  Tablet  PC,  a  laptop  with  a 
screen  on  which  users  can  scrawl  hand- 
written notes  that  they  can  store  and 
easily  locate  later. 

His  ambitions  are  grand  indeed. 
Raikes  believes  he  can  boost  Microsoft's 
annual  sales  by  as  much  as  $20  billion  in 
the  next  eight  years.  Half  of  that  in- 
crease, he  says,  should  come  from  dou- 
bling sales  of  Office  suite.  He  also  ex- 
pects the  small-  and  midsize-business 
unit,  which  generated  $300  million  in 
sales  last  year,  to  reach  $10  billion  by 
2010.  And  he  believes  the  Tablet  PC, 
which  requires  a  special  tablet  version 
of  Office  to  take  full  advantage  of  the 


handwriting  features,  could  spark  a 
wave  of  software  sales.  Raikes  recog- 
nizes the  audacity  of  such  targets.  "It's 
a  dream,"  he  says.  But  it's  also  a  rally- 
ing cry  for  the  7,500  people  who  work 
for  him.  "I'm  glad  somebody's  got  fire  in 
the  belly,"  says  Goldman,  Sachs  &  Co. 
analyst  Richard  Sherlund. 

Raikes  will  be  hard  pressed  to  grow 
as  fast  as  he  envisions.  While  Office 
sales  are  expected  to  grow  10%  this  fis- 
cal year,  that's  largely  because  new  li- 
censing terms  imposed  by  the  company 
have  customers  scrambling  to  buy  the 
most  recent  version  of  the  software.  Af- 
ter that,  Raikes  needs  to  pack  com- 
pelling new  features  into  Office  that  en- 
tice corporations  to  order  companywide 
upgrades.  While  the  small-  and  midsize- 
business  market  is  expected  to  explode 
over  the  next  decade,  Microsoft  faces 
plenty  of  competition  from  well-estab- 
lished specialists  making  these  complex 
applications.  "Today,  Microsoft  sells  com- 
modity software,"  says  Henning  Kager- 
mann,  co-ceo  of  SAP,  the  German  soft- 
ware giant  that  dominates  the  market 
for  corporate  software  applications. 
"Now  they're  going  into  a  new  area." 

If  anybody  has  what  it  takes  to  pull 
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off  such  a  mammoth  transformation, 
it's  Raikes.  He  helped  build  Microsoft 
from  the  ground  up — joining  the  com- 
pany in  1981  when  there  were  only  100 
employees  and  annual  sales  of  $12  mil- 
lion. Back  then,  word  processing  was  a 
specialized  task  performed  by  secre- 
taries. Spreadsheets  required  massive 
computing  power  that  only  top  financial 
executives  were  authorized  to  use. 
Raikes  ran  Microsoft's  Word  and  Excel 
divisions  in  their  early  days,  and  those 
two  programs  helped  alter  the  way 
work  was  done.  Now,  he's  focusing 
on  a  new  set  of  analytical  tools.  The 
goal  is  to  reduce  what  he  calls  a  work- 
er's "time  to  insight."  The  result,  he 
says,  "could  give  you,  in  effect,  a  28- 
hour  day." 

Raikes  is  jazzed  about  his  job.  Like 
plenty  of  other  senior  Microsoft  execs, 
he  could  walk  away  tomorrow.  He's 
sitting  on  nearly  $350  million  in  Mi- 
crosoft stock.  And  he  has  plenty  of  out- 
side interests.  A  sports  fan  with  a  9 
golf  handicap,  Raikes  owns  a  piece  of 
the  Seattle  Mariners  baseball  team. 
And  he  still  keeps  close  tabs  on  his 
family's  2,000-acre  corn-and-soybean 
farm  in  Ashland,  Neb.  But  the  oppor- 
tunity to  create  another  software  rev- 
olution keeps  him  working  the  way  he 
did  two  decades  ago.  "I  couldn't  be 
more  excited  about  what  I'm  doing," 
Raikes  says. 

For  inspiration,  he  often  plumbs  his 
own  everyday  experiences.  He  has 
struggled  through  tedious,  paper-based 
applications  for  his  children's  schools. 
Why  not  apply  online  instead,  he  won- 
ders. And  why  not  set  up  the  electron- 
ic forms  so  the  information  automati- 
cally flows  into  the  schools'  database? 
One  of  the  first  new  products  his  engi- 
neers are  working  on  is  a  paperless 
workflow  application  designed  to  allow 
organizations  to  dispense  with  paper 
forms  and  heaps  of  retyping. 


The  introduction  of  Tablet  PCs, 
which  require  a  special  version 
of  Office  to  take  fall  advantage 
of  the  handwriting  feature, 
could  spark  a  wave  of  sales 


ACER'S  TABLET  PC 

Other  ideas  come  from 
things  customers  have 
dreamed  up.  One  such 
client  is  JetBlue  Airways 
Corp.,  the  New  York-based  discount  car- 
rier. Federal  regulations  require  pilots  to 
update  their  flight  manuals  each  time 
policies  change — something  that  can 
happen  several  times  a  week.  At  most 
airlines,  pilots  store  everything  in  a 
notebook  and  rip  the  pages  out  to  re- 
place them  with  updated  versions.  At 
JetBlue,  every  pilot  is  issued  a  laptop 
computer.  Each  morning,  their  manuals 
are  automatically  updated  on  a  Web  site 
using  Word  and  Office  Web  software. 
It  saves  the  airline  10,000  man-hours 
each  year.  "We've  taken  the  Office  pack- 
age to  a  whole  new  level,"  says  JetBlue 
Chief  Information  Officer  Jeff  Cohen. 

In  situations  such  ■^■■■■■H 
as  this,  Raikes  does 
not  have  to  add  new 
capabilities  to  Office 
to  make  it  more  use- 
ful. He  just  has  to 
figure  out  how  to 
show  customers  that 
they  can  do  much 
more  with  the  soft- 
ware  he  already 
makes — so  they'll 
pony  up  for  the  lat- 
est versions.  Inspired 
by  the  JetBlue  expe- 
rience, Raikes  is  hir- 
ing the  400  grass- 
roots    sales     advisers 


OFFICE  STALLING 

Amid  a  slumping  economy  and 
saturated  markets,  sales  growth  has 
slowed  for  Microsoft's  Office  software 

suite  and  related  applications 

12 


'98  '99  '00 

A  BILLIONS  OF  DOLLARS 

Data:  Microsoft  Corp. 


who  bypass 
corporate  technology  departments  and 
meet  directly  with  workers. 

One  of  the  toughest  challenges 
Raikes  faces  is  to  market  applications 
that  don't  yet  exist  in  the  pen-and-pa- 
per  world,  such  as  the  ability  to  col- 
laborate on  a  document  simultaneously. 
"A  lot  of  what  we  can  do  with  soft- 
ware is  stuff  that  customers  don't  think 
to  ask  for,"  he  says.  This  makes  it 
harder  to  describe  what  software 
does — and  harder  to  sell  it. 

That's  one  reason  Raikes  has  set'  up 
Microsoft's  Center  for  Information  Work. 


The  center,  similar  to  the  fu- 
turistic Microsoft  Home,  willl 
open  its  doors  on  Microsoft's! 
Redmond    campus    in    latel 
September. 

One  technology  he'll  fea- 
ture is  RingCam,  a  video- 
teleconferencing  technolog 
created   by   Microsoft   Re- 
search. The  device,  whicl 
looks  a  bit  like  a  small  table 
lamp,  has  five  cameras  cir-| 
cling  the  top  and  eight  tin} 
microphones  around  the  base 
to  give  a  360-degree  view  of  a  room.| 
Microsoft's  software  matches  the  audic 
and  visual  feeds  so  that  people  tapping 
into  the  meeting  from  elsewhere  auto-j 
matically  see  the  person  who  is  talking 
on  the  largest  window  of  their  comput{ 
er  screen.  A  product  could  be  read}| 
within  a  year  or  two. 

Even  when  Raikes  goes  after  mar-l 
kets  that  are  relatively  well  established] 
he  plans  on  putting  a  new  twist  or 
them.  Take  business-intelligence  soft-l 
ware.  Within  two  years,  Microsoft  will 
launch  an  application  to  help  people  ex-l 
tract  data  from  various  computer  sysJ 
terns,  run  it  through  sophisticated  ana-J 
lytic  programs,  and  produce  reports  tc 
guide  their  decisions.  He  faces  competi-l 
tion  from  the  likes  of  Business  Objects 
and  Hyperion  in  the  $3.8  billion  mar-l 
g^g^^mm  ket.  Raikes  believed 
that  business-intelli-j 
gence  software  re-l 
mains  largely  in  the 
domain  of  poi 
users — finance  wor 
and  tech  specialists 
He  hopes  to  make 
these  programs  mud 
easier  to  use  bj 
pulling  data  into  the^ 
well-known  Office  ar. 
plications.  "We  < 
create  business  intell 
ligence  for  the  mass] 
es,"  he  says. 

Most  corporate 
customers  haven't  shown  much  of  ail 
appetite  for  the  latest  and  greatesj 
technology  since  the  tech  slump  begar 
but  Raikes  can  afford  to  wait.  "A 
of  times,  people  will  overestimate 
how  quickly  things  might  change  ii 
the  short  term,"  he  says.  "'But  thei 
will  also  underestimate  how  mucJ 
things  will  change  in  the  long  term.] 
When  businesses  are  ready  to  stari 
buying  again,  Raikes  hopes  to  havJ 
a  whole  new  generation  of  softwan| 
to  offer  them. 

By  Jay  Greer 
in  Redmond,  Washl 
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ASK      MOST     SUPPLY 


ICHAIN     MANAGEMENT 


COMPANIES    TO    SHOW 


ATIVITY 


AND  THIS  IS  WHAT  YOU'LL  GET. 
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Most  supply  chain  management  companies 
try  to  sell  their  customers  off-the-shelf 
solutions.  But  at  Menlo  Worldwide,  we  prefer 
a  more  creative  approach.  By  combining 
the  most  inventive  logistics  minds  in  the 
business  with  leading  technology,  global 
reach  and  consistent  execution,  we're  finding 
more  intelligent  ways  for  companies  to 
source  supplies,  manage  inventories  and 
distribute  products  around  the  world.  We 
call  it  perpetual  innovation:  continually 
creating  new  —  and  often  unique  — 
opportunities  to  generate  value  from  our 
customers'  supply  chains.  Think  better 
visibility.  Think  decreased  cycle  times. 
Think  lower  overall  cost.  That's  what 
happens  when  you  think  creatively.  Visit 
menloworldwide.com  to  find  out  more. 


MENLO 

WORLDWIDE 


Science  &  Technology 


PUBLIC  HEALTH 


READY  FOR 
THE  NEXT  BUG? 

Trying  times  have  sharpened  U.S.  medical  responses 

gence  of  the  superbug 
is  yet  another  worri- 
some reminder  of  how 
unexpected  agents — 
whether  bred  in  na- 
ture or  in  secret  ter- 
ror labs — could  wreak 
havoc  if  not  identified 
and  checked  quickly. 

But  the  story  also 
has  a  surprising  twist. 
For   years,   public 
health    pros    have 
warned  that  America's 
ability  to  respond  to 
new  disease  threats — 
including  bioweapons — 
was  crumbling.  Then 
came  last  year's  an- 
thrax scare.  Congress 
responded  quickly, 
handing  nearly  $1  bil- 
lion to   the   CDC   for 
2002  to  help  health  de- 
partments and  infec- 
tious-disease labs 
across  the  country  bet- 
ter prepare  for  terror- 
ist attacks.  "We're  also 
using  the  new  invest- 
ments to  strengthen 
the  public  health  foun- 
dation," says  Director 
Dr.  Julie  L.  Gerberding. 
As  a  result,  the  na- 
tion's public  health  system  is  beginning  a 
mini-resurgence.  From  Maryland  to  Mis- 
sissippi, state  health  departments  are 
tracking  the  spread  of  West  Nile  virus 
better  than  ever  before.  The  upgrade  is 
improving  links  between  front-line  ems 
units  and  public  health  departments,  help- 
ing to  identify  unusual  disease  outbreaks 
faster  than  in  the  past  Indeed,  the  sharp- 
ened capabilities  needed  to  counter  bio- 
logical attacks  are  helping  to  fight  every- 
thing   from    tuberculosis     and     food 
poisoning  to  the  new  drug-resistant  staph 
infection.  "At  the  end  of  the  day,  it's  all 
about  having  adequate  resources  and  per- 
sonnel to  do  investigations  of  this  sort," 
says  Dr.  Matthew  L.  Boulton,  chief  epi- 


On  June  20,  Dr.  Fred  Tenover  at 
the  Centers  for  Disease  Control 
&  Prevention  (cdc)  got  a  sobering 
call.  A  female  dialysis  patient  in 
southeastern  Michigan  had  come  down 
with  a  nasty  infection  that  vancomycin, 
commonly  called  the  antibiotic  of  last  re- 
sort, couldn't  kill.  It  was  the  first-ever 
confirmed  report  of  a  Staphylococcus  au- 
reus bug,  a  major  menace,  that  was  fully 
resistant  to  this  powerful  antibiotic.  'This 
is  the  problem  we  had  been  fearing — 
and  hoping  would  never  come,"  says  Dr. 
Marcus  Zervos,  an  antibiotic-resistance 
expert  at  William  Beaumont  Hospital  in 
Royal  Oak,  Mich.  Suddenly,  the  world  is 
a  more  dangerous  place.  And  the  emer- 


demiologist  for  the  state  of  Michigan. 

In  the  case  of  the  vancomycin-resist 
ant  S.  aureus,  the  public  health  system 
showed  that  the  investment  is  paying 
off.  Tenover  got  the  long-dreaded  call 
on  Thursday  afternoon.  By  Friday  morn- 
ing, a  sample  of  the  superbug  arrived 
via  FedEx  at  the  cdc  for  analysis.  By 
Sunday,  the  cdc  had  a  team  assembled 
and  ready  to  travel  to  Michigan  to  help 
state  and  local  investigators  already  on 
the  scene.  Within  days,  more  than  400 
people  were  tested  to  see  if  the  staph  in- 
fection had  spread.  The  rapid  response 
helped  keep  the  microbe  isolated  to  the 
one  patient,  where  it  was  tamed  with 
new  antibiotics.  "Two  to  three  years  ago, 
that  call  may  have  been  returned  on 
Monday  morning,"  says  Tenover.  "But 
September  11  and  [the  anthrax  attack  ,■ 
really  showed  us  we  have  to  communi 
cate  the  same  day,  if  not  the  same  hour 
This  is  an  organism  of  great  public 
health  consequence — and  we  were  on  it. 

Almost  as  important  as  quashing  the 
dangerous  infection  was  figuring  out  ho^ 
the  patient's  S.  aureus  germs  acquirec 
the  ability  to  thwart  vancomycin.  Anc 
thanks  to  the  recent  boost  to  the  public 
health  system,  Tenover  and  his  col 
leagues  were  able  to  solve  this  mysterj 
as  well.  They  knew  that  vancomycin, 
powerful  antibiotic  that  was  first  dis 
covered  and  used  in  the  1950s,  work* 
by  attacking  the  fortress-like  cell  walli 
that  bacteria  build  around  themselves 
The  walls  are  made  of  sugar  molecule! 
bonded  by  amino  acids,  Tenover  explains 
and  vancomycin  attacks  the  amino  acic; 
links.  Unable  to  build  the  protective 
walls,  the  microbes  die. 

For  three  decades,  vancomycii 
worked  like  a  charm,  quashing  danger 
ous  hospital-acquired  infections — sue! 
as  enterococcus  and  staphylococcus 
germs — even  when  the  bacteria  weri 
resistant  to  other  antibiotics. 
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CONSTANT  THREAT: 

New  drugs  are  needed 
for  Staphylococcus 


Boosting 

Public 

Health 


Washington's 
$1  billion  push  to  fight 
bioterrorism  is  helping  public 
health  agencies  respond  to 
major  threats,  such  as  antibiotic- 
resistant  germs,  by: 
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iTien  suddenly,  in  1988,  a  strain  of  van- 
omycin-resistant  enterococcus  (vre) 
opped  up.  Somehow,  the  bacterium  had 
een  able  to  acquire  five  new  genes, 
nabling  it  to  replace  the  amino  acid 
nks  with  another  molecule  that  the 
rug  couldn't  attack.  "There  must  have 
een  a  whole  series  of  trials  and  errors 
nr  the  organism  to  get  all  the  right 
enes  and  do  it  in  the  right  order,"  says 
enover.  In  just  a  decade,  vre's  rapid 
pread  has  led  to  hundreds  of  millions  of 
ollars  in  extra  costs — and  thousands 
f  deaths — per  year  in  hospitals. 
Now,  the  Michigan  case  has  provided 
S.  health  authorities  with  their  first 
iste  of  a  potentially  worse  threat,  "the 
issibility  of  staph  becoming  resistant  to 

Vancomycin,"  says  Zervos.  Here's  what 

[appened.  The  Michigan  patient  har- 

>red  two  bugs:  one,  a  strain  of  S.  au- 

Jfcus  that  was  resistant  to  most  other 

•  fntibiotics;  the  other,  a  relatively  rare 
wecies  of  vre  known  to  be  promiscuous 
Jt  spreading  genes  to  other  bacteria.  As 

,  i  result,  the  vre  genes  were  able  to 

.,  imp  over  to  S.  aureus. 
[,  This  time,  the  infection  never  spread 

Jeyond  that  patient.  But  it  will  happen 
gain,  and  the  public  health  system  has 
be  ready.  "We  might  see  another  case 
kxt  week — or  not  for  years,"  says  Ten- 
der. By  then,  the  potential  consequences 
>uld  be  worse.  Resistance  is  already 
(merging  to  the  last-ditch  antibiotics 
ed  in  the  Michigan  case.  "We  need 
iw  antibiotics,"  says  Dr.  Stuart  B. 
evy,  director  of  the  Center  for  Adap- 
tion Genetics  &  Drug  Resistance  at 
mtts  University  School  of  Medicine. 
We've  got  some  time  to  breathe,  but 
e  are  down  to  the  last  drug  again." 
The  good  news,  however,  is  that 
•alth  sleuths  now  stand  a  better  chance 
'  spotting  and  stamping  out  new  drug- 
/sistant  germs  or  other  types  of  infec- 
ns  agents  than  they  did  before  the 
ithrax  attacks.  While  experts  caution 
at  the  public  health  resurgence  is  only 
iginning,  and  that  it  still  has  a  long 
ay  to  go,  our  once  shaky  defenses 
fainst  deadly  microbial  invaders  have  fi- 
illy  been  given  a  badly  needed  boost. 
By  John  Carey  in  Washington 


/  Enhancing  surveillance  systems 
*  igned  to  spot  new  illnesses 

eating  new  lines  of  communica- 
s.  so  that  emergency  workers  report 
,   )it  ious  outbreaks  quickly  to  public 
>  1th  officials 

mproving  labs'  ability  to  analyze  sam- 
of  microbes  or  dangerous  chemicals 

'utting  more  epidemiologists  on  the 
to  respond  to  reports  of  outbreak 
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THE  2002  BUSINESS  FOR  SOCIAL  RESPONSIBILITY  ANNUAL  CONFERENCE 

RETu:  RESPONSIBILITY 


REALIZING  VALUE  FOR  BUSINESS  AND  SOCIETY 

NOVEMBER  5-8,  2002 


MIAMI,  FLORIDA 


Just  announced, 
Arthur  Levitt, 
former  Chairman, 
U.S.  SEC  to  speak 
at  the  Conference. 


Join  1000  business  leaders  from  companies  and 

organizations  such  as  BP  p. I.e.,  Citigroup  Inc.,  FTSE 

Group,  Hewlett-Packard  Company,  Ibis  de  Mexico  S.A., 

IFC/World  Bank,  McDonald's  Corporation,  Novo 

Nordisk  A/S,  Rio  Tinto  pic,  Sony  Corporation,  Unilever 

United  States,  Inc.,  United  Parcel  Service,  Inc., 

U.S.  EPA,  and  Volkswagen  AG. 


FOR  MORE  INFORMATION 

and  to  REGISTER  online, 

visitwww.bsr.org. 


Register  by 
September  15, 2002, 
for  reduced  rates. 


Accountability    •     Community  Investment     •     Environment 

Ethics     •     Governance     •     Human  Rights     •     Marketplace 

Public  Policy     •    Transparency     •    Workplace 
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Give  them      1 
shelter  from    ™ 
the  storm. 

1.800.  CALL.  WWF        1 
www. worldurildlife.org/act     H 

* 

t 

1 

Man's  abuse  of  Earth's  natural  resources  has  created  a  storm  that  many  animals  and  their  (fo  ^* 
habitats  have  difficulty  weathering.  Help  World  Wildlife  Fund  protect  them  fry  ordering  a  ^%r 
free  Action  Kit.  Together  we  can  help  leave  our  children  a  living  planet.  WWF 


i- 


Developments  to  Watch 


EDITED  BY  OTIS  PORT 


SUPERCONDUCTORS,  SAY  CHEESE 

WHY   CERTAIN   CERAMIC   COMPOUNDS   BECOME   SUPER- 

conductors  at  relatively  high  temperatures  still  baffles 
the  world's  physicists.  But  new  research  from  the  Uni- 
versity of  Illinois  is  helping  to  unravel  this  enigma  and 
could  lead  to  better  superconducting  materials — perhaps 
even  one  that  works  at  room  temperature.  Currently,  so- 
called  high-temperature  superconductors  must  be  cooled  with 
liquid  nitrogen  to  at  least  -225F. 

Physicist  Ali  Yazdani's  team  has  devised  a  way  to  visualize  critical  atomic  structures  in 
these  ceramic  materials — specifically,  the  copper-oxide  layer.  "This  is  the  layer  that's  re- 
sponsible for  all  the  exotic  properties,"  he  says.  The  image  above,  published  in  Physical  Re- 
view Letters  last  month,  was  hailed  as  providing  the  first-ever  glimpse  of  this  layer.  The  large 
red  and  blue  shapes  are  orbital  spheres  of  electrons  around  copper  atoms.  The  small 
dumbbells  are  oxygen-atom  orbitals,  and  the  grape-like  shape  is  the  tip  of  a  scanning 
tunneling  microscope. 

The  Urbana-Champaign  researchers  also  turned  up  what  Yazdani  terms  "a  big  surprise": 
Electrons  injected  into  this  layer  don't  always  behave  as  theory  predicts.  His  team  has  pro- 
posed a  model  to  explain  that  finding.  ■ 


KISS  THOSE  TV, 
DVD,  AND  STEREO 
WIRES  GOODBYE 

ENGINEERS  SEEM  TO 

despise  wires.  First,  they 
gave  us  wireless  networks, 
such  as  WiFi,  that  let  pes 
share  printers  and 
modems.  Then  came  Blue- 
tooth, a  short-range  radio 
technology  that  can  link 
pdas  with  PCs  or  help  con- 
nect headsets  to  phones. 

Now  a  new  standard 
promises  to  take  wireless 
networks  out  of  the  office 
and  into  the  family  room. 
Dubbed  WiMedia,  it  offers 
much  greater  range  and 


higher  speeds  than  Blue- 
tooth but  is  cheaper  and 
uses  less  power  than  WiFi. 
That  combination  should 
trigger  a  flurry  of  at-home 
link-ups  for  TVs,  stereos, 
and  other  audio-video  gear, 
says  analyst  Navin  Sabhar- 
wal,  a  researcher  at  Allied 
Business  Intelligence  in 
Oyster  Bay,  N.Y. 

Nearing  approval  by  the 
Institute  of  Electrical  & 
Electronics  Engineers,  the 
new  802.15.3  standard 
transmits  data  over  a 
range  of  33  feet  at  a  blis- 
tering 55  megabits  per  sec- 
ond— five  times  the  speed 
of  today's  home  nets  and 
more  than  enough  band- 


width to  send  digital  video 
and  audio  signals  flying 
from  a  DVD  player  in  one 
room  to  a  TV  in  another. 
Chips  supporting  the  stan- 
dard already  have  been  an- 
nounced by  Vienna  (Va.)- 
based  XtremeSpectrum. 
On  Sept.  3,  Hewlett- 
Packard,  Philips,  Samsung, 
Sharp,  and  six  other  com- 
panies launched  an  alliance 
to  promote  WiMedia.  By 
Christmas  2003,  it  may  be 
built  into  camcorders,  set- 
top  boxes,  and  game  con- 
soles, at  a  likely  price  pre- 
mium of  $30.  So  much  for 
that  rat's  nest  of  wires  be- 
hind your  home  theater. 

Andy  Reinhardt 
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COMING  SOON: 
TALKING 
TAX  FORMS 


STARTING  THIS  FALL,  THE  Ii 

will  make  it  easier  for  the 
sually  impaired  to  hear,  ar 
complete,  their  tax  forms. 

The  tax  authority  has  ei 
hanced  50  downloadable  doe 
ments  so  they're  compatib 
with  standard  speech-gener 
tion  software.  These  pr 
grams — including  jaws,  fro 
Freedom  Scientific  in  St.  P 
tersburg,  Fla.,  and  Windo\ 
Eyes,  made  by  gw  Micro 
Fort  Wayne,  Ind. — can  aut 
matically  read  aloud  the  te 
fields  in  onscreen  tax  forrr 
To  build  the  software  links 
tween  its  cache  of  PDF-fo 
matted  documents  and  the 
speech-generation  systerr 
the  IRS  worked  with  Plexi 
Scientific  of  Alexandria,  Vi 
and  Adobe  Systems.  "F 
people  who  strive  so  hard 
be  independent,  having  a  t; 
form  that  talks  to  them  is 
victory,"  says  Cyril  St.  Marti 
a  general  manager  at  Plexu 

Plexus  and  Adobe  a: 
demonstrating  the  technol 
gy  to  other  government  bo 
ies.  Since  all  federal  agenci 
are  required  to  make  the 
Web  sites  and  documen 
more  accessible  to  peop 
with  disabilities,  the  two  coi 
panies  should  find  plenty 
willing  listeners. 

Arlene  Weintra; 


INNOVATIONS 


■  In  mid-September,  a  little 
robot  is  set  to  crawl  up  a 
mysterious  shaft  deep  inside 
Egypt's  Great  Pyramid.  At 
the  end  of  the  9-inch-square, 
245-foot-long  tunnel  is  a 
stone  slab  with  copper  han- 
dles. What  lies  beyond,  no- 
body knows.  The  robot  will 
try  to  pierce  this  barrier 
with  radar.  If  this  indicates 
there's  a  secret  room,  the 
mini-explorer  may  also  cap- 
ture images  by  poking  a  tiny 
optical-fiber  camera  through 
a  crack  around  the  slab.  The 


University  of  Chicago  and 
the  National  Geographic  So- 
ciety are  sponsoring  the 
project. 

■  After  a  heart  attack,  the 
difference  between  recovery 
and  possible  death  is  counted 
in  minutes.  To  hasten  treat- 
ment, researchers  at  Flori- 
da A&M  University  and  Flori- 
da State  University  have 
developed  a  test  to  help 
medical  staff  detect  heart  at- 
tacks on  the  spot.  It  takes 
just  three  minutes,  less  than 
one-tenth  as  long  as  existing 
tests — not  counting  the  time 
now  needed  to  rush  a  blood 


sample  to  the  lab.  When 
mixed  with  blood,  magnetic 
particles  bind  with  so-called 
"cardiac  markers,"  such  as 
myoglobin.  The  markers  are 
then  magnetical- 
ly extracted  and 
measured. 
■  Synthetic  dia- 
mond could  be 
the  ideal  materi- 
al for  computer 
chips.  Diamond 
chips  could  toler- 
ate higher  heat, 
better  protect  tiny 
circuitry  from 
harmful  radiation, 


and  improve  performance 
boot.  But  most  researche 
gave  up  on  diamond  chi 
years  ago.  They  just  cou 
not  make  diamond  films 
pure  as  the  si 
con    substrat 
currently  in  ui 
Now,    in    tl 
Sept.  6  Scieru 
researchers 
Sweden's  A] 
Group  repo 
that  they  ha 
found  a  way 
fabricate  ulti 
pure  diamo) 
films. 


C^ 
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Government 


CAPITOL  HILL 


POPULISM  TAKES 
A  BANK  HOLIDAY 

Tough  times  and  corporate  crimes  don't  stop  a  bankruptcy  bill. 


In  the  wake  of  the  corporate  crime 
wave,  when  most  pro-business  bills 
are  sinking  like  stones,  one  proposal 
seems  headed  for  enactment.  What's  dif- 
ferent about  an  overhaul  of  federal 
bankruptcy  laws  that  is  highly  favor- 
able to  Big  Business?  Simple:  A  massive 
lobbying  campaign  by  a  wealthy  coali- 
tion of  companies  with  powerful  friends 
on  Capitol  Hill  is  greasing  the  skids. 

Consumer  and  liberal  groups  had 
hoped  that  corporate  scandals 
would  force  Congress  to  derail 
the  bill,  which  makes  it  harder 
for  consumers  to  walk  away 
from  their  debts  but  doesn't 
curb  aggressive  marketing  by 
purveyors  of  plastic.  However, 
thanks  to  hefty  campaign  con- 
tributions and  home-state  ties, 
the  bill  has  strong  support, 
even  among  Democrats  who 
style  themselves  as  defenders 
of  the  downtrodden. 

Exhibit  A  is  Senate  Majority 
Leader  Tom  Daschle  (D-S.  D.), 
who  counts  Citigroup  among 
his  state's  biggest  employers. 
Citi  employs  some  4,000  at  its 
credit-card  operations  in  Sioux 
Falls.  The  bank  has  been  es- 
pecially generous  to  South 
Dakota's  other  senator,  Demo- 
crat Tim  Johnson  (table),  who 
sits  on  the  powerful  Banking 
Committee  and  faces  a  tough 
reelection  fight  this  year. 

Delaware-based  mbna  Corp. 
tops  the  list  of  finance  and 
credit-card  company  donors  for 
2002,  with  $1.04  million  in  con- 
tributions to  candidates  and  the 
parties.  MBNA  and  its  employ- 
ees were  President  Bush's  sin- 
gle-biggest source  of  cash — 
$237,675— in  the  2000  election. 
mbna  and  other  finance  and 
credit-card  companies  cover 
their  bipartisan  bases,  though, 
giving  Democrats  36%  of  the 
$4  million  they  already  have 
donated  to  candidates  and  par- 
ties for  the  2002  races. 

Up  against  such  big-money 


backers,  consumer  groups  were  unable 
to  slow  the  bankruptcy  bandwagon — 
until  they  got  an  assist  from  activists 
with  whom  they  usually  have  little  in 
common:  abortion  foes.  Pro-lifers  op- 
pose a  provision  of  the  bill  that  pro- 
hibits abortion  opponents  from  declaring 
bankruptcy  to  avoid  paying  fines  im- 
posed after  violent  protests  at  women's 
clinics.  Anti-abortion  hard-liners  mus- 
tered enough  Republican  votes  in  the 


WHO  GAVE... 

Top  finance  and  credit-card  company  donors 
MBNA  $1.04  million 


SALLIE  MAE 

$542,835 

HOUSEHOLD  INTL. 

$492,616 

AMERICAN  EXPRESS 

$379,295 

CAPITAL  ONE  FINANCIAL 

$245,817 

VISA  U.S.A. 

$239,750 

...AND  WHO  GOT 

Top  recipients  for  2001-02 


SENATOR  SUSAN  COLLINS  R-Me. 

$86,250 

SENATOR  CHARLES  SCHUMER  D-N.Y. 

62,250 

SENATOR  TIM  JOHNSON  D-S.D. 

57,000 

REPRESENTATIVE  MICHAEL  OXLEY  R-Ohio 

51,662 

SENATOR  PHIL  GRAMM  R-Tex. 

46,500 

SENATOR  ROBERT  TORRICELLI  D-N.J. 

37,250 

Data:  Center  for  Responsive  Politics  (based  on  Federal  Election  Commission  data  released  on  July  29) 


House  to  prevent  final  approval  of  th< 
bill,  which  both  the  Senate  and  Hous< 
passed  in  different  forms  in  early  2001 
Hill  leaders  now  say  they're  close  t< 
a  compromise  that  could  send  a  bank 
ruptcy  package  to  President  Bush's  desl 
by  the  end  of  September.  The  bill  woulc 
impose  a  "needs-based"  formula  to  de 
termine  whether  debtors  must  pay  of 
at  least  part  of  their  obligations. 

Critics  argue  that  the  measure  is 
duly  harsh  at  a  time  when  the  econom; 
is  shaky  and  layoffs  are  mounting.  Th 
means  test,  for  example,  makes  no 
lowance  for  bankruptcies  due  to  medi 
emergencies.  Women's  rights  advocate; 
fume  that  letting  credit-card  debts  si 
vive  bankruptcy  will  leave  less  mone; 
for  child  support. 

But  lenders,  citing  bankruptcy  filin 
that  hit  a  record  1.5  million  last  ye; 
say  reform  is  long  overdue.  'Teople  wh 
can  pay  their  debts  ought  to  do  so 
says  Steve  Bartlett,  preside 
of    the    Financial    Service 
Roundtable,   an  industr 
group. 

Credit-card  issuers  have 
lot  riding  on  reform.  Ban 
ruptcies  generate  about  40 
of  their  credit  losses,  accor 
ing  to  Caren  Mayer,  managin 
director  at  Banc  of  Amerii 
Securities.  Mayer  estimate 
that  the  bankruptcy  overha 
could   boost   credit-card   i 
suers'  annual  earnings  by  5' 
Detroit  auto  makers  coul 
benefit,   too,   since   the   bi 
makes  it  harder  to  write  o 
auto  loans.  That's  why  c; 
companies  are  key  membe 
of  the  Coalition  for  Respo 
sible  Bankruptcy  Laws,  a 
umbrella  group. 

Three   Democrats — Sen; 
tors  Carl  Levin  (page  76)  am 
Debbie  Stabenow  of  Michi 
and  Senate  Finance  Commi 
tee    Chair   Max   Baucus 
Montana — are  among  th 
leading  recipients  of  the  co; 
tion's  2001-02  political  cont: 
butions.  Because  reform  fo> 
have  little  money  and  eve 
less  clout,  "Democrats  who  oij 
dinarily  would  protect  the  li 
tie  guys  and  gals  decided  the] 
wouldn't  pay  a  price  for  goin 
along,"  says  Travis  B.  Plurj 
kett  of  the  Consumer  Fedei 
ation  of  America.  Not  eve» 
it  seems,  in  the  midst  of  a 
anti -business  backlash. 

By  Amy  Borrus  and  Lcr.\ 
mine  Woellert  in  Washingta, 
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Management 


EDUCATION 


FOR  MBAs, 
SOUL-SEARCHING  101 

Now,  B-schools  are  emphasizing  ethics  and  responsibility 


For  the  first  time  anyone  can  re- 
member, the  incoming  mba  class  at 
the  University  of  Michigan  Busi- 
ness School  had  an  assignment  be- 
fore students  even  arrived  in  Ann  Arbor. 
The  homework:  to  write  a  case  study  on 
the  most  challenging  ethical  dilemma  each 
person  had  ever  faced.  All  but  three  of 
the  438  members  of  the  Class  of 
2004  submitted  something, 
from  the  technical  consultant 
who  discovered  that  a  manag- 
er had  pushed  through  a  defective 
product  to  the  analyst  who  was 
forced  to  write  a  lucrative  con- 
sulting proposal — copied  from  one 
stolen  from  a  competitor.  "We  re- 
ally wanted  them  to  think — we 
wanted  to  push  ethics  to  the  front 
from  Day  One,"  says  Noel  M. 
Tichy,  a  Michigan  professor  and  ar 
chitect  of  the  four-day  orientation. 

It's  a  new  lesson  plan  for 
business   schools   across  the 
country,  where  corporate  scan- 
dals and  a  waning  MBA  job 
market  have  touched  off  a 
wave  of  self-reflection  and  re- 
form. Opinion  polls  now  place 
businesspeople  in  lower  es- 
teem than  politicians.  Just  two 
years  ago,  campuses  were  aflut- 
ter with  talk  of  the  next  big  e- 
idea  and  over-the-top  starting 
salaries.  Now  as  the  school  year 
begins,  ethics,  values,  corporate 
responsibility,  and  integrity  are 
the  new  watchwords. 

The  sober  climate  is  forcing  a 
shift  at  B-schools,  just  as  it  has 
in  the  corporate  world.  The  days 
of  going  to  B-school  to  get  rich 
quick,  arrogantly  showing  up  at 
interviews  in  wrinkled  khakis, 
or  skipping  "useless"  ethics 
classes  appear  to  be  over.  Grads 
spoiled  by  the  boom's  largesse 
are  giving  way  to  mbas  preoc- 
cupied with  learning  business 
law  and  studying  hard.  "The 
next  fad  is  no  fads,  and  the  next 
new  thing  isn't  new  at  all — it's 


back  to  fundamentals,"  says  Patrick  T 
Harker,  dean  of  University  of  Pennsyl- 
vania's Wharton  School.  "We  all  got  car- 
ried away  in  the  gold  rush." 

Despite  the  mood 
swing  on  campus, 


New  Mood  on  Campus 

At  top-tier  B-schools,  students  and  faculty  are 
taking  the  ethics  crisis  to  heart 


WHAT'S  IN 


WHAT'S  OUT 


•  Commitment  to  classwork 

•  Responsibility  to  society 


Skipping  class  to  job-hunt 


Basics:  operations, 
accounting,  down-to-earth 
business  skills 


Expecting  seven-figure  salaries 

Fads:  e-business,  plentiful 
venture  capital, 
anything-goes  ideas 


applications  for  the  Class  of  2004  were  u 
about  10%  at  top  schools,  after  increase 
of  20%  or  more  the  year  before.  Fo 
some,  it's  a  pragmatic  choice — with  fe\ 
job  openings,  why  not  go  for  the  MB 
now  and  hope  the  economy  picks  up? 

Others  fancy  themselves  as  reformer 
who  say  they  believe  in  business  an 
want  to  do  something  about  the  crisis, 
lot  of  us  feel  that  in  10  to  15  years,  w 
will  not  make  the  same  mistakes,"  say 
Shelly  Edlund,  a  former  health-care  cor 
sultant  starting  her  mba  at  Northwester 
University's  Kellogg  Graduate  School 
Management.  "I  think  we  might  be  abl 
to  renew  some  confidence  in  Corporat 
America  by  setting  a  good  example 
Adds  Patrick  DeFreitas,  a  first-year  MB 
at  University  of  California  at  Berkeley 
Haas  School  of  Business:  "I  want  to  hav 
the  necessary  tools  and  qualifications  t 
take  the  reins  and  hopefully  make  th 
right  decisions."  A  former  online  mai 
keting  manager  at  a  startup,  he  says 
didn't  have  enough  business  knowhow  i 
k  the  past  to  speak  up  when  faced  wit 
£,    gray  areas. 

Of  course,  if  the  market  pich 

up  and  the  headlines  feature  fewt 

scandals,  the  newfound  religiq 

could  fade.  But  for  now,  students  i 

the  classes  of  2003  and  20C 

show  signs  of  being  ultra-s< 

rious,  with  a    greater  pei 

chant  for  pursuing  dual  d« 

grees  in  areas  like  lax 

public  policy,  and  educatio 

Some    30%    of   first-ye 

mbas  at  Wharton  say  they 

sign  up  for  the  double  ma 

ter  degrees,  vs.  the  typic 

20%.  Wharton  ethics  guru  ar 

professor  Thomas   Donaldso 

says  the  two  current  classes  ai 

asking  him  to  "help  them  st 

what  they  need  to  see  in  a  gn 

situation."  You  can't  necessari 

teach  morality,  he  admits,  bi 

it's  possible  to  point  out  beha 

ior  that's  over  the  line.  "Yoi 

mother  didn't  teach  you  aboi 

off-balance-sheet  entities  an 

how  to  grapple  with  them,"  \ 

contends. 

It's  not  just  students  who  ai 
adjusting  to  a  new  era.  Facull 
from  Berkeley  to  Wharton  ai 
revisiting  their  courses  and  bee 
ing  up  curriculum.  At  Michiga 
accounting  professors  retook 
required  courses  to  include  d 
tecting  accounting  tricks  ar 
weighing  the  pros  and  cons 
operating  within  the  rules  but 
the  edge  of  ethics.  Says  Willia 
G.  Christie,  dean  of  Vanderb 
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Fighting 
Tooth  and  Nail? 


Often  the  earlier  a  business 
dispute  is  resolved,  the  better. 
That's  why  it's  important  to  know 
that  one  way  in  which  the 
American  Arbitration  Association 
has  leveraged  its  over  75  years 
of  leadership  and  innovation 
is  in  helping  companies  develop 
tailored  conflict  management 
systems  that  are  put  in  place 
before  disputes  arise. 

Using  our  AAA  ADR  Systems 
Design™  process,  major  companies 
such  as  Hallmark  and  Pitney 
Bowes  have  implemented  pro- 
grams that  both  prevent  disputes 
where  possible  and  help  manage 
conflict  effectively  and  fairly  when 
it  does  arise,  saving  everyone 
involved  time  and  money. 

For  more  information  on 
how  we  can  help  you  design  a 
conflict  management  system  that 
will  have  everyone  purring,  call 
1-800-311-3799  or  visit  us  at 
www.adr.org. 


deb 


American  Arbitration  Association 


Dispute  Resolution  Services  Worldwide 


University's  Owen  Graduate  School  of 
Management:  "If  courses  in  ethics  and 
moral  leadership  are  not  already  part  of 
the  curriculum,  they  had  better  be"  soon. 

Meanwhile,  recruiters,  whose  compa- 
nies are  being  held  up  to  higher  stan- 
dards, are  becoming  choosier.  They  say 
they're  looking  not  just  for  skills  but  also 
trustworthiness.  Some  Wall  Street  banks, 
particularly  vulnerable  to  charges  of  con- 
flict of  interest,  have  taken  to  drawing  up 
psychological  profiles  to  weed  out  candi- 
dates who  might  play  fast  and  loose  with 
rules,  says  Joan  DiFuria  of  the  Money, 
Meaning  &  Choices  Institute  in  Kent- 
field,  Calif.,  which  studies  the  effects  of 
money  on  workers.  Accenture  Ltd.  part- 
ner Warren  Watkins,  who  recruits  and 
hires  mbas,  says  B-schools  have  some  re- 
sponsibility to  impart  leadership  values 
and  ethical  thinking,  along  with  the  ex- 
pected lessons  on  financial  analysis  and 
strategy'.  In  interviews,  he  frames  ques- 
tions to  gauge  a  candidate's  gut  reaction 
to  difficult  situations.  It's  not  foolproof, 
but  the  answers  still  count  and  help  him 
decide  from  which  schools  he'll  recruit. 

Some  B-school  leaders  charge  that 
the  angst  on  campus  is  overdone,  and 
that  ethics  haven't  exactly  gone  awol  in 
business  education.  "Intelligent  people 
recognize  that . . .  management  schools 
are  not  nurseries  for  felons,"  says 
Richard  Schmalensee,  dean  at  the  Sloan 
School  of  Management  at  Massachusetts 
Institute  of  Technology.  But  he  admits 
that  these  days,  students  want  to  be 
reassured  that  the  school  is  committed 
to  turning  out  business  leaders  "who 
aim  to  make  a  positive  difference  in  the 
world,  not  just  own  many  houses."  If 
Sloan  and  others  don't  get  that  mes- 
sage across,  applications  to  B-schools 
could  fall  back  to  pre-boom  levels — or 
one-third  fewer,  says  Schmalensee. 

It's  all  adding  up  to  something  of  a 
watershed  moment  for  business  schools, 
which  already  face  growing  questions 
about  their  relevance.  Stanford  Univer- 
sity business  professor  Jeffrey  Pfeffer 
stirred  things  up  this  summer  with  a 
study  scrutinizing  whether  those  with 
mbas  get  any  further,  any  faster — or 
earn  more — than  those  with  only  a 
bachelor's  degree.  Results  were  mixed, 
but  plenty  of  B-school  administrators 
shuddered.  "It's  an  important  moment  in 
the  life  of  business  schools,"  says  Michi- 
gan's dean,  Robert  J.  Dolan.  And  with 
Corporate  America  looking  to  restore 
its  tarnished  reputation,  the  burden  on 
B-schools  has  gotten  heavier. 

By  Jennifer  Merritt 
in  A)in  Arbor,  Mich. 


BusinessWeek  online 


For  more  on  the  campus  mood,  go  to 
www.businessweek.com. 
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STRATEGIES 


THINKING  OUTSIDE 
THE  BURGER  BOX 


McDonald's  is  buying  into 
burritos,  pizza,  and  more. 
But  the  chains  aren't  likely 
to  turn  things  around  soon 

Times  are  tough  in  the  burger  busi- 
ness, says  Benny  Scott.  He  should 
know,  as  the  owner  of  five  Mc- 
Donald's restaurants  near  Dayton. 
His  sales  growth,  like  that  of  most  oth- 
er U.S.  McDonald's  Corp.  franchisees, 
has  been  flat  as  a  cheese  slice.  It  doesn't 
help  that  a  couple  of  nearby  factories 
laid  off  workers  recently.  But  things 
could  start  looking  up  for  Scott:  Two 
Chipotle  Mexican  restaurants  he  oper- 
ates— part  of  a  fast-moving  chain  owned 
by  McDonald's — have  posted  double-dig- 
it increases  each  month  since  they 
opened  16  months  ago.  Come  October, 
he's  opening  another.  "Dayton  can  defi- 
nitely support  five  Chipotles  and  maybe 
a  few  more,"  Scott  says. 

Call  it  a  thin  shaft  of  light  for  trou- 
bled McDonald's.  Groping  for  a  way  to 


h 


break  free  of  the  saturated  U.  S.  burge 
business,  McDonald's  ceo  and  Chairma  j 
Jack  M.  Greenberg  is  planning  a  iw 
tional  ramp-up  of  the  Chipotle  chain 
bought  into  four  years  ago.  After  tw 
years  of  virtually  flat  same-store  sales  i 
its  U.  S.  hamburger  outlets  and  a  17*;  {i 
drop  in  2001  net  income,  the  Oak  Broo  . 
(111.)  chain  is  adding  70  of  the  Mexica 
restaurants  in  2002,  for  a  total  of  250  i 
21  cities,  with  the  bulk  in  the  West  an 
Midwest.  Chipotle  executives  are  put 
ting  together  plans  to  boost  that  rat 
significantly  over  the  next  three  year 
to  at  least  1,000  restaurants.  "We  ar  E 
going  to  the  next  level,"  says  Chipotl 
founder  and  ceo  Steve  Ells,  who  rur 
the  business  independently  from  Denve  c 

McDonald's  is  pressing  forward  on 
number  of  fronts:  experimenting  wit  [ 
nontraditional  store  looks  in  France,  a 
tempting  to  introduce  fresher  foods 
U.S.  restaurants.  Greenberg  clear 
thinks  investments  in  entirely  new  f< 
concepts  are  one  of  his  most  promis: 
expansion  alternatives.  The  burger  ma 
ket  is  growing  at  an  annual  averag  . 
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te  of  just  2.7%.  Since  taking  the  job  in 
98,  Greenberg  has  dabbled  in  a  num- 
r  of  areas,  purchasing  Boston  Mar- 
k  and  Donatos  Pizzeria  and  taking  a 
linority  stake  in  the  London-based  Pret 
Manger  sandwich  shops.  In  April, 
cDonald's  signed  a  letter  of  intent  to 
velop  20  to  30  restaurants  with  the 
azoli's  Italian  fast-food  chain. 
Chipotle  is  McDonald's  first  serious 
ray  into  "fast-casual"  restaurants, 
hich  place  more  emphasis  on  service 
r  sit-down  customers — and  which  as  a 
oup  have  seen  sales  growth  in  the 
id-teens  in  recent  years.  It's  a  signifi- 
nt  shift  for  McDonald's,  whose  execu- 
tes swore  for  years  that  they  wouldn't 
ray  from  the  core  fast-food  recipe. 
till,  don't  expect  burritos,  pizza,  or 
ast  chicken  to  turn  around  McDon- 
d's  lagging  fortunes  immediately.  The 
mpany  is  taking  a  measured  approach 
moving  beyond  burgers.  As  a  group, 
ese  "partner  brands"  generated  just 
i77  million  in  sales  and  a  $66  million 
»erating  loss  last  year.  That  compares 
ith  McDonald's  total  revenue  of  $14.9 
llion  and  net  income  of  $1.6  billion. 
Even  McDonald's  expects  those 
rands  to  add  only  1  to  2  percent  to 
1  operating  income  by  2005.  And  com- 
•tition  is  likely  to  remain  fierce  any- 
lere  Greenberg  turns.  Wendy's  Inter- 
itional  Inc.,  for  instance,  has  its  own 
>ans  to  expand  the  169-outlet  Baja 
resh  Mexican  Grill  chain  it  bought  in 
Ipril.  "Clearly,  the  other  concepts  are 
varfed  by  the  McDonald's  chain,  and 
at's  not  going  to  change  anytime 
on."  says  Timothy  M.  Ghriskey,  a  sen- 
r  partner  at  Ghriskey  Capital  Part- 

I  »rs  LLC  in  Greenwich,  Conn.  Shares 
P  McDonald's  stock  are  down  about 
M  %,  to  $23,  since  late  May. 

M  The  truth  is,  despite  lots  of  tweaking, 

II  cDonald's  hasn't  de- 
;*  iloped  the  non-burg- 
fl  brands  to  the  point 
ft  here  it  feels  com- 

01  rtable  expanding 
11  em  in  a  big  way. 
11  Fter  three  years  of 
ffl  ying    to    make    it 

*  Drk,  McDonald's  cut 

*  ■  losses  on  Aroma 
$  ife,  a  British  sand- 

2  ch  and  coffee  shop, 
4  hich  it  sold  in 
"*  arch.  Pret  A 
■ganger,  an  upscale 
:  ndwich    shop,    has 

si  12  U.  S.  stores 
1  td  is  only  opening  new  units  in  New 
* '  >rk  City.  Certainly  no  one  needs  to 
i  ove  the  popularity  of  pizza,  which  is  a 
•  4  billion  U.S.  market.  Yet  McDon- 
:  ¥s  has  chosen  Germany's  $5  billion 
'•<  arket  to  slowly  develop  Donatos 
4  zzerias.  And  after  buying  bankrupt 
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McTAGO,  ANYONE? 

Chipotle  is  small  potatoes  compared  with 
McDonald's  13,099  U.S.  restaurants,  but 
the  Mexican  chain  is  targeted  for  growth 

250 


Data:  Chipolte 


Boston  Market  Corp.  in  2000,  remodel- 
ing its  restaurants,  and  upgrading  its 
home-style  menu,  McDonald's  plans  to 
add  only  17  U.S.  restaurants  this  year 
to  the  650-unit  chain. 

Why  the  cautious  approach?  After 
all,  McDonald's  is  sorely  in  need  of  a 
fix  in  its  home  market.  Until  the  second 
quarter,  the  chain  had  posted  six  con- 
secutive quarters  of  earnings  declines. 
Same-store  sales  for  its  13,099  U.S. 
restaurants  were  down  1.6%  in  that 
most  recent  quarter,  vs.  a  6.6%  rise  for 
Wendy's.  Overseas,  sales  fell  in  every 
region  except  Europe,  which  was  re- 
covering from  last  year's  mad  cow  dis- 
ease scare.  Nonetheless,  officials  at  the 
company  say  they  don't  want  to  back 
any  alternative  concept  until  they're 
sure  it  can  grow  enough  to  make  a  dif- 
ference to  the  bottom  line.  "For  us,  if 
something  can't  be  at  least  1,000  restau- 
rants, it's  not  ever  going  to  be  big 
enough  to  have  a  meaningful  impact  for 
the  McDonald's  system,"  says  Russ 
Smyth,  president  of  McDonald's  part- 
ner brands. 

Chipotle  appears  to  have  the  best 
chance  of  getting  there.  Restaurants 
open  at  least  a  year  have  generated  av- 
erage sales  of  $1.3  million  per  unit  (vs. 
$1.6  million  for  McDonald's),  have  shown 
20%  average  growth  for  the  past  four 
years,  and  are  profitable.  In  some  cities, 
customers  brave  long  lunch  lines  to  or- 
der up  burritos  and  tacos,  made  to  or- 
der from  fresh  ingredients,  served  with 
Mexican  beer  and  margaritas.  Service  is 
more  personal  than  in  a  McDonald's, 
with  contemporary  decor  that  includes 
polished  steel  tables.  And  meals  cost 
more:  about  $8  on  average,  double  a 
typical  fast-food  bill. 

McDonald's  is  giving  current  fran- 
chisees first  shot  at  operating  Chipotles 
restaurants.  That  may 
quiet  grumblings  about 
sales  having  barely 
budged  despite  mil- 
lions invested  by 
headquarters  in  such 
improvements  as  a 
costly  "Made  For 
You"  kitchen.  But  for 
many  operators,  the 
foray  into  Mexican 
food  seems  like  a  drop 
in  a  deep  bucket.  Be- 
cause of  the  small 
number  of  openings 
planned,  "there  will  be 
very,  very  few  opera- 
tors who  will  be  able  to  fly  two  flags," 
says  Michael  Muntzel,  owner  of  four 
McDonald's  in  Little  Rock.  They're 
stuck  with  burgers  for  now — and  with  a 
parent  that  still  hasn't  figured  out  how7 
to  break  free. 

By  Julie  Forster  in  Chicago 


Can  McDonald's  customers  have 
their  fat — and  their  health? 
Under  pressure  from  nutrition 
experts  targeting  the  fast-food  in- 
dustry's role  in  the  obesity  epidem- 
ic, McDonald's  is  cutting  the  ar- 
tery-clogging fat  in  its  french  fries, 
Chicken  McNuggets,  and  other 
fried  foods.  It  will  use  a  new  oil, 
developed  with  Cargill  Inc.,  that 
reduces  trans-fatty  acids  by  48% 
and  saturated  fats  by  16%.  To  pre- 
serve taste,  McDonald's  says  it  will 
more  than  double  polyunsaturated 
fats,  which  are  less  harmful. 

Trans-fatty  acids  are  found  in 
hydrogenated  vegetable  shortening, 
which  is  cheap  and  lasts  a  long 
time  in  friers.  But  trans-fatty  acids 
increase  bad  cholesterol  in  the 
blood,  a  prime  cause  of  heart  dis- 
ease. The  nonprofit  Center  for  Sci- 
ence in  the  Public  Interest  tried  for 
years  to  get  fast-food  giants  to  re- 
duce their  use  of  trans-fatty  acids. 
'This  change  represents  a  signifi- 
cant improvement  in  the  nutritional 
quality  of  fried  foods,"  says  Michael 
F.  Jacobson.  executive  director  of 
the  center.  He  said  it  sets  the  stan- 
dard for  other  restaurants  and 
packaged-food  companies. 

The  change  may  take  some  heat 
off  McDonald's.  The  Food  &  Drug 
Administration  has  a  draft  rule 
that  would  require  labeling  of 
foods  with  trans-fatty  acids.  And 
in  July,  a  Bronx  (N.  Y.)  man  sued 
McDonald's  and  three  other  chains, 
saying  they  caused  his  health 
problems.  The  cost  of  the  shift 
should  be  minimal  for  McDonald's, 
says  one  analyst.  But  don't  expect 
much  change  for  customers'  bot- 
tom lines,  either:  Even  with  the 
new  oil,  a  large  order  of  fries  still 
packs  a  stout  540  calories.         ■ 


Finance 


Rf  I^HB  v^  Merrill  LynblS^^H 

jif 

-1 

r 

- 

i     i 

w       nil1 

.1 

• 

11     ' 

i  i 

*   i 

1    1 

1 1 

i 

*  .ili| 

ill 

1 

p 

• 

"W'                               1    «  ■       ,         '      ^ 

« 

. 

FINANCIAL  SERVICES 


MERRILL  LYNCH:  SEE 


Investigators 
wonder  if  all  its 
Enron  dealings 
kept  the  firm  mum 

When  Enron  Chief  Financial 
Officer  Andrew  S.  Fastow 
hired  Merrill  Lynch  &  Co. 
in  1999  to  raise  money  for 
one  of  his  now-notorious 
off-balance-sheet  entities,  he  told  the 
brokerage  firm  that  he  hoped  to  use 
the  partnership,  LJM2  Co-Investment 
LP,  to  launch  his  own  investment  busi- 
ness. Although  Fastow  was  angling  to 
become  a  competitor  and  his  dual  roles 
as  Enron  finance  chief  and  LJM2  gener- 
al partner  made  some  Merrill  Lynch 


officials  uncomfortable,  Merrill  obliged. 

Not  only  did  a  Merrill  private-equity 
sales  team  raise  $265  million  of  the  part- 
nership's $387  million  from  its  best 
clients — pension  funds,  wealthy  individ- 
uals, and  family  trust  funds — the  firm 
invested  $5  million  and  agreed  to  loan 
the  partnership  $10  million.  And  97 
Merrill  executives  personally  kicked  in 
$17.6  million.  Among  them,  Business- 
Week has  learned,  were  three  members 
of  Merrill's  executive  management  team 
and  at  least  six  investment  bankers  who 
worked  closely  on  Enron  deals  or  su- 
pervised those  who  did.  Chairman  and 
ceo  David  H.  Komansky  and  President 
and  Chief  Operating  Officer  E.Stanley 
O'Neal  were  not  among  the  97. 

While  Merrill's  Enron  entanglement  is 
not  the  largest  of  the  big  investment 
banks,  investigations  into  LJM2  are  ex- 
posing Merrill's  tangled  web  of  connec- 
tions in  new  detail.  The  relationship 


gave  Merrill  a  window  into  Enron's 
nances  that  other  investors  did  n< 
have.  Among  its  many  roles:  unde 
writer  of  stocks  and  bonds,  lender,  fun 
raiser,  investor,  and  counterparty  in  e 
ergy  derivatives  deals.  Intern 
documents  show  that  Merrill  eve 
helped  Enron  out  of  a  tight  spot  by  a 
quiring  assets  so  that  Enron  could  guss 
up  its  yearend  earnings. 

Even  with  this  information,  says  Me 
rill,  it  was  not  possible  to  detect  Fa 
tow's  deceptions.  (A  Fastow  spokesm* 
would  not  comment.)  A  Merr 
spokesman  says  that  the  firm  and 
employees  who  dealt  with  Enron, 
vested  in  LJM2,  or  sold  LJM2  limited  pai 
nerships  did  nothing  improper.  Hi 
Merrill  known  then  what  it  knows  no" 
a  spokesman  adds,  it  wrould  not  ha1 
done  business  with  Enron. 

But  the  Securities  &  Exchange  Cor 
mission,  the  Justice  Dept.,  and  oth 
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i  tJJM2  investors  are  now  asking  whether 
lerrill,  with  all  its  access  to  Enron  doc- 
uments, data,  and  execs,  should  have 
flieen  able  to  piece  together  enough  of 
Vie  deception  to  blow  the  whistle.  The 
iE(   has  begun  a  formal  investigation  of 
Ttjeveral  Merrill-Enron  deals,  say  sources 
a  lose  to  the  inquiry,  including  a  series  of 
jsi lower  swaps  that  allowed  Enron  to 
laim  millions  in  profit  in  1999.  Justice's 
lie  ingoing  criminal  investigation,  sources 
ay,  is  now  focusing  on  the  role  played 

i«y  individual  Merrill  investment 
ankers,  but  not  the  firm  itself,  in  an- 
ther deal.  The  big  question,  says  one 
lvestigator  close  to  the  case:  "Did  [the 
t  lerrill  97]  have  a  motive  not  to  reveal 
■yhat  they  knew"  once  their  personal 
nji  'ealth  was  tied  up  in  LJM2? 
,ji  What's  worse  for  Merrill's  reputation 
3  a  guardian  of  other  people's  money 
I  •  that  other  LJM2  investors  are  consid- 
b  ring  suing  the  firm  for  leading  them 


into  a  fatally  risky  investment.  The  part- 
nership, which  showed  handsome  returns 
its  first  two  years,  is  now  in  debt  and 
may  declare  bankruptcy.  "We  assumed 
all  these  conflicts  of  interest  had  been 
properly  vetted,"  one  investor  says.  Now, 
he  adds,  "the  best  asset  of  the  partner- 
ship is  the  ability  to  sue  Merrill  Lynch." 

Merrill's  Enron  imbroglio  couldn't 
come  at  a  worse  time.  Less  than  four 
months  ago,  Merrill  paid  $100  million 
to  settle  charges  with  New  York  At- 
torney General  Eliot  Spitzer  that  its 
Internet  analysts  issued  biased  research 
reports  to  win  investment-banking  deals. 
Merrill's  share  price  still  has  not  recov- 
ered from  that  scandal:  Its  shares  closed 
at  $35.67  on  Sept.  4,  off  33%  since  Apr. 
8  when  Spitzer  announced  his  probe — a 
$16  billion  loss  in  market  value. 

Merrill  isn't  alone  in  feeling  the  heat. 
Citigroup  and  J.  P.  Morgan  Chase  &  Co. 
are  also  under  scrutiny.  Their  Enron 
deals  involved  billions  more  than  Mer- 
rill's. But  lawyers  close  to  the  Merrill 
case  say  it  is  further  along  and  will  like- 
ly set  the  standard  for  penalties.  "Lots 
of  very  smart  people  at  the  top  ranks  of 
Wall  Street  never  stepped  back  to  see 
the  broad  picture,"  says  one  govern- 
ment investigator.  "It  was  a  failure  of 
vision  at  a  profound  level." 

Whether  Merrill  execs  had  blinders 
on  or  just  plain  didn't  see  what  Enron 
was  up  to,  the  firm  has  a  lot  of  explain- 
ing to  do.  At  the  time  Fastow  wanted 
to  start  LJM2,  he  was  handing  out  deals 
left  and  right.  Some  Merrill  bankers  felt 
they  weren't  getting  a  fair  share.  Such 
private  equity  deals,  says  a  former  Mer- 
rill official,  especially  personal  invest- 
ments by  top  officials,  were  the  firm's 
way  of  "kissing  the  cfo's  ring." 

According  to  sources  close  to  both 
government  probes,  investigators  have 
reviewed  a  Merrill  videotape  in  which 
Fastow  tells  a  dozen  or  so  Merrill 
bankers  that  the  LJM2  partnership  will 
invest  mostly  in  Enron  assets  and  in- 
vestors can  expect  around  30%  returns. 
Fastow  boasts  that  no  one  can  price 
Enron  assets  as  well  as  he  "since  I  will 
have  better  information  than  anyone 
else."  The  remark  drew  snickers  from 
the  bankers.  After  assuring  the  group 
that  he  would  always  be  on  the  LJM2 
side  of  transactions  with  Enron,  he  then 
said:  "Do  I  know  everything  that's  going 
on?  Do  I  have  to  sign  off  on  every  deal 
that  goes  in  there?  Yes.  I'm  in  the 
unique  position  of  not  having  the  re- 
sponsibility to  sell  the  assets,  but  I 
know  everything  about  them,  and  I've 
been  involved  in  their  approval  and 
maybe  their  structuring." 

Although  it  didn't  stop  the  firm  from 


ENRON:  THE 
DREAM  ACCOUNT 

In  its  dealings  with  Enron, 

Merrill  Lynch 
wore  at  least  seven  hats: 


UNDERWRITER 

From  1999-2001,  Merrill  earned 
$38  million  in  fees  from 
Enron  just  for  stock  and  bond 
deals  and  advice. 


FUND-RAISER 

Merrill  earned  an  additional  $4.8 
million  for  raising  $265  million  of 
the  $387  million  invested  in  LJM2. 

INVESTOR 

The  firm  put  $5  million  and  97 
of  its  employees  invested  $17.6 
million  in  LJM2. 

PARTNER 

In  1999,  Merrill  bought  an  equity 
stake  in  three  floating  power 
plants  from  Enron.  Merrill  got  a 
22.5%  return  and  a  verbal  prom- 
ise to  find  a  buyer  for  its  stake  in 
six  months. 

LENDER 

Merrill  contributed  $10  million 
in  2000  to  a  $65-million  loan  from 
a  syndicate  of  banks  to  LJM2. 

ANALYST 

After  a  new  analyst,  Donato 
Eassey,  upgraded  Enron  to 
"accumulate"  in  late  1998, 
Merrill's  Enron  business  took 
off.  Eassey  stands  by  his  research. 


COUNTERPARTY 

Merrill  took  the  other  side  of 
many  of  Enron's  energy 
derivatives  trades  between  1999 
and  2001. 

Data:  BusinessWeek, 
Senate  Permanent  Subcommittee  on  Investigations 
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doing  business  with  him,  Fastow's  con- 
flicts did  raise  a  few  eyebrows.  Robert 
S.  Furst  and  Schuyler  M.  Tilney,  two 
Texas-based  investment  bankers  who 
had  day-to-day  contact  with  Enron, 
questioned  then-Enron  President 
Jeffrey  K.  Skilling  about  the  issue.  He 
reassured  them  that  Enron  would  put 
in  place  internal  controls  to  oversee 
Fastow. 

That  wasn't  the  only  time  Merrill 
execs  got  that  queasy  feeling.  James 
Brown,  a  Merrill  banker  who  structured 
complex  financial  deals,  fret- 
ted over  a  transaction  in 
which  Merrill  agreed  to  pay 
Enron  $28  million  for  an  in- 
terest in  three  power-gen- 
erating barges  off  the  coast 
of  Nigeria.  On  Dec.  21, 
1999,  he  wrote:  "Reputa- 
tional  risk  i.e.  aid/abet  En- 
ron income  [statement]  ma- 
nipulation" on  the  cover 
sheet  of  a  memo  from 
Furst.  The  sale  allowed  En- 
ron to  book  a  $12  million 
profit. 

What  was  so  risky  about 
that?  Documents  released 
by  the  Senate's  Permanent 
Subcommittee  on  Investi- 
gations, headed  by  Democ- 
rat Carl  Levin  of  Michigan 
(page  76),  show  that  it  was 
not  a  straightforward  sale. 
In  an  oral  side  deal,  Enron 


such  accounting  rules,  then  Merrill  may 
have  aided  in  the  coverup,  say  legal  ex- 
perts. Merrill  says  it  did  bear  the  risk  of 
ownership  and  had  no  guarantees  it 
could  sell  in  six  months. 

Merrill  officials  started  to  get  antsy  in 
June,  2000,  about  whether  Enron  would 
find  a  buyer.  But  Fastow  came  through. 
The  buyer  was...LJM2.  That  put  Mer- 
rill and  some  of  its  top  execs,  including 
Furst,  Brown,  and  Tilney,  who  had  all 
invested  in  LJM2,  at  the  center  of  the 
conflict.  Together,  the  execs  gave  Fas- 


RED  FLAGS 

Did  Merrill  turn  a  blind  eye  to  many  signs  of 
Enron 's  dubious  praetiees? 


CONFLICTS  Andrew  Fastow,  Enron  CFO  and  LJM2  general 
partner,  said  a  committee  would  vet  LJM2  investments  for 
conflicts.  But  he  decided  what  was  reviewed,  and  the  com- 
mittee apparently  never  met.  Merrill  says  LJM2's  investors 
weren't  responsible  for  its  management,  and  it  had  no  one 
on  the  committee. 

SELF-DEALING  Fastow  assured  Merrill  that  Enron  would 
seek  bids  for  assets  offered  to  LJM2  to  ensure  a  fair  price. 
No  bids  were  obtained.  Merrill  says  Fastow  told  the  firm 
he  wouldn't  control  asset  sales  and  that  Enron's  chief  ac- 
countant would  review  them. 


DECEIVING  THE  BOARD  Fastow  gave  Merrill  the  impres- 
sion that  Enron's  board  let  him  and  two  other  Enron  execs 
work  for  LJM2.The  board  knew  only  of  Fastow's  role.  Merrill 
says  it  took  Enron  President  Jeffrey  Skilling  at  his  word  that 

promised  to  find  a  buyerfor     controls  w5.?. in  .PJace.;..S^  passive      investors,      thej 

the  barges  in  six  months,      imrroIpeR  PRESSURE  Fa  played  no  ™™Ze™ex*  rol 

t  also  guaranteed  Merrill      199g  dea)  to  ana|yst  John  0|son-s  negatjve  reports  0|son  ,eft      Furst,  who  left  the  firm  a 


tow  $1  million,  with  Tilney  putting  uj 
$750,000.  One  Merrill  official,  in  ai 
e-mail  released  by  the  Senate  panel 
noted  the  irony:  To  take  Merrill  out  o 
the  shaky  barge  deal,  Enron  used  th< 
partnership  that  Merrill  and  its  execs  in 
vested  in,  for  which  Merrill  had  raise( 
most  of  the  funds. 

The  conflicts  don't  end  there.  Aroun< 
the  same  time,  Merrill  was  asked  t( 
kick  in  $10  million  of  a  $65  million  syn 
dicated  loan  to  LJM2.  When  a  Merril 
credit  committee  rejected  the  request 
Tilney,  Furst,  and  Benjamh 
Sullivan,  who  oversaw  th< 
sales  team  for  LJM2,  appealed 
"Andy  Fastow  is  in  an  influ 
ential  position  to  direct  busi 
ness  to  Merrill  Lynch,"  the; 
said  in  a  memo  to  Thomas  W 
Davis,  head  of  Merrill's  cox 
porate  and  institutional  clien 
group,  urging  him  to  "capi 
talize  on  successful  momen 
turn  with  Enron." 

Merrill  ultimately  len 
Fastow  the  $10  million 
Davis'  role  in  clinching  th« 
loan  is  unclear,  but  he  an< 
Sullivan  both  had  $150,000  i 
LJM2.  The  Merrill  spokesmai 
says  that  the  97  were  "quali 
fled"  investors  with  at  leas 
$5  million  in  investable  as 
sets  (required  under  the  In 
vestment  Company  Act  o 
1940  definition)  and  that,  a 


a  total  return  of  22.5%.  But 


four  months  later  because  of  a  reorganization,  Merrill  says 


the   end   of  last  year,   an> 


under  sec  rules,  a  company      -~ '- •---'- Tilney  invoked  their  righ 


cannot  recognize  revenue 
from  a  sale  if  it  is  obliged 
to  take  the  product  off  the 
buyer's  hands  in  the  future 
or  if  the  risk  of  ownership 
does  not  pass  from  seller  to 
buyer.   If  Enron  violated 


COOKING  THE  BOOKS  Enron's  sale  of  power  plants  to 
Merrill  had  earmarks  of  a  loan.  But  Enron  booked  it  as  a 
sale,  adding  $12  million  in  profit.  Merrill  says  it  resolved 
questions  about  the  deal's  accounting  internally  and  its 
lawyers  reviewed  the  deal. 

Data:  BusinessWeek,  Senate  Permanent  Subcommittee  on  Investigations 


not  to  testify  before  Levin' 
panel  about  their  roles  in  th 
barge  deal  once  they  learne* 
that  Justice  was  conducting 
criminal  probe.  Their  lawyer 
say  they  did  nothing  improp 
er.  Merrill  put  Tilney  on  pai 
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intel.com 


Do  Intel 

engineers 

have  a  secret 

formula 
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A  single  wafer  of  Intel"  Itanium'  2  processors  contains  over  13  billion  transistors. 


intel.com 
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Mass  produce. 

Creating  one 
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the  demands  of 
computer  makers 
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worldwide. 
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business. 
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technologies. 
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In  the  world  of  Intel,  It  takes  teamwork  — 

the  clean-room  is  and  incredibly  advanced  technology 

a  way  of  life.  to  create  Intel  processors. 


Finance 


DEAL  ME  IN 

When  Merrill  raised  $265  million  for  Enron's  LJM2  partnership,  97  Merrill  execs 

piled  in,  despite  Andrew  Fastow's  conflict-of-interest  as  Enron  CFO  and  LJM2's  general 

partner.  The  following  10  were  the  highest  ranking  or  the  closest  to  Enron: 


name 

SCHUYLER  M.  TILNEY* 

BARRY  S.  FRIEDBERG 

RICHARD  GORDON 

DANIEL  H.  BAYLY 

ROBERTS.  FURST 

ROBERT  J.  McC ANN 

THOMAS  W.  DAVIS 

BRIAN  HEHIR 
BENJAMIN  SULLIVAN 

JAMES  BROWN 


POSITION  AT  TIME  OF  INVESTMENT  (AND  NOW,  IF  DIFFERENT) 

Head  of  Houston-based  energy  investment 
banking  group;  worked  closely  with  Fastow 

Chairman,  global  markets  &  investment 
banking 

Vice-Chairman,  investment  banking;  oversaw 
energy  investment-banking  group 

Head  of  investment  banking  (now  chairman, 
investment  banking) 

Lead  investment  banker  for  Enron  (resigned 
in  late  2001) 

Head  of  global  institutional  client  division  (now 
head  of  global  securities  research  &  economics) 

President,  global  markets  and  investment 
banking  (now  a  vice-chairman) 

Vice-Chairman,  investment  banking 

Managing  director,  private  placements  group; 
oversaw  UM2  sales  team 

Head,  structured  finance;  set  up  one  Enron  deal 


UM2  INVESTMENT 

$750,000 

$500,000 

$500,000 

$200,000 

$200,000 

$200,000 

$150,000 

$150,000 
$150,000 

$50,000 


Furst 


Placed  on  leave  in  July,  2002,  for  refusing  to  cooperate  with  Senate  investigators 

Data:  BusinessWeek,  Senate  Permanent  Subcommittee  on  Investigations 


Davis 


iave  for  not  cooperating  with  the  Senate. 

LJM2's  tentacles  went  deep  inside 
terrill.  Among  the  97  investors  were 
'aniel  Bayly,  New  York-based  head  of 
lerrill's  investment-banking  unit 
200,000);  Mark  McAndrews,  former 
iiief  operating  officer  of  the  unit 
50,000);  and  Furst's  boss,  Richard  Gor- 
an ($500,000),  who  was  also  involved  in 
le  barge  deal  (table).  Bayly,  named  in 
le  document  as  the  Merrill  official  who 
ould  confirm  Enron's  "commitment  to 
aaranty  the  ML  takeout  within  six 
onths,"  has  since  been  promoted  to 
lairman  of  the  unit.  McAndrews,  who 
d  not  return  calls,  has  left  the  firm, 
ordon,  who  works  out  of  Merrill's 
ouston  office  and  oversees  Tilney, 
ould  not  comment. 

The  bankers'  involvement  makes  it 
1  the  more  surprising  that  Merrill 
issed  the  red  flags  LJM2  raised, 
mong  them:  Fastow  promised  to  set 
)  an  advisory  committee  to  review 
nflicts  of  interest.  But  Fastow  decided 
hat  constituted  a  conflict  and  whether 

refer  it  to  the  committee.  LJM2  limit- 
1  partners  were  named  to  the  panel, 


but  it  apparently  never  met.  Fastow 
also  promised  that  assets  LJM2  acquired 
from  Enron  would  be  subject  to  com- 
peting bids.  But  investigators  say  no 
bidding  took  place. 

Fastow  also  told  Merrill  that  he  and 
two  subordinates  in  Enron's  financial 
unit  had  Enron  board  approval  to  man- 
age LJM2.  In  truth,  only  Fastow  did. 

Had  Merrill  officials  asked  follow-up 
questions,  they  might  have  learned  that 
Fastow  was  not  making  good  on  his 
pledges.  Merrill  says  that  it  did  not  cre- 
ate, structure,  or  manage  LJM2  and  that 
limited  partners  were  under  no  obliga- 
tion to  ask  such  questions. 

Columbia  University  law  professor 
John  C.  Coffee  Jr.  says  that  Merrill 
knew  a  great  deal  about  Enron's  fi- 
nances through  the  LJM2  prospectus  and 
annual  report,  the  barge  deal,  and  the 
electricity  swaps.  It  also  knew  that  En- 
ron in  1998  had  pressured  the  firm  for 
positive  analyst  reports.  But  Merrill 
stood  behind  Enron's  financial  state- 
ments when  it  sold  the  company's  debt 
and  lent  it  money  in  2000  and  2001. 
"When  you  do  a  public  deal,  you  can't 


cordon  off  information 
you  have,  even  if  you 
learned  it  in  a  private 
deal,"  says  Coffee. 
"You  have  an  obliga- 
tion to  see  that  infor- 
mation gets  to  the 
market."  Merrill  re- 
jects any  suggestion 
that  it  or  the  LJM2  in- 
vestors had  access  to 
information  that  was 
not  in  public  filings 
and  other  publicly 
available  documents. 

Withholding  data 
from  the  public  was 
the  crux  of  the  sec's 
1998  case  against  Mer- 
rill Lynch  for  its  role 
in  the  Orange  County 
bankruptcy.  Without 
admitting  or  denying 
guilt,  Merrill  paid  $2 
million  to  settle  civil 
charges  that  the  firm 
sold  Orange  County 
notes  to  the  investing 
public  but  omitted 
what  it  knew  about 
the  California  county's 
risky  investment 
strategy  in  offering 
documents. 

That's  why  corpo- 
rate-finance expert 
James  Brown's  scrib- 
bled notation  may 
cause  the  firm  a  big  legal  headache. 
Brown  asked  whether  the  barge  deal 
might  help  Enron  cook  the  books. 
While  Merrill  says  that  Brown's  con- 
cerns were  satisfied  and  Merrill's 
lawyers  cleared  the  transaction,  Cof- 
fee says  the  mere  fact  Brown  made  a 
notation  means  it  is  "arguable  that  at 
least  some  people  at  Merrill  understood 
that  the  transaction  was  being  done  to 
inflate  earnings  and  was  not  a  true 
risk-transferring  event.  That's  proba- 
bly the  biggest  red  flag."  Brown's 
lawyer  would  not  comment. 

Merrill  also  may  have  its  hands  full 
with  irate  clients  over  LJM2.  At  the  time, 
it  seemed  like  a  good  bet.  What  could 
go  wrong  in  a  fund  backed  by  the 
world's  biggest  brokerage  and  the  hot- 
shot cfo  of  an  innovative  company? 

That's  what  Joe  Marsh,  a  50-year-old 
producer  for  magician  David  Copperfield, 
thought.  When  Merrill  first  approached 
him  in  the  summer  of  1999,  Marsh  was 
skeptical.  So  Merrill  hooked  him  up  with 
Fastow.  Marsh  says  Fastow  told  him  on 
a  conference  call  that  his  position  at  En- 
ron meant  he  could  pick  the  best  deals 
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with  the  highest  returns  for  LJM2. 
Looking  back,  Marsh  says  Merrill 
should  have  raised  more  questions  with 
Enron  about  Fastow's  conflict  of  interest 
before  agreeing  to  shop  LJM2  around  to 
investors.  "My  whole  emphasis  was,  if 
Merrill  Lynch  is  selling  it,  it  has  to  be 
good  because  they're  the  biggest  bro- 
kerage firm  in  the  world,"  says  Marsh, 
president  of  Magic  Arts  &  Entertain- 
ment in  Aurora,  Ohio. 


For  awhile,  at  least,  LJM2  gave  its 
limited  partners  what  they  were  ex- 
pecting: outsize  returns  thanks  to  Fas- 
tow's  inside  seat.  In  October,  2000,  LJM2 
reported  that  the  fund  had  a  69%  rate  of 
return — twice  what  Fastowvhad  prom- 
ised in  the  prospectus.  However,  once 
Enron  Corp.  sank,  LJM2  went  down  with 
the  ship.  For  Merrill  Lynch,  all  that's 
left  of  its  involvement  is  a  slew  of  in- 
vestigations and  lawsuits — and  another 


struggle  to  save  the  firm's  reputatior 
By  Paula  Dwyer  and  Laura  Coh 
in  Washington  and  Emily  Thornton  i 
New  York,  with  Wendy  Zellner 
Dallas 


BusinessWeek  online 


For  the  complete  list  ot  the  Merrill  partners  wh 

invested  in  UM2,  go  to  the  Sept.  16  issue 

online  at  www.businessweek.com 


STRIKING  FEAR  INTO  THE  HEARTS  OF  EXECUTIVES 


Since  the  revelations  of 
corporate  chicanery  be- 
gan, Congress  has  treat- 
ed the  public  to  a  series  of 
made-for-TV  hearings.  Exec- 
utives may  dismiss  much  of 
what  the  politicians  say  as 
bombast,  but  Senator  Carl 
Levin  strikes  fear  in  their 
hearts. 

In  July,  the  Michigan 
Democrat  grilled  execs  of 
the  big  investment  banks  be- 
fore his  permanent  subcom- 
mittee on  investigations 
about  whether  they  had 
helped  Enron  Corp.  fool  in- 
vestors. Levin's  questioning 
of  J.  P.  Morgan  Chase  &  Co. 
execs  got  so  intense  that 
four  Citigroup  officials  wait- 
ing to  testify  bolted  to  the 
hall.  Visibly  shaken,  they  ar- 
gued about  what  to  say  once 
their  time  came. 

It  was  vintage  Levin.  In 
his  24  years  in  Washington, 
Levin  has  made  a  practice  of 
studying  issues  to  death  be- 
fore he  pounces.  He  "has  an 
interest  in  minutiae  that  sets  him 
apart,"  says  Robert  S.  Tyrer,  who 
was  chief  of  staff  under  former  De- 
fense Secretary  William  S.  Cohen.  In 
fact,  Levin  can  spend  years  pursuing 
his  quarry,  often  Corporate  America. 
The  68-year-old  Harvard-educated 
lawyer  took  six  months  to  sift 
through  Enron  documents  before  his 
hearings. 

Levin  is  planning  more  inquiries 
on  the  possible  role  of  law  firms  and 
financial  institutions,  including  Mer- 
rill Lynch  &  Co.,  in  Enron's  decep- 
tion. And  he  intends  to  look  into 
abuses  of  off-balance-sheet  structures 
into  which  companies  can  shift  debt 
or  assets.  As  chairman  of  the  Armed 


SENATOR  LEVINS  AGENDA 


TO-DO 

□  Dig  deeper  into  the 
roles  of  lawyers 
and  banks  in  Enron's 
deals 

□  Probe  how  banks  and 
companies  use  off-bal- 
ance-sheet structures  to 
avoid  taxes 


DONE 

^After  his  July,  2002, 
Enron  hearings,  Citigroup 
promised  to  shun  deals 
that  help  clients  hide  debt 

«  His  battle  against  mon- 
ey laundering  yielded  new 
regs  requiring  financial 
institutions  to  vet  clients 


Data:  BusinessWeek 

Services  Committee,  Levin  is  also 
expected  to  play  a  major  role  in  the 
debate  over  whether  to  attack  Iraq. 

He  gets  results.  After  Levin 
called  investment  bankers  on  the 
carpet,  Citigroup  ceo  Sanford  I. 
Weill  announced  that  his  bank  won't 
do  deals  with  clients  who  want  to 
hide  debt  from  investors.  Similarly, 
J.  P.  Morgan  Chase  ceo  William  B. 
Harrison  Jr.  created  a  new  office  to 
determine  whether  deals  might 
harm  the  bank's  reputation.  Weill 
and  Harrison  say  their  banks  did 
nothing  wrong. 

While  he  gets  poor  marks  from 
some  business  groups  for  his  liberal 
views,  Levin  is  so  popular  that  the 


GOP  has  given  up  trying  to 
replace  him.  He's  expected 
to  easily  win  reelection  this 
November.  Even  those  on 
the  receiving  end  of  his 
probes  respect  him.  His  is 
"one  of  the  most  formidable 
investigating  committees  in 
Congress,"  says  Enron 
lawyer  Robert  S.  Bennett, 
but  disputes  a  Levin  report 
that  partly  blames  Enron's 
board  for  the  company's  fall. 
"They  tend  to  be  more 
workhorses  than  show 
horses." 

Levin  sometimes  allies 
himself  with  Big  Business, 
especially  the  auto  industry 
(page  62).  Last  spring,  with 
the  Senate  poised  to  pass 
higher  fuel-economy  stan- 
dards, he  inserted  a  measure 
to  let  the  industry-friendly 
Transportation  Dept.  decide 
mileage  rules.  Environmen- 
talists were  irate.  "He  re- 
moved the  only  guaranteed 
oil-saving  measure  in  the  en- 
ergy bill,"  says  Katherine 
Morrison,  an  attorney  at  uspirg,  the 
national  lobbying  group  of  the  state 
Public  Interest  Research  Groups. 

This  fall,  Levin  may  take  on  Presi- 
dent George  W  Bush  over  Saddam 
Hussein.  Levin  would  prefer  to  con- 
tain Saddam,  reflecting  his  position  as 
a  senator  from  a  state  with  a  large 
Arab  population.  It's  Levin's  next 
Enron  foray,  however,  that  has  Mer- 
rill and  others  on  edge.  "When  busi- 
nesses participate  in  deceptive  prac- 
tices, we've  got  to  change  that," 
Levin  says.  "It's  important  to  have 
cops  on  the  beat."  In  other  words, 
Wall  Street,  Carl  Levin  isn't  done 
with  you. 

By  Laura  Cohn  in  Washington 
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Stay  tuned. 


TechTV  has  the  most  comprehensive  coverage  of  technology,  including  insights 
from  BusinessWeek  editors.  In  fact,  it's  the  only  cable  television  network  covering 
technology  information,  news,  and  entertainment  24  hours  a  day  (call  your  satellite 
provider  or  cable  operator  for  details).  You  can't  afford  to  miss  it. 
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television  about  technology 
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What's  your  company's  current  approach 
to  business  conti 
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Forsythe  Business  Continuity  Solutions 

The  comprehensive,  unbiased  approach  to  IT  availability. 


Overwhelmed  by  the  prospect  of  updating  your  business 
continuity  plans?  You're  not  alone. 

As  new  technologies  rush  forward  relentlessly,  so  do  unpre- 
dictable dangers  that  threaten  their  availability  and  security.  It's 
enough  to  make  business  leaders  want  to  stick  their  heads  in 
the  sand  and  wait  for  the  threats  to  go  away.  Unfortunately, 
they  won't. 

But  there  is  a  place  you  can  turn  to  for  business  continuity 
solutions  that  help  you  identify,  and  plan  against,  these  hidden 
risks  —  Forsythe  Solutions  Group.  For  over  30  years,  the 
infrastructure  specialists  at  Forsythe  have  delivered  unbiased 
IT  solutions  that  support  real-world  business  applications. 

Our  approach  to  continuity  solutions  is  just  as  business-driven. 
We  strive  to  leave  no  stone  unturned  and  no  risk  unaddressed. 
Our  first  step  is  to  conduct  a  vulnerability  assessment  to  help 
you  determine  what  aspects  of  your  business  are  at  risk. 


Then,  we  help  you  understand  the  technical,  operational  and 
financial  ramifications  of  accepting,  assigning  or  mitigating  these 
risks.  From  there,  we  help  you  develop  a  combined  business 
and  IT  strategy  to  support  the  level  of  availability  your  company 
needs.  And  looking  forward,  you  can  count  on  Forsythe  to  help 
you  make  the  necessary  adjustments  as  your  technology  and 
your  business  evolve. 

As  a  Sun  Microsystems  iForceSM  Partner,  Forsythe  is  a  certified 
specialist  in  technology  infrastructures  that  include  leading-edge 
products  like  SunFire™  enterprise  servers.  Drawing  upon  its 
proven  expertise,  Forsythe  is  able  to  deliver  available  and 
recoverable  Sun™  solutions  that  address  the  business  and  IT 
needs  of  its  customers. 

Call  on  the  business  continuity  specialists  at  Forsythe  today 
at  800-843-4488,  or  visit  us  at  www.forsythesolutions.com. 
Because  when  it  comes  to  continuity  planning,  the  biggest 
risk  is  doing  nothing. 


Don't  take  chances.  Take  action. 

Availability.  Security.  Continuity. 
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MAKING   LIFE    RICHER 


Partnering 
In  Real  Estate 


The  Fine  Print:        Do  You  Have  a  Barker  Portfolio: 

Figuring  Goodwill     Good  Umbrella?       Take  This  Test 


Sick  of  Being  at  the  Market's  Mercy 

Private  real  estate  trusts  and  partnerships  may  be  smart  plays  for  the  long  tern 


■  i 
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BY  LEWIS  BRAHAM 


Real  estate  is  hot;  the  stock  market's  not. 
Besides  owning  a  home  and  perhaps  a 
vacation  property,  what  other  ways  are 
there  to  play  the  boom?  Real  estate  in- 
vestment trusts  (REITs),  wilich  own  di- 
versified portfolios  of  properties,  don't  get  you 
entirely  free  of  the  stock  market.  Most  REIT 
shares  trade  on  stock  exchanges,  so  they  are 
subject  to  the  stock  market's  whims. 

Perhaps  you  should  consider  real  estate  limit- 
ed partnerships  (relps)  and  private  REITs.  Like 
public  REITs,  both  investment  vehicles  own  di- 
versified portfolios  of  real  estate  and  pay  out 
most  of  their  rental  income  in  the  form  of  divi- 
dends. Like  a  mutual  fund,  these  products  also  is- 


sue shares,  but  their  value  changes  only  once 
twice  a  year,  when  the  real  estate  in  the  portf  r 
lio  is  appraised.  That  appraisal  value,  unlike  wi 
publicly  traded  REITs,  is  the  share  price. 

relps,  the  older  of  the  two,  have  a  chec 
ered  history.  They  were  popular  in  the  19T 
and  early  '80s,  when  real  estate  boomed  and  ti| 
partnerships  were  designed  to  deliver  big 
front  tax  write-offs  rather  than  sound  real  est 
investments.  Then,  in  1986,  Congress  ended  t!| 
generous  tax  benefits  and  therefore  the  mart 
for  relps.  Without  new  investment  dollars,  pric 
of  existing  properties  collapsed,  too. 

Only  a  few  partnership  operators  from  th 
era  remain  in  business.  Among  them  are  We 
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eal  Estate  Funds,  W.P. 
arey,  CNL  Real  Estate 
dvisors,  and  Inland 
eal  Estate.  Business  for 
lose  survivors  has 
eked  up  sharply  during 
te  past  few  years.  New 
oney  invested  in  pri- 
ite  reits  and  relps 
rew  about  60%  in  2001, 

$1.6  billion,  and  has 
>en  increasing  at  a  rate 
10%  a  month  in 
)02— to  $1.8  billion  of 
w  money  through  July, 
bout  90%  of  that  has 
»ne  to  these  four  firms. 
he    partnerships    are 

Id  mainly  through  independent  financial  plan- 
ts who  receive  commissions  of  up  to  10%  for 
ich  sale,  though  brokerage  firms  A.  G.  Edwards 
id  lbs  PaineWebber  are  selling  private  reits 
irough  their  brokers. 

Today's  relps  and  private  REITs,  while  shel- 
ling some  of  their  income  from  taxes,  are  de- 
nned mainly  to  deliver  income  and  capital  ap- 
eciation.  "Most  of  these  products  offer  a 
rrent  yield  of  6%  to  8%,"  says  Robert  A. 
ranger,  publisher  of  The  Stanger  Report,  a  real 
tate  partnership  newsletter.  "That's  very  at- 
active  when  Treasury  bills  are  yielding  1.6%." 
le  reliability  of  those  dividends  is  also  appeal- 
g.  "We've  paid  624  dividends  in  our  30-year  his- 
ry  and  have  never  missed  a  single  one,"  says 
llliam  Polk  Carey,  chairman  and  ceo  of  New 
)rk-based  W.  P.  Carey.  "And  85%  of  those  pay- 
its  have  been  increases."  Only  2%  of  those 
lyouts  have  been  decreases. 
Carey's  firm  operates  a  RELP  called  W.P. 
wey  (wpc)  that  it  took  public  in  1998  after 
■arly  two  decades  as  a  private  partnership.  In 
»  private  years,  Carey  provided  an  11.5%  av- 
age  annualized  total  return,  which  includes 
investment  of  dividends.  As  a  publicly  traded 
mpany,  it  has  returned  12.8%  per  year  to  in- 
stors.  Carey  says  he  took  the  partnership  pub- 

to  create  a  liquid  market  for  investors  who 
anted  to  cash  out.  With  private  relps,  those 
ho  want  to  sell  usually  can  only  do  so  by  ac- 
pting  a  price  that's  often  at  a  steep  discount  to 
e  underlying  real  estate  value. 

Carey  still  runs  five  private  REITs.  Only  one, 
>rporate  Property  Associates  15  (cpa:15),  is 
en  to  new  investors.  It  yields  6.1%,  though 
at  should  increase  when  the  remaining  cash  is 
it  to  work.  This  REIT  invests  in  single-tenant 
rporate  facilities,  typically  office  buildings, 
arehouses,  and  manufacturing  plants.  Most  re- 
ntly,  the  REIT  acquired  seven  Midwestern 
ants  leased  by  Tower  Automotive,  a  global 
anufacturer  of  auto  parts.  In  the  past,  the  firm 
is  leased  property  to  Best  Buy,  Federal  Ex- 
ess,  and  PETSMART. 

The  private  reit  offers  more  liquidity  than  a 
andard  relp,  but,  of  course,  not  as  much  as  a 

blic  company.  Carey  has  designed  cpa:15  so 


t 

: 

If 


that  a  small  portion  of 
the  REIT's  income  is  set 
aside  to  cover  redemp- 
tions. After  they've  held 
ownership  for  one  year, 
investors  have  an  oppor- 
tunity to  cash  out  four 
times  a  year. 

What  sellers  get  is  the 
90%  of  the  underlying 
value  of  their  property. 
■I  _  (After    three    years    of 

m  |  ownership,   they   get 

Kit  B  93%.)  Such  redemptions 

are  subject  to  the  ap- 
proval of  the  fund's 
board  of  directors,  which 
may  restrict  them  if  too 
many  people  are  rushing  for  the  exits  at  once. 
Wells  Real  Estate  Funds  also  offers  a  private 
REIT.  Wells  Real  Estate  Investment  Trust,  which 
currently  yields  7.8%,  allows  investors  to  re- 
deem snares  once  per  quarter,  and  they  get 
100%  of  the  appraised  value  of  their  holdings.  As 
with  Carey,  the  directors  can  put  redemptions  on 
hold. 

In  contrast,  relps  usually  offer  no  redemp- 
tions. Investors  don't  get  their  money  out  until 
the  partnership  liquidates  or  goes  public,  which 


New  money  going 
into  private  REITs 
and  RELPs  grew 
about  60%  in 
2001  and  is  rising 
10%  a  month  in 
2002, thanks 
mostly  to  sales  by 
independent 
financial  planners 


Doing  the  Math 


When  investing  in  a  real  estate  limited  partnership  (RELP),  there 
are  three  sources  of  investment  return:  income,  depreciation, 

and  capital  gains.  Some  RELPs  separate  income  and  depreciation, 
so  you  can  get  just  income  or  just  get  depreciation — and  the 

associated  tax  write-offs.  Both  types  of  investors  benefit  from  any 
appreciation  in  the  value  of  the  partnership's  property. 


Assume  $20  million  is  invested  in  a  RELP  with  two 
sorts  ot  partnership  units,  A  and  B.  Suppose  investors 
representing  80%  of  the  money  ask  for  A  shares,  which 
receive  all  the  income  generated  by  the  real  estate. 
Investors  with  the  remaining  20%  ask  for  the  B  shares, 
which  get  the  depreciation  but  not  income. 

INVESTMENT 


Assume  the  $20  million  investment  earns  a  cash  return 
of  7%,  or  $1.4  million,  which  goes  to  the  A  partners. 


ANNUAL  INCOME 
YIELD 


The  partnership  also  writes  off  the  $20  million  of 
real  estate  at  a  rate  of  2%  a  year,  which  is  allocated 
to  the  B  partners. 

ANNUAL  TAX  WRITE-OFF 
ANNUAL  DEPRECIATION  RATE 


A'  PARTNERS 


$16  million 


$1.4  million 
8.8% 


$0 
0% 


B'  PARTNERS 


$4  million 


$0 
0% 


$400,000 
10% 


B  partners  can  write  off  their  share  of  the  depreciation  every  year  against  other 
"passive  income"  investments.  If  the  B  partners  sell  their  shares,  or  the  partnership 
liquidates,  they  can  write  off  the  unused  depreciation  against  ordinary  income. 

Data:  BusinessWeek 
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Those  who  redeem 
early  don't  lose  as 
much  as  they  used 
to,  but  you  should 
still  plan  to  hang 
on  to  RELPs  for  a 
good  10  to  15 
years  to  receive 
the  best  return 


typically  doesn't  happen  for  10  to  15  years.  In  a 
liquidation,  investors  should  get  their  initial  in- 
vestment back  plus  a  percentage — typically  80% 
to  90% — of  any  appreciation  in  property  value. 
(The  sponsors,  who  are  the  general  partners, 
usually  keep  10%  to  20%  of  the  appreciation} 

Most  relp  managers  will  not  liquidate  unless 
they  know  they  can  do  so  profitably.  Otherwise, 
they  prefer  to  hold  the  properties  until  the  real 
estate  market  rebounds.  Investors  who  want  out 
prior  to  that  can  sell  their  partnership  units  at 
exchanges  such  as  the  American  Partnership 
Board,  but  they  may  be  fortunate  to  get  75%  of 
the  value  of  the  partnership,  says  Stanger. 

It's  no  wonder,  then,  that  private  REITs  are  be- 
coming more  popular  than  the  partnerships. 
'We're  raising  more  than  $100  million  a  month  in 
new  investor  money  in  the  REIT  product,"  says 
Leo  Wells,  president  of  Wells  Real  Estate.  Pri- 
vate REITs  are  also  easier  to  convert  into  public 
companies  because  their  tax  structure  is  less 
complicated  than  partnerships,  and  Wall  Street  is 
more  welcoming  of  REITs  in  general.  Wells's 
REITs  must,  according  to  its  prospectus,  either 
list  their  shares  on  an  exchange  by  2008  or 
liquidate. 

If  you  have  a  long  time  horizon,  though,  there 
are  advantages  to  a  relp  over  a  private  REIT. 


For  one,  RELPs  tend  to  have  higher  yields. 
Wells's  older  partnerships,  closed  to  new  in- 
vestors, currently  pay  out  yields  in  excess  of 
9%.  That's  higher  than  the  6.6%  paid  currently 
by  public  REITs.  His  latest  relp,  Wells  Real  Es- 
tate Fund  XIII,  which  is  open,  pays  6.6%.  Wells 
says  that's  because  it  still  hasn't  invested  all  of 
its  cash.  When  fully  invested,  he  says,  it's  ex- 
pected to  yield  about  8.5%. 

The  reason  Wells's  RELPs  have  higher  yields 
than  public  REITs  is  their  unusual  financial  struc- 
ture. The  relp  has  two  classes  of  investments, 
cash-preferred  and  tax-preferred.  This  allows 
some  investors  to  choose  to  receive  income, 
while  others  get  the  depreciation  write-off  from 
the  properties  (table,  page  81).  Both  REITs  and 
relps  offer  investors  tax  benefits  by  passing 


T 


» 


on  the  depreciation  costs  of  their  property  t 
shareholders  as  a  tax  write-off.  As  a  resul 
about  30%  of  the  income  that  an  average  REI' 
public  or  private,  distributes  is  non-taxabl 
With  a  relp,  the  depreciation  write-off  counts  i  \ 
a  passive  loss  of  income  while  the  shareholdt 
owns  the  RELP,  which  cannot  be  used  to  reduc 
ordinary  income.  Once  the  investor  sells  h 
shares  or  the  relp  liquidates,  the  loss  become 
an  ordinary  loss. 

Wells's  clients  who  hold  their  units  in  retir« 
ment  accounts  can't  make  use  of  write-off |)( 
They  just  want  income.  "The  advantages  of  th  - 
two-share-class  partnership  is  that  you  can  ha\ 
a  disproportionate  allocation  of  income  and  ta 
losses,"  says  Wells.  "I  give  all  of  the  incorr 
without  the  depreciation  losses  to  the  80% 
my  clients  in  tax-protected  accounts.  Meai 
while,  all  of  the  tax  benefits  go  to  the  remainir 
clients,  who  want  a  tax  benefit."  That  shift  ar, 
plifies  the  yield  delivered  to  cash-preferred  a" 
counts  by  about  two  percentage  points,  Well 
says.  Tax-preferred  investors  benefit  throug 
bigger  write-offs. 

Another  way  to  boost  yield  is  through  leve 
age — borrowing  money  to  purchase  property 
and  increase  the  dividends.  Both  public  and  pi 
vate  REITs  and  RELPs  do  this  to  varying  d 
grees,  and  there  are  risks.  Just  as  leverage  a 
amplify  gains,  it  can  exacerbate  losses.  If  a  maj; 
tenant  goes  bankrupt,  landlords  need  to  scramb  __ 
to  make  the  interest  payments  on  the  debt.  F  ^ 
this  reason,  Wells  uses  no  leverage.  W  P.  Care  , 
on  the  other  hand,  often  borrows  as  much 
60%  of  the  value  of  a  property.  But  the  firf" 
uses  "nonrecourse  debt,"  which  allows  the  lendJ'' 
to  claim  only  the  property  of  a  bankrupt  compf c 
ny  as  collateral,  leaving  the  assets  of  the  reF 
untouched. 

relps  and  private  REITs  charge  high  commif  - 
sions  and  fees.  To  get  into  Wells  Real  E  staff: 
Fund  XIII,  you  have  to  pay  a  7%  broker  coi 
mission  if  you  pony  up  the  minimum  $1,000  ik'' 
vestment.  The  rate  drops  to  5%  for  investr 
putting  in  at  least  $250,000  and  3%  for  tho:  & 
who  go  over  $1  million.  As  is  often  the  cas  rr:: 
the  fees  are  negotiable  at  the  discretion  of  tl  jc  , 
broker. 

And  those  charges  only  get  you  in  the  do<  f 
Wells  takes  an  additional  7%  from  each  doll.  * 
raised  to  cover  acquisition  expenses  involved   c 
buying  properties.  W  P.  Carey's  brokerage  cor  K 
missions  and  acquisition  costs  for  cpa:15  tot  ^ 
about  13% — not  much  better.  Despite  these  cosi  ^' 
the  partnerships  are  designed  so  that  the  vie  I 
you  receive  is  based  on  your  entire  investmei  if. ; 
not  just  the  net  investment  after  fees.  But  eve  \f 
relp  or  private  REIT  is  unique  as  far  as  coi  c: 
mission,  liquidity,  and  dividend  policy  go,  so  r&  r-; 
the  fine  print  carefully.  The  last  thing  you  wa 
is  to  get  locked  into  an  unsuitable  investment  :-. 

That  said,  these  products  can  be  a  good  choi  k 
for  long-term  investors — think  at  least  10  yeai  , 
They're  also  attractive  if  you  like  the  idea 
owning  something  whose  value  doesn't  bounce  i 
and  down  every  day. 


*. 
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oodwill  Worth? 


a  \iays  to  do  the  math  before  your  stock  takes  a  hit 
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Ihis  year,  Corporate  America  will  slash  at 
least  $500  billion  in  shareholder  equity  from 
its  collective  balance  sheet — and  that  has 
nothing  to  do  with  cooked  books.  What's 
going  on  is  a  massive  readjustment  in  how 
companies  account  for  an  asset  called  goodwill. 
Goodwill  arises  when  one  company  buys  an- 
other for  more  than  the  latters  assets  are  worth. 
For  example,  if  you  pay  $1,000  for  a  business  and 
its  net  assets,  including  plants  and  intangibles 
such  as  brand  names,  are  valued  at  $500,  you 


SOLECTRON  CORPORATION  AND  SUBSIDIARIES 

CONDENSED  CONSOLIDATED  BALANCE  SHEETS 
(In  millions) 


May  31, 
2002 


ASSETS 

Current  assets: 

Cash,  cash  equivalents  and  short-term 

investments 

Restricted  cash,  cash  equivalents  and 

short-term  investments 

Accounts  receivable,  net 

Inventories 

Prepaid  expenses  and  other  current  assets 

Total  current  assets 
Net  property  and  equipment 
Goodwill 
Other  assets 

Total  assets 

LIABILITIES  AND  STOCKHOLDERS'  EQUITY 
Current  liabilities: 

Short-term  debt 

Accounts  payable 

Accrued  employee  compensation 

Accrued  expenses 

Other  current  liabilities 

Total  current  liabilities 
Long-term  debt 
Other  long-term  liabilities 

Total  liabilities 


Commitments  and  contingencies 
Stockholders*  equity: 

Common  stock 

Additional  paid-in  capital 

Retained  earnings 

Accumulated  other  comprehensive 


(unaudited) 


$  2,806.6 


losses 


-•Total  stockholders'  equity 


Total  liabilities  and  stockholders'  equity 


August  31, 
2001 


have  paid  $500  for  good- 
will. Why  pay  a  premium? 
Management  believes  the 
target  and  acquirer  can 
earn  more  together  than 
separately. 

Up  until  now,  generally 
accepted  accounting  prin- 
ciples (GAAP)  have  re- 
quired companies  to  write 
down — or  amortize — their  goodwill  by  deduct- 
ing a  portion  of  it  from  net  income  every  year 
for  up  to  40  years.  These  annual  write-downs 
take  no  cash  from  the  company,  but  they  do  de- 
flate reported  earnings. 

Now,  though,  the  accounting  rules  governing 
goodwill  have  changed.  Companies  can — indeed, 
must — skip  the  annual  goodwill  write-downs.  But 
there's  a  hitch:  Goodwill  must  be  evaluated  every 
year  and  written  down  when  it  is  deemed  to  be 
worth  less  than  the  company  paid  for  it.  Starting 
this  year,  companies  on  calendar  fiscal  years  have 
until  Dec.  31  to  take  a  hard  look  at  their  accumu- 
lated goodwill  and  determine  what — if  anything — 
needs  to  be  written  off. 

Goodwill  write-offs  are 
an  acknowledgment  of 
what  many  people  already 
know  by  looking  at  today's 
depressed  stock  prices:  that 
many  1990s  megamergers 
haven't  lived  up  to  expec- 
tations and  so  aren't  worth 
the  prices  the  acquirers 
paid.  Some  companies,  in- 
cluding AOL  Time  Warner, 
Boeing,  and  Qwest  Com- 
munications International, 
already  have  taken  big  hits. 
But  only  an  estimated  20% 
of  the  companies  likely  to 
take  goodwill  write-offs 
have  announced  them  so 
far,  says  Robert  Willens, 
accounting  analyst  at 
Lehman  Brothers. 

Because  many  more 
write-downs  are  coming — 
both  this  year  and  in  the 
future — it's  a  good  idea  to 
familiarize  yourself  with 
the  accounting  for  goodwill. 
Indeed,  even  though  good- 
will write-downs  are  wide- 
ly anticipated  this  year, 
they  still  can  clip  a  stock. 
Look  at  AOL  Time  Warner, 
Boeing,  and  Qwest.  Some- 
one who  bailed  out  as  late 
as  the  day  before  they  an- 
nounced their  goodwill 
write-downs  would  have 
avoided  an  average  decline 
of  5.8%  in  the  following 
week. 

How  can  you  tell  if  a 


$   2,790.1 


425.7 
2,016.7 
2,098.7 

706.4 

2,443.6 

3,209.9 

410.0 

8,054.1 

1,439.6 

4,506.1 

878.6 

8,853.6 

1,304.7 

1,987.2 

934.4 

14,878.4 

$13,079.9 

1,650.2 

1,552.5 

213.2 

593.8 

119.3 

S        306.2 

1,786.1 

166.5 

363.7 

216.3 

2,838.8 

5,027.5 

62.9 

7,929.2 

0.7 
3,877.6 
1,531.6 
(259.2) 

5,150.7 

$13,079.9 

4,129.0 

3,250.8 
95.8 

7,475.6 

0.8 
6,625.4 
1,068.7 
(292.1) 

7,402.8 

14,878.4 
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TABLE  2 

In  its  foot- 
notes, AT&T 
adjusts  its 
2001  bottom 
line  to  reflect 
the  new  good- 
will rules. 
Here,  it  adds 
back  the  good- 
will deducted 
from  net  in- 
come in  2001. 
Starting  in 
2002,  such 
annual  write- 
offs are  no 
longer 
required. 


Because  the 
footnotes  are 
the  only  place 
where  compa- 
nies are  re- 
quired to  ad- 
just their 
bottom  lines 
for  the  new 
goodwill  ac- 
counting rules, 
you  must  look 
here  to  find  an 
accurate  com- 
parison be- 
tween 2001 
and  2002. 


company's  goodwill  is  damaged  and  heading  for  a 
write-down?  The  Financial  Accounting  Standards 
Board,  accounting's  rulemaking  body,  requires 
companies  to  implement  a  two-step  test.  But  to 
replicate  it,  you  need  information  that  is^  not 
publicly  disclosed,  such  as  the  current  value  of 
each  of  the  company's  business  units.  Still,  there's 


ATtT  COMMON  STOCK 
GROUP 


FOR  THE  THREE  MONTHS  ENDED  JUNE  30, 


NET  (LOSS)  INCOME: 

Reported  (loss)  from  continuing  operations 

before  extraordinary  gain 
Dividend  requirements  of  preferred  stock 
Premium  on  exchange  of  ATCT  wireless 

tracking  stock 

Reported  (loss)  form  continuing  operations 

available  to  common  shareowners 
Add  back  amortization,  net  of  tax: 

Goodwill* 

Equity  method  excess  basis 

Franchise  costs 

Adjusted  (loss)  income  from  continuing 
operations  before  extraordinary  gain 
available  to  common  shareowners 
Reported  (loss)  income  from  discontinued 

operations 
Add  back  discontinued  operations 

amortization,  net  of  tax 
Extraordinary  gain 


ADJUSTED  NET  (LOSS)  INCOME  AVAILABLE  TO 
COMMON  SHAREOWNERS 


2002 


5(12,749) 


(12,749) 


5(12,749) 


(88) 


BASIC  AND  DILUTED  (LOSS)  EARNINGS  PER  SHARE: 
Reported  basic  and  diluted  (loss) 

per  share  from  continuing  operations 

before  extraordinary  gain 
Add  back  amortization,  net  of  tax: 

Goodwill* 

Equity  method  excess  basis 

Franchise  costs 


-•    5(12,830) 


$      (3.43) 


2001 


5    (51) 
(236) 

(80) 


(367) 

194 

47 

192 


5      66 


176 


75 


5    317 


5(0.10) 

0.06 
0.01 
0.05 
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a  shortcut — devised  by  accounting  experts  at 
Bear  Stearns — that  you  can  use  to  get  an  indi- 
cation of  whether  a  WTite-dowTi  is  likely.  All  you 
need  is  a  company's  balance  sheet  and  its  market 
capitalization — the  share  price  times  the  num- 
ber of  shares  outstanding. 

To  see  how  it  works,  look  at  Solectron,  a  Mil- 
pitas  (Calif.)  service  provider  to  electronics  man- 
ufacturers (table,  page  83).  Start  by  calculating 
the  company's  market  value:  On  Sept.  3,  it  was 
$2,932  billion.  Since  that's  below  the  $7.4  billion  of 
shareholder  equity  shown  on  the  most  recent 
balance  sheet,  for  the  quarter  ended  May  31, 
Solectron  is  a  candidate  for  a  write-off  to  bring 
its  books  more  in  line  with  its  current  value. 

Before  concluding  that  a  write-off  is  likely, 
you  need  to  go  through  another  step.  Go  back  to 
the  balance  sheet.  Add  the  assets,  except  for 
goodwill,  and  subtract  the  liabilities,  to  deter- 
mine wrhat  the  company  would  receive  if  forced 
to  liquidate  today.  Compare  that  figure — $2.9  bil- 
lion in  Solectron's  case — to  the  company's  market 
value  of  $2.9  billion.  The  difference — zero — is 
what  the  market  believes  Solectron  is  worth, 


above  and  beyond  the  sum  of  its  parts.  In  ot] 
words,  the  market  attaches  no  value  to  Sol 
tron's  goodwill. 

Glancing  at  Solectron's  balance  sheet,  thou, 
you  can  see  that  the  company  paid  $4.5  billion 
goodwill.  By  this  rough  calculation,  the  compj 
would  need  to  write  off  that  entire  amount  to 
just  its  books  to  reflect 
estimated  value  of  goodv 
today.  This  method  sho 
that  aol  Time  Warner 
also  a  candidate  for  furtl 
write-offs.  Both  aol  Ti 
Warner  and  Solectron  i 
clined  to  comment. 

The  change  in  goodwill 
counting  also  distorts  ye 
over-year  earnings  comp 
isons  in  2002  and  2003 
get  a  fair  comparison 
tween  the  current  and 
vious  years'  bottom  li 
bypass  the  income  staterw 
and  turn  to  the  footnot 
says  Janet  Pegg,  account 
analyst  at  Bear  Stearns 

To  see  why  this  is  nee 
sary,  consider  AT&T.  Its 
come  statement  for  the  qu 
ter  ended  on  June  30  she 
that  it  lost  $12.8  billion, 
more  than  five  times  its  & 
billion  loss  in  the  same  pei 
of  2001.  But  now  flip  to 
footnotes.  There  you'll 
that  once  AT&T's  2001  res 
are  recalculated  using 
new  accounting,  its  2001 
turns  into  a  $317  million  p 
it.  The  upshot:  Over  the 
year,  AT&T's  bottom  line 
deteriorated  more  sha: 
than  the  income  statement  reveals. 

To  put  2001  and  2002  results  on  an  equal  f< 
ing,  AT&T's  footnote  adds  back  the  amoun 
goodwill  it  deducted  from  net  income  in  200 
2002's  results  already  exclude  goodwill.  L 
goodwill,  other  intangible  assets  are  no  Ion; 
subject  to  amortization.  As  a  result,  AT&T  £ 
adds  back  its  2001  deduction  for  franchise  co: 
The  goodwill  footnotes  also  can  help  you  gu 
against  accounting  games.  Watch  for  acquir 
whose  footnotes  reveal  sharp  increases  in  go 
will  relative  to  other  intangibles  that  must  j 
be  written  off  in  annual  installments.  Althoi 
the  company  may  not  be  doing  anything  wr 
it  could  be  minimizing  the  assets  subject  to 
tization  to  make  earnings  seem  better  than  t 
really  are,  says  Charles  Mulford,  accounting  j{ 
fessor  at  Georgia  Institute  of  Technology. 

With  the  stock  market  in  turmoil,  the  1) 
thing  you  need  is  for  one  of  your  holdings  to 
hit  with  an  unexpected  write-down.  But  lucl 
when  it  comes  to  goodwill,  a  little  numt 
crunching  can  go  a  long  way  toward  protect 
your  portfolio  from  unpleasant  surprises 
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Futures 


eads  Up,  Futures  Fans 

ning  in  October:  Contracts  for  a  single  stock 


It  was  the  early  1980s  and  Wall  Street  was 
mired  in  a  bear  market,  hardly  a  propitious 
time  to  start  trading  futures  contracts  on 
stock  indexes.  Still,  the  Chicago  Mercantile 
Exchange  launched  the  Standard  &  Poor's 
500-stock  index  contract.  Before  long,  the  bull 
market  got  started  and  stock-index  futures  be- 
came not  only  a  big  hit  but  also  an  integral 
tool  for  portfolio  management. 

Now,  as  stocks 
once  again  struggle 
to  come  out  of  a 
bear  market,  the 
futures  crowd  is 
gearing  up  for  an 
early  October 

launch  of  another 
innovative  product: 
single-stock  futures. 
These  instruments, 
which,  like  equity 
options,  can  be  used 
as  a  conservative 
hedge  or  a  risky 
speculation,  initially 
will  be  offered  on 
about  75  large-cap 
stocks,  including 
AOL  Time  Warner, 
Microsoft,  and  Wal- 
Mart  Stores. 

Single-stock   fu- 
tures work  like  this: 
Say    Microsoft    is 
trading    at    $50    a 
share  on  Oct.  1,  and 
you  think  the  price 
is  likely  to  go  up  in 
the  next  three  months.  Since  each  contract  is  for 
100  shares,  one  contract  is  worth  50  times  100,  or 
$5,000.  But  with  futures,  you  don't  have  to  put  up 
the  entire  amount — just  20%,  or  $1,000,  will  do.  If 
the  stock  goes  up  to  $60,  you've  made  $1,000. 
That's  a  100%  profit  on  a  20%  move  in  the  stock. 
How  does  that  compare  with  the  alternatives? 
A  call  option  that  gives  you  the  right  to  acquire 


►  Each  contract  covers 
100  shares  of  a  stock, 
so  the  price  is  roughly 
100  times  the  stock 
price.  But  you  don't  put 
down  the  entire  cost — 
just  20%  of  it  in  a 
margin  account. 


►  So  if  Microsoft  is 
trading  at  $50,  you  can 
buy  100  shares,  or  one 
contract,  worth  $5,000, 
for  $1,000  plus  the  bro- 
ker's commission,  which, 
for  an  online  trade, 
would  be  about  $10. 


100  shares  of  Microsoft  at  $50  for  the  next  three 
months  costs  about  $550.  If  the  stock  goes  up 
$10,  to  $60,  the  option  should  be  worth  about 
$1,000.  But  not  all  of  that  is  profit.  You  spent 
$550  for  the  option,  so  your  return  is  $450,  or 
82%.  With  futures,  your  profit  goes  up  dollar 
for  dollar,  while  with  an  option,  you  won't  make 
money  until  you've  earned  back  the  contract 
cost.  Of  course,  you  could  always  buy  Microsoft 
shares  outright,  paying  $5,000  for  100  shares. 
In  that  case,  a  10-point  upward  move  earns  you 
$1,000 — just  a  20%  gain  on  your  investment. 

Remember,  though,  that  if  the  stock  starts 
dropping,  that  long  position  in  a  futures  con- 
tract can  quickly  turn  against  you.  If  the  stock 
drops  to  $40,  your  initial  $1,000  is  gone — and 
long  before  that  the  brokerage  firm  holding  your 
account  would  have  asked  you  to  put  up  more 
margin  to  maintain  your  position.  In  contrast, 
had  you  bought  an  option,  your  maximum  loss  is 
what  you  paid  for  it.  And  if  you  bought  the 
stock,  you  have  an  unrealized  loss,  but  you  can 
still  hold  on  in  the  hopes  of  an  eventual  gain. 

You  can  also  use  a  single-stock  futures  contract 
to  bet  against  a  stock.  You  sell,  or  "short,"  a 
contract,  and  the  profit  comes  as  the  price  drops. 
So  an  upward  move  can  eat  your  margin.  If 
you're  a  long-term  owner  of  the  stock  and  you 
don't  want  to  sell,  shorting  futures  may  be  just 
the  thing  to  help  you  hedge  your  way  through  a 
bear  market.  That  way,  every  dollar  down  in  the 
stock  should  be  offset  by  a  dollar  up  in  the  con- 
tract value.  "This  will  be  a  powerful  hedging  tool 
for  serious  traders,"  says  Tom  Ascher,  ceo  of 
NQLX,  one  of  two  new  all-electronic  exchanges 
that  was  started  to  trade  these  futures. 

Ascher's  unit  is  a  joint  venture  of  the  Nasdaq 
and  the  London  International  Financial  Futures 
&  Options  Exchange.  The  other  new  exchange  is 
called  One  Chicago,  launched  in  tandem  by  the 
Chicago  Mercantile  Exchange,  the  Chicago 
Board  Options  Exchange,  and  the  Chicago  Board 
of  Trade. 

Single-stock  futures  aren't  trading  yet,  but 
they  already  have  critics.  "I  don't  see  any  pur- 
pose in  the  product,"  says  Ned  Bennett,  ceo  of 
online  trading  firm  OptionsXpress.  But  he'll  offer 
them  if  there's  demand. 

The  timing  of  the  launch  isn't  great.  And  sin- 
gle-stock futures  haven't  been  a  hit  elsewhere. 
They're  already  offered  at  nine  exchanges  around 
the  world,  yet  together  they  account  for  only 
1%  of  the  total  trading  volume  of  the  index  fu- 
tures market.  Still,  stock-index  futures  didn't 
look  too  timely  when  they  started,  either.         ■ 


►  If  the  stock  goes 
up  $10,  or  20%, 
your  account  is 
credited  $1,000, 
so  you  have  gained 
100%. 


►  If  the  stock  goes 
down  $10,  your  account 
is  wiped  out.  Then  you 
can  either  close  your 
position  by  selling  out, 
or  come  up  with  $1,000 
more  to  maintain  the 
same  position. 
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Dogs  and  Teen  Drivers 
Could  Leave  You  Broke 

Almost  everybody  needs  extra  liability 


BY  DIANE  BRADY 


A 


The  Price 
of  an  Umbrella  Policy 


h,  the  joys  of  home.  So 
many  comforts — and  so  many  risks 
The  dog,  the  teenage  driver, 
and  the  monster  tree  that 
hangs  over  your  neigh 
bar's  yard  can  all  become 
the  stuff  of  lawsuits 
And  most  homeowner's 
and  auto  insurance 
policies  don't  offer 
enough  protec- 
tion against  major 
personal-liability 
claims.  Especially 
now,  with  real  es- 
tate values  so  inflated, 
the  $250,000  to  $500,000  li- 
ability limit  in  a  typical  home- 
owner's or  auto  plan  may  turn 
out  to  be  woefully  inadequate. 
"It's  enough  for  your  typical  slip-and- 
fall  situation,"  says  Robert  Hartwig,  chief  econo- 
mist at  the  Insurance  Information  Institute.  "But 
jury  awards  are  becoming  much  larger  and  more 
frequent  for  serious  incidents." 

That's  why  it's  important  to  buy  an  umbrella 
policy  that  adds  an  extra  layer  of  protection  on 
top  of  your  primary  insurance.  For  one  thing,  it's 
cheap,  generally  costing  a  few  hundred  dollars  a 
year  for  $2  million  or  more  in  liability  insur- 
ance vs.  at  least  $1,000  for  a  typical  high-end 
homeowner's  policy  that  gives  you  much  less  li- 
ability coverage  (table).  Such  supplemental  poli- 
cies encompass  all  types  of  personal-li- 
ability claims  against  you  or  your 
family,  from  harassment  and  slander 
suits  to  boating  accidents — including 
ones  that  may  not  be  covered  under 
your  standard  policy.  "You  want  to 
know  that  even  if  you've  done  nothing 
wrong,  your  defense  will  be  provided 
for,"  says  Mary  Ann  Avnet,  Wee-pres- 
ident for  marketing  at  Chubb  Group 
of  Insurance  Cos. 

The  easiest  way  to  buy  an  umbrella 
policy  is  to  go  through  the  company 
that  already  covers  your  home  or  car. 


Sample  annual  premiums 

for  $1  million  in 
personal-liability  coverage*: 

HOUSEHOLD 
HOUSEHOLD  WITH  ONE 

WITH  OR  MORE 

EXPERIENCED    INEXPERIENCED 
LOCATION  DRIVERS  ONLY       DRIVERS" 

CHICAGO  $238  $526 

LOSANGELES 223  418 

!f^Ly?.H.!f.         yZ  ^  Allstate  Insurance,  for  one,  prefers  to 

*$2  million  in  coverage  costs  1.5  times  the 
$1  million  premium;  $5  million  runs  2.8  to  2.9  times 
"Under  age  25  in  most  states,  or  with  less  than 
nine  years  of  experience  in  California 
Data:  State  Farm  Insurance 


sell  to  existing  customers  because  its 
underwriters  have  already  assessed 
their  risks.  Plus,  the  same  insurer  can 
handle  the  entire  claim.  Getting  um- 
brella coverage  from  an  insurer  who 


doesn't  handle  your  underlying  coverage  tends 
be  tougher.  As  with  standard  policies,  a  hist 
of  reckless  driving  or  incidents  with  a  vicious 
may  result  in  a  denial  of  coverage. 

The  general  rule  is  to  secure  enough  insura 

to  cover  the  total  value  of  all  your  assets.  T 

includes  the  current  market  value  of  your 

vestments,  houses,  cars,  jewelry,  art,  and  ot 

possessions.  Most  common  are  judgment* 

$50,000  or  less  for  claims  rang 

from  dog  bites  to 

rassment,  accord 

to    Jury     Verc 

Research,    w 

tracks    verdicts    i 

settlements.  But  insurers  say  1; 

er  awards  are  becoming  more 

norm.  The  median  award  for  a< 

dental   death,   for   example, 

$286,776,  while  cases  of  gr 

negligence  can  run  into 

millions. 

While  it's  unlikelj 
court  would  render  a 
cision  that  leaves  ] 
penniless,  an  aw; 
for  negligence 
suiting  in  de 
could  run  ii 
the  millions.  Wl 
reaching  a  vercjj 
a  jury  need  not  t 
into  account  your 
worth — and  this  co 
mean  having  to  sell  your  assets  or  declar 
bankruptcy.  "You  conceivably  could  spend 
rest  of  your  life  paying  off  a  settleme 
Hartwig  says. 

Naturally,  most  people  don't  expect  the 
thinkable  ever  to  happen  to  them.  Just  ask 
Pellerin  family  of  Albany,  N.  Y.,  who  are 
fighting  a  $1.5  million  lawsuit  from  a  teac 
who  was  allegedly  kicked  by  their  teenage 
Or  former  President  Bill  Clinton,  whose 
brella  policy  covered  a  big  chunk  of  his  deft 
costs  in  the  Paula  Jones  sexual-harassment  < 
several  years  ago.  Even  O.J.  Simpson  got 
umbrella  policy  to  cover  lawyers'  fees  in 
civil  trial  for  wrongful  death.  Of  course,  insur 
don't  cover  damages  for  a  policyholder  foi 
guilty  of  criminal  behavior,  but  they  gener 
foot  the  bill  for  legal  costs  and  civil  judgmei 
You  may  be  far  more  vulnerable  to  lawsi 
than  you  think.  Having  young  drivers  in 
family,  a  swimming  pool  you  open  to  neighh 
hood  children,  a  large  net  worth,  or  a  high  pre 
in  the  community  are  all  risk  factors  that  mi. 
make  you  a  target  of  claim-seekers. 

Despite  the  risks  of  going  without,  insur 
say  that  only  about  10%  of  holders  of  homeov 
er's  and  auto  policies  opt  for  an  umbrella  pi 
Far  too  many  people  assume  their  existing  c 
erage  is  adequate.  But  for  myriad  reasons- 
your  house  has  shot  up  in  value,  or  you  j 
love  hosting  pool  parties — you  shouldn't  for 
your  umbrella. 
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HUB  dE  A/illage 

WOMEN    AND    DIVERSITY 

Leadership  Summit 
&  Diversity  Gala 

October  23rd-24th,  2002  in  Washington,  D.C. 
Sign  up  at  www.bwni.com  or  call  202.466.8209 

DIVERSITY  GALA  CEO  LEADERSHIP  AWARD  WINNERS 


Duane  Christopher  Barbara  William  B.  Steve  Miller 

Ackerman  B.  Galvin  Krumsiek  Harrison,  Jr.  Chairman  & 

Chairman  &  Chairman  &  President  &  Chairman  &  CEO, 

CEO,  CEO,  CEO,  Calvert  CEO,  Shell  Oil 

BellSouth  Motorola,  Inc.  Group  J. P.  Morgan  Company 

Corp.  Chase  &  Co. 


Richard  B.  Douglas  N. 

Priory  Daft 

Chairman  &  CEO, 

CEO,  The  Coca-Cola 

Duke  Energy  Company 


DIVERSITY  VISION 
AWARD 


DIVERSITY  LIFETIME 
ACHIEVEMENT  AWARD 


DIVERSITY  SPIRIT 
AWARD 


Bruce  Gordon 

President, 

Retail  Markets  Group 

Verizon 


Ted  Childs 

VP,  Workforce  Diversity 

and  Benchmarking 

IBM 


Abbott  Laboratories 
Diversity  Team 


Diversity  Best  Practices  (DBP)  is  the  leading  management  resource 
assisting  diversity  practitioners  in  the  corporate  sector  with  the 
development  of  their  integrated  diversity  programs. 

The  Business  Women's  Network  (BWN)  provides  resources  and  services 
to  millions  of  professional  women  around  the  globe,  from  first-time 
entrepreneurs  to  board  members. 

Both  are  owned  by  New  York  based  iVillage  Inc.,  a  leading  women's  media 
company  with  the  number  one  Internet  site  for  women,  iVillage.com. 
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It  would  help  if 
the  Public 
Company 
Accounting 
Oversight  Board 
had  members 
with  a  healthy 
skepticism.  Should 
you  apply? 
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On  Sept.  2,  the  deadline  passed  for  nomi- 
nations to  the  new  Public  Company 
Accounting  Oversight  Board.  Created  this 
summer  as  part  of  Congress'  corporate-reform 
bill,  the  Sarbanes-Oxley  Act,  the  pcaob  has 
five  openings.  The  Securities  &  Exchange 
Commission  is  mandated  to  fill  them  by 
Halloween. 

Names  as  illustrious  as  former  Federal 
Reserve  Chairman  Paul  Volcker's  have  been 
mentioned  for  the  chairmanship,  and  the  law 
sets  aside  two  seats  for  accountants.  To  help  the 
sec  sort  through  nomi- 
nations for  the  other 
seats,  I  came  up  with  a 
brief  questionnaire.  Take 
a  moment  to  see  if 
you've  got  the  right 
stuff. 

To  each  of  the  following 
questions,  please  select 
the  BEST  answer: 

1  fasb  is: 

a)  An  acronym  synony- 
mous with  failure 

b)  A  group  supposed  to 
establish  and  improve 
standards  of  financial 
accounting  and  report- 
ing for  the  guidance 
and  education  of  the 
public,  including  is- 
suers, auditors,  and 
users  of  financial 
information 

c)  The  latest  flying  disk  from  Wham-0 

2  True  or  false:  I  have  been  an  accountant 

3  True  or  false:  I  never  served  any  of  the  Big 
Five  as  an  attorney,  consultant,  or  lobbyist 

4  True  or  false:  I  run  my  own  investment  portfo- 
lio and  make  at  least  six  trades  per  year 

5  "Goodwill"  refers  to: 

a)  Where  I  dump  my  out-of -fash ion  business  suits 
and  simultaneously  cut  my  taxes 

b)  The  excess  of  the  cost  of  an  acquired  company 
over  the  fair  market  value  of  its  identifiable  in- 
dividual assets,  minus  liabilities 

c)  All  that  I  expect  to  win  from  my  fellow  Ameri- 
cans by  serving  on  the  pcaob 

6  True  or  false — /  am  comfortable  with  each 
of  the  following  accounting  terms: 

■  Other-than-temporary  declines  in  fair  value 


Accumulated  other  comprehensive  loss 
Inverse  changes  in  hedge  instruments 


7  Conservatism  is: 

a)  Why  the  Bush  Administration  was  slow  to 
heed  calls  for  reform  of  the  accounting 
industry 

b)  The  accounting  convention  auditors  abandon* 
as  they  chased  consulting  engagements 

c)  The  kind  of  accounting  practiced  in  a  swath 
America  running  generally  west  from  Toledo  < 
far  as  Gary,  Ind. 


8  Wide  dissemination  of  companies'  "pro 
forma"  financial  results  is  beneficial  because 

a)  Stock  prices  get  a  boost 

b)  It  stimulates  employment  in  such  knowledge- 
based  industries  as  accounting,  investment  re 
search,  and  financial  journalism 


c)  It  enables  companies  to  take  their 
from  under  "bushel  baskets" 

d)  All  of  the  above 

e)  It  isn't  beneficial 


lights"  oi 


9  SEC  Chairman  Harvey  Pitt  recently  said: 
"In  the  midst  of  the  mounting  number  of  co 
porate  failures,  we've  also  witnessed  unprea 
dented  efforts  by  the  private  sector  to  acknm 
edge  problems  in  the  system  and  try  to  solve 
them. "  This  statement  strikes  you  as: 

a)  Hopeful  and  constructive 

b)  A  diplomatic  depiction  of  Corporate  America': 
record  of  self-regulation 


SCORING:  Chalk  up  10  points  for  selecting 
any  of  the  following  correct  answers:  1)  a;  < 
false;  3)  true;  4)  true;  5)  c;  6)  false;  7)  b;  5 
e;  9)  b 

u  0-30:  Unqualified 

■  40-70:  Potentially  Qualified 

■  80-90:  Welcome  to  the  Short  List 

■  100:  Get  out — you  must  work  at  Andersen! 
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Data:  Bloomberg  Financial  Markets 


FleetBoston  Financial  (fbf) — formed  by  the 
1999  merger  of  Fleet  Financial  and  Bank- 
Boston  and  now  the  seventh-largest  U.S. 
bank,  with  assets  of  $220  billion — may  undergo  an- 
other name  change,  if  speculation  that  it's  a 
takeover  target  holds  true.  Management  insists 
FleetBoston  is  not  for  sale,  but  the  plunge  in  its 
stock  price,  from  38  in  mid-December  to  23  lately, 
amid  mounting  woes,  makes  the  bank  "a  logical 
buyout  target,"  says  John  Maloney,  president  of 
M&R  Capital  Management,  which  has  been  accu- 
mulating shares.  He  says  FleetBoston  is  under- 
valued, based  on  its  assets  and  "turnaround  po- 
tential." Management  is 
under  pressure,  he  notes,  to 
resolve  problems,  mainly  its 
$22  billion  loan  exposure  in 
Latin  America,  including 
$10.4  billion  in  Brazil  and 
$4.4  billion  in  Argentina. 
Unless  the  stock  recovers, 
takeover  threats  will  gain 
ground,  says  Maloney. 

"This  is  the  time  to  buy," 
he  argues,  before  the  stock 
snaps  back  and  before  a  takeover  materializes.  He 
notes  that  rumors  are  swirling  that  London-based 
hsbc  Group,  with  total  assets  of  $746  billion,  is  out 
to  buy  the  company  or  acquire  a  sizable  stake. 
Based  on  a  turnaround,  the  stock  is  easily  worth  30 
or  35,  says  Maloney.  In  a  buyout,  he  figures  it's 
worth  more  than  twice  book  value,  or  35  to  40.  In 
the  meantime,  "you  get  paid  for  waiting,  with  a  6% 
dividend  yield,"  he  says,  hsbc  declined  comment. 
David  Hilder  of  Bear  Stearns,  who  rates  the 
stock  a  buy,  says  FleetBoston  can  well  maintain  a 
yearly  dividend  of  $1.40.  With  stability  looming  in 
Brazil,  he  thinks  FleetBoston  can  meet  manage- 
ment's forecast  earnings  of  550  to  650  a  share  in 
both  the  third  and  fourth  quarter.  He  expects 
earnings  of  $1.79  a  share  in  2002  and  of  $2.74  in 
2003,  vs.  2001's  $1.52.  Bear  Stearns  has  done  bank- 
ing for  FleetBoston  in  the  past  12  months. 

TEREX  HAULED  HOME 
RICH  PAY  DIRT 

Even  in  the  recession,  Terex  (tex)  ceo  Ron 
DeFeo  kept  his  eye  on  the  long  term:  He 
went  shopping  for  assets — and  doubled  the 
size  of  Terex,  a  Big  Board-listed  maker  of  heavy 
gear,  such  as  truck-mounted  cranes  and  ore  trucks. 
But  Terex  shares,  down  from  27.50  in  May  to  19 
on  Sept.  4,  have  yet  to  take  account  of  these  buys. 
Like  other  cyclicals,  Terex  was  hammered  by  the 
recession.  Sales  fell  from  $2.1  billion  in  2000  to 
$1.8  billion  in  2001,  and  earnings  fell  from  $3.41  a 
share  to  440.  But  DeFeo  refused  simply  to  ride  out 
the  slump:  He  took  advantage  of  the  price  drop  and 
bought  assets. 


HAMMERED 
IN  THE  SLUMP 

27 
24 

^TEREX 

w'  V/ 

"J      v 
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MAR.  4,  '02           SEPT.  4 
▲  DOLLARS 
Data:  Bloomberg  Financial  Markets 

In  the  past  year,  Terex 
has  acquired  four  compa- 
nies, including  Siemens' 
Demag  Mobile  Cranes, 
which  posted  2001  sales  of 
$357  million,  for  $150  mil- 
lion; and  Genie  Holdings,  a 
maker  of  aerial  work  plat- 
forms, with  sales  of  $575 
million,  for  $270  million. 

The  two  buys  will  add 
500  a  share  to  Terex'  earn- 
ings, figures  John  McGinty  of  Credit  Suisse  First 
Boston,  who  rates  the  stock  a  buy.  So  he  raised 
his  2003  earnings  estimate  to  $2.75  a  share  on 
projected  sales  of  $3.45  billion,  up  from  estimated 
2002  earnings  of  $1.55  on  projected  flat  sales. 

If  Terex  achieves  a  10%-to-12%  margin — not 
uncommon  in  this  industry  during  a  recovery — on 
the  $3.45  billion  sales,  earnings  will  hit  $3.50  to 
$4.50  a  share,  says  McGinty.  At  the  stock's  price 
of  19,  that  implies  a  price-earnings  ratio  of  4.2  to 
5.4  on  2003  earnings.  McGinty  has  a  12-month 
price  target  of  30.  He  figures  Terex  deserves  a 
7.0-7.5  p-e.  (csfb  managed  a  Terex  share  offering 
in  April.)  David  Raso  of  Salomon  Smith  Barney 
says  Terex  is  now  No.  4  in  world  construction 
gear.  DeFeo's  goal:  Make  Terex  a  leader  in  in- 
dustrial machinery. 

A  GOLD  STAR 

FOR  STRAYER 

Adult  learning  scores  high  marks  on  the 
Street,  judging  by  Strayer  Education  (stra), 
which  soared  from  48  in  March  to  66  in 
June.  It's  now  at  57.  Strayer  caters  to  working 
adults  through  its  Strayer  University,  offering 
degrees  in  business,  accounting,  and  info  tech  to 
14,000  adults  on  20  campuses  from  North  Caroli- 
na to  Washington,  D.C.  An  accredited  college, 
Strayer  also  offers  courses 
online.  In  the  second  quar- 
ter, Strayer  again  posted 
solid  results,  says  Gerald 
Odening  of  J.  P.  Morgan  Se- 
curities, who  rates  the  stock 
a  long-term  buy.  Revenues 
grew  25.5%  from  a  year 
ago,  to  $29.8  million,  driv- 
en by  a  19%  enrollment  rise 
and  a  5%  jump  in  tuition. 
And  Strayer  Online,  he 
says,  is  emerging  as  No.  2  provider  of  Net  de- 
gree programs.  Odening  sees  2002  earnings  of 
$1.79  on  revenues  of  $116.8  million,  and  $2.17  a 
share  in  2003  on  $141  million.  Odenings  family 
owns  shares,  and  J.  R  Morgan  has  a  seat  on  Stray- 
er's  board. 


BusinessWeek  on  lino 


Read  Gene  Marcial's  Inside  Wall  Street  Online  column  Tuesday 

afternoons  at  www.businessweek.com/today.htm.  And  see  him 

Fridays  at  1:40  p.m.  est  on  CNNfn's  The  Money  Gang. 
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It  may  be  th< 

vacation  where  yoi 

come  back  richer 

Ft.  Lauderdale  to  Costa  Rig 
Nov  29  -  Dec  10,  2001 


STANDARD 
SPOOR'S 


Investment  Seminar  at  Sea 

aboard  the  award-winning  Crystal  Symphony 


Now  more  than  ever 

you  need  the  sound  advice 
of  leading  experts  on  our 
economy,  the  stock  market 
and  how  to  safeguard  your 
hard-earned  assets.   And 
during  our  Investment 
Seminar  at  Sea,  you'll  hear 
objective  recommendations 
on  today's  best  investment 
opportunities.   Attend  four 
insightful  sessions  during 
your  11-day  cruise  from 
the  Caribbean  through  the 
Panama  Canal  to  Latin 
America  on  the  world's 
most  luxurious  ship. 


INVESTMENT  STRATEGIES 

Gain  a  unique  perspective  of  the 
markets  through  the  influential 
S&P  500  index  including  current 
favorite  sectors  and  stocks  from 
S&P's  acclaimed  team  of  analysts. 

ECONOMIC  FORECASTS 

Hear  views  on  the  economy  and 
benefit  from  insights  acquired 
from  decades  of  economic  and 
market  coverage  in  the  private 
and  public  sector. 

PROFITABLE  PORTFOLIOS 

Learn  results  of  S&P's  Mutual 
Fund  research,  with  current 
recommendations  as  well  as  how 
to  make  them  a  part  of  a  highly 
profitable  portfolio. 


rt.i 


Ken  Shea 

Managing  Director  of  Equity 
Research,  Standard  &  Poor's! 

Responsible  for  50  equij 
analysts  and  buy/sell/hj 
recommendations  on  mc 
than  1,000  stocks. 


Seymour  Zuck 

Senior  Contributing  Economy 
Editor,  BusinessWeek 


Supervising  coverage  of| 
economics,  Wall  Street, 
markets  and  investment 
since  1980. 


Joel  Friedmai 

Managing  Director  of  Investn 
Services,  Standard  &  Poor's 

Analytical  and  relations 
responsibility  for  50  fur 
sponsors  representing 
over  100  managed  fund 


I 


Ifimi 


Seminar  at  Sea  Itinerary 


Embark  Crystal  Symphony  in  Ft.  Lauderdale, 
Florida,  the  "Venice  »f  America"     [depart  9pm] 

Seminar  I  and  Captain's  Welcome  Cocktail 
Party  while  cruising  the  Atlantic  Ocean 

Seminar  II  and  wide  variety  of  activities  and 
entertainment  while  cruising  the  Atlantic  Ocean 

Tortola,  British  Virgin  Islands  -  white  sandy 
beaches  and  West  Indian  charm        [8am  -  6pm] 

St.  Maarten,  Netherlands  Antilles  -  Dutch  and 
French  in  nationality  &  character     [8am  -  5pm] 

St,  Baits,  French  West  Indies  -  refined  and 
beautiful  with  tempting  shops  [8am  -  5pm] 

Seminar  III  and  exclusive  Gala  Cocktail  Party 

with  Ken  Shea,  Seymour  Zucker  &  Joel  Friedman 

Aruba,  Dutch  West  Indies  -  Dutch  colonial 
architecture  and  cultural  treasures    [8am  -  5pm] 

Seminar  IV  while  cruising  the  azure  waters  of 
the  Caribbean  Sea 


Calde 
Pacific  Ocean 


T   A    L     $£     C 


s 


l 


Daytime  transit  of  the  Panama  Canal  -  enjoy 
an  unforgettable  day  of  spectacular  scenery 
along  this  engineering  masterpiece  [7am  -  4pm] 

Cruising  Golfo  Duke  -  plenty  of  time  for 
activity  and  learning  or  pure,  blissful  leisure 

10  Caldera,  Costa  Rica  -  prosperous,  peaceful,  and 
home  to  a  diverse  ecosystem      [disembark  8am] 

dded  bonus,  this  is  a  Yoga,  Health  and  Fitness 
te  sailing  with  special  activities  &  guest  experts. 

;e  fares  in  U.S.  dollars  based  on  double 
pancy  including  port  charges  of  $175.  All 
jories  subject  to  prior  sale.  Please  call  for 
add-ons  from  major  U.S.  &  Canadian  cities. 


"World's  Best  Large  Cruise  Line" 
Travel  +  Leisure.  96, 97, 98,  99,  00,  01 

"Best  Large-Ship  Cruise  Line" 
Conde  Nast  Traveler.  96,  97.  98. 99. 00, 01 


Ft.  Lauderdale  to  Costa  Rica 
11-day  luxury  cruise,  Nov  29  -  Dec  10,  2002 


Penthouse  Suite 
with  Verandah 

PS  -  491  sq.  ft.  total 

Brochure  fare 
$12,120  per  person 
Your  fare 
only  $8,535 
per  person 

Penthouse 
with  Verandah 

PH  -  367  sq.  ft.  total 

Brochure  fare 
$9,645  per  person 
Your  fare 
only  $6,805 
per  person 


Deluxe  Stateroom 
with  Verandah 

B  -  246  sq.  ft.  total 

Brochure  fare 
$6,540  per  person 
Your  fare 
only  $4,310 
per  person 

Deluxe 
Stateroom 

E  -  206  sq.  ft. 

Brochure  fare 
$5,420  per  person 

Your  fare 
only  $2,795 
per  person 


inar  registration  fee  only  $495  per  person  or  $895  per  couple  additional.    For  more  information,  visit  businessweek.greattravel.com 


GREAT  AMERICAN  TRAVEL 

Exclusively  Cruises  &  Tours 


To  make  your  reservat  on,  call  toll  free 
1-866-468-5700  today.  Space  is  limited. 
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%  change 
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■  Stocks 

S&P500 

Sept.  Mar.  Sept  Aug.  29-Sept.4 
1200  i i 960 


U.S.  MARKETS 


Sept.  4 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Sept 


Yearl 
4     Week      da 
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COMMENTARY 

A  strong  rally  on  Sept.  3  may  have 
ended  a  five-day  losing  streak,  but  the 
market  continues  to  spook  easily.  The 
anniversary  of  the  terrorist  attacks,  as 
well  as  a  spate  of  corporate  profit 
warnings  expected  by  third  quarter  end 
have  got  people  worried.  The  Dow  Jones 
industrial  average  ended  the  week  down 
3.1%.  The  S&P  500  lost  2.7%,  and 
the  Nasdaq  lost  1.7%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  893.4  -2.7 

Dow  Jones  Industrials  8425.1  -3.1 

Nasdaq  Composite  1292.3  -1.7 

S&P  MidCap  400  438.3  -0.7 

S&P  SmallCap  600  199.3  O.l 

Wilshire  5000  8464.9  -2.3 

SECTORS 

BusinessWeek  50*  561.0  -2.6 

BusinessWeek  Info  Tech  100**     270.1  -4.0 

S&P/BARRA  Growth  459.7  -2.5 

S&P/BARRA  Value  430.6  -2.9 

S&P  Energy  180.9  -4.4 

S&P  Financials  305.4  -2.6 

S&P  REIT  96.0  -0.4 

S&P  Transportation  173.8  -1.0 

S&P  Utilities  104.8  -5.8 

GSTI  Internet  65.3  0.4 

PSE  Technology  438.2  -2.6 

*Mar.  19,  1999=1000  '    "Feb.  7,  2000  =  1000 


-22.2 

-15.9 
-33.7 
-13.8 
-14.2 
-20.9 


-21.1 
-15.7 
-27.0 
-11.0 
-10.7 
-19.4 


23.2 

-25.4 

35.6 

-26.6 

22.7 

-18.8 

22.0 

-24.1 

14.4 

-17.8 

14.0 

-13.2 

2.8 

1.1 

-11.8 

-11.7 

28.2 

-39.6 

37.8 

-27.8 

36.3 

-29.0 

S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (TSE  300) 
Mexico  City  (IPC) 
FUNDAMENTALS 


845.0       -5.3     -21 


BI 


S&P  500  Dividend  Yield 

S&P  500  P/E  Ratio  (Trailing  12  mos.) 

S&P  500  P/E  Ratio  (Next  12  mos.)* 

First  Call  Earnings  Revision* 

•First  Call  Corp. 

TECHNICAL  INDICATORS 


2.15'* 


Sept.  3      Wk.  ago 


S&P  500  200-day  average  1063.7  1068.1 

Stocks  above  200-day  average  30.0%       37.0% 

Options:  Put/call  ratio  0.84  0.67 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.20  1.28 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 
GROUPS  month  % 


Broadcasting  19.2 

Home  Improvement  Stores  17.1 

Health-Care  Services  13.7 

Movies  &  Entertainment  13.5 

Wireless  Services  12.5 


Metal  &  Glass  Containers  39.9 

Housewares  &  Specialties  36.5 

Casinos  35.0 

Homebuilding  23.5 

Gold  Mining  22.5 


Computer  Stores 
Internet  Software 
Oil  &  Gas  Refining 
Tires  &  Rubber 
Aluminum 


-19.5 
-15.6 
-9.6 
-9.5 
-9.3 


Multi-Utilities 
Wireless  Services 
Telecomms.  Equip. 
Instrumentation 

Intgrd.  Telecomms.  S    '. 


Mutual  Funds 


Week  ending  Sept.  3 
■  S&P  500  ■  U.S.  Diversified  ■  All  Equity 
4-week  total  return 


■ 


%       1         2        3        4         5        6 

Week  ending  Sept.  3 
■  S&P  500  ■  U.S.  Diversified  ■  All  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Precious  Metals  15.2 

Natural  Resources  4.2 

Latin  America  3.8 

Communications  3.3 
Laggards 

Health  -1.1 

Japan  -0.6 

Technology  -0.2 

Europe  0.9 


52-week  total  return 


% 


Leaders 

Precious  Metals 

Pacific/Asia  ex-Japan 

Real  Estate 

Diversified  Emerging  Mkts. 

Laggards 

Communications 

Technology 

Utilities 

Health 


63.6 
6.4 
6.4 
1.6 

-44.7 
-40.1 
-29.4 
-29.0 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -24      -18     -12-6        0        6 
Data:  Standard  &  Poor's 


Leaders 

Fidelity  Select  Telecomms.  20. 1 

Fidelity  Select  Gold  18.5 

Midas  17.8 

Evergreen  Prec.  Metals  A  17.7 
Laggards 

WoiidGenomicsFund.com  -11.4 

Berkshire  Technology  -8.6 

Berkshire  Focus  -7.9 

Fidelity  Adv.  Electronics  T  -7.2 


Leaders 

First  Eagle  SoGen  Gold  100.1 

Tocqueville  Gold  83.5 

Van  Eck  Intl.  Invs.  Gold  A  83.2 

Gabelli  Gold  80.9 
Laggards 

ProFunds  UltraOTC  Inv.  -69.1 

RydexDynam.  Velocity  100  -68.1 

Black  Oak  Emerging  Tech.  -64.8 

World  GenomicsFund.com  -63.9 


I  Interest  Rates 

KEY  RATES 


Sept.  4    Week  ago 


nil 
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MONEY  MARKET  FUNDS 


1.39%        1.37% 


90-DAY  TREASURY  BILLS 


1.62 


1.66 


2-YEAR  TREASURY  NOTES 


2.00 


2.17 


10-YEAR  TREASURY  NOTES 


3.96 


4.21 


30-YEAR  TREASURY  BONDS    4.80 


5.02 


6.12 


6.27 


30-YEAR  FIXED  MORTGAGE! 
tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exempt  n 
bonds,  assuming  a  30%  federal  tax  rate 

10-yr.  bond     3( 


GENERAL  OBLIGATIONS 
TAXABLE  EQUIVALENT 


3.76% 
5.37 


INSURED  REVENUE  BONDS 
TAXABLE  EQUIVALENT 


3.90 
5.57 


■  THE  WEEK  AHEAD 

INSTALLMENT  CREDIT  Monday,  Sept.  9, 
3  p.m.  edt>-  Consumers  are  forecast  to 
have  racked  up  an  additional  $8  billion 
of  new  debt  in  July.  That's  according  to 
the  median  forecast  of  economists  sur- 
veyed by  Standard  &  Poor's  mms,  a  unit 
of  The  McGraw-Hill  Companies.  In  June, 
consumer  debt  rose  by  $8.4  billion. 

BEIGE  BOOK  Wednesday,  Sept.  11,  2  p.m. 
edt>  The  Federal  Reserve  Board  releases 
its  collection  of  regional  economic  activi- 
ty ahead  of  its  Sept.  24  policy  meeting. 


EXPORT-IMPORT  PRICES  Thursday  Sept.  12, 
8:30  a.m.  edt>-  Import  prices  in  August 
are  forecast  to'have  increased  0.4%, 
while  export  prices  probably  rose  0.2%. 
In  July,  import  prices  rose  0.4%,  and  ex- 
port prices  increased  0.3%. 

CURRENT-ACCOUNT  DEFICIT  Thursday,  Sept. 
12,  8:30  a.m.  edt+>  The  U.S.  current 
account  deficit  probably  ballooned  to 
$128.8  billion  in  the  second  quarter,  af- 
ter climbing  to  $112.5  billion  in  the  first 
quarter. 


RETAIL  SALES  Friday  Sept.  13,  8-.3C  - 
edt>-  Retail  sales  in  August  probal 
rose  0.1%,  after  a  1.2%  jump  in 
driven  by  strong  auto  sales.  Excluc 
hides,  sales  are  forecast  to  have  ri 
0.2%  for  a  second  straight  month. 

PRODUCER  PRICE  INDEX  Friday  Sept. 
8:30  a.m.  edt>-  Producer  prices  of 
ished  goods  most  likely  rose  0.2%  i 
gust,  after  a  0.2%  decline  in  July.  E 
ing  food  and  energy,  core  prices  pr< 
rose  0.1%,  following  a  0.3%  drop 
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Editorials 


REAL  SECURITY  WONT  COME  EASY-OR  CHEAP 


One  year  after  the  terrorist  attacks  on  the  World  Trade 
Center  and  the  Pentagon,  the  U.S.  may  be  underesti- 
mating the  security  challenges  that  he  ahead.  At  home,  the 
government  and  private  sector  optimistically  assume  that 
security  against  further  terrorist  attacks  can  be  achieved  at 
a  modest  cost.  Internationally,  the  U.  S.  has  barely  begun  the 
hard  diplomatic  work  of  assembling  international  coalitions  to 
uproot  terrorists  and  the  expensive  project  of  rebuilding 
Afghanistan  so  it  ceases  to  be  a  safe  harbor  for  terror. 

At  this  point,  the  U.  S.  faces  an  unenviable  choice:  more  guns 
or  more  butter.  Many  security  experts  believe  it  will  cost 
hundreds  of  billions  of  dollars  over  the  next  decade  to  shore  up 
American  defenses  against  terrorists,  who  could  cripple  the 
power  grid,  contaminate  the  food  and  water  supplies,  or  set  off 
dirty  bombs  that  spew  radiation. 

If  those  security  experts  are  right,  then  the  U.  S.  has  scarce- 
ly started  to  spend  what's  required.  The  legislation  establishing 
a  Homeland  Security  Dept.  will  mainly  shift  funds  from  exist- 
ing agencies.  And  the  Bush  Administration  is  projecting  that 
spending  on  defense  as  a  share  of  GDP  will  actually  decrease 
slightly  between  now  and  2006. 

A  big  increase  in  defense  and  security  spending — beyond 
what  the  A<Iministration  is  projecting — could  strain  the  econ- 
omy. It's  not  a  problem  in  the  current  slump,  when  there's 
plenty  of  labor  and  capital  available.  But  if  higher  spending 
kicks  in  when  the  economy  is  using  all  its  resources,  something 
will  have  to  give.  It  could  drive  up  interest  rates,  for  in- 
stance, raising  the  cost  of  buying  houses  and  cars.  That's 


why  few  politicians  have  been  willing  to  broach  the  idea. 
Americans  live  in  a  tough  neighborhood,  and  a  national  deb 
on  how  much  to  spend  on  security  is  urgently  needed. 

Of  course,  no  security  measure  can  be  100%  effect 
against  determined,  organized  foes.  That's  why  another 
of  the  U.  S.  must  be  to  scuttle  attacks  before  they're  e 
launched.  That  requires  infiltrating  and  disrupting  terroi 
cells.  And  that,  in  turn,  demands  intimate  cooperation  w 
other  nations'  security  agencies.  If  the  U.S.  is  seen  a 
bully,  its  demands  for  sensitive  information  will  be  met  t* 
silence.  The  same  goes  for  nation-building,  which  must  be  p 
of  any  plan  to  eradicate  terrorism.  The  U.  S.  needs  to  be 
spected  as  an  honest  broker  if  it  is  to  lead  multinatia 
projects  to  restore  hope  and  the  rule  of  law  in  the  likes 
Afghanistan,  Somalia,  and  post-Hussein  Iraq. 

Unfortunately,  the  go-it-alone  foreign  policy  of  the  Adn 
istration  has  squandered  a  good  deal  of  the  world's  sympat 
The  U.S.  is  angering  rich  and  poor  allies  alike  with  its  p 
tectionist  farm  bill  and  steel  tariffs.  And  on  foreign  aid,  Bi 
has  continued  the  penny-pinching  ways  of  the  Clinton 
ministration,  devoting  just  one-tenth  of  1%  of  gdp  to  nonn 
tary  aid.  In  the  1960s,  the  ratio  was  four  times  as  high. 

As  horrible  as  it  is  to  contemplate,  Americans  need 
face  the  possibility  that  September  11  could  someday  be 
membered  as  merely  a  prelude  to  far  more  lethal  attacks, 
keep  that  from  happening,  the  U.  S.  must  shoulder  the 
siderable  burdens  of  increasing  vigilance  at  home  while  bu 
ing  and  strengthening  anti-terrorist  coalitions  abroad. 


MERRILL:  A  SHODDY  JOR  OF  SELF-POLICING 


Financial  institutions  won  deregulation  in  the  1990s  by 
convincing  lawmakers  and  regulators  that  they  could 
manage  the  complex  new  conflicts  of  interest  that  would 
arise  when,  for  instance,  investment  banks  and  commercial 
banks  were  merged  under  one  roof.  They  argued  that  all  in- 
vestors would  benefit  from  the  resulting  synergies.  But  their 
assurances  are  beginning  to  ring  hollow.  In  case  after  case,  fi- 
nancial supermarkets  such  as  Citigroup  and  J.  P.  Morgan 
Chase  &  Co.  stand  accused  of  enriching  themselves  and  fa- 
vored clients  at  the  expense  of  less  informed  investors. 

It  gets  worse.  Evidence  is  accumulating  that  financial  in- 
stitutions have  done  a  poor  job  of  managing  even  the  kind  of 
conflicts  that  existed  before  liberalization.  Merrill  Lynch  & 
Co.'s  convoluted  dealings  with  Enron  Chief  Financial  Officer 
Andrew  S.  Fastow  are  the  latest  example  (page  68).  Invest- 
ment banks  such  as  Merrill  have  always  had  to  balance  their 
desire  to  win  underwriting  fees  with  their  obligation  to  fully 
inform  investors  of  all  possible  problems  with  the  securities 
they  sell.  But  investigators  are  building  a  case  that  in  work- 
ing with  Fastow,  Merrill  failed  that  basic  standard. 


The  firm  had  multiple  relationships  with  Enron  Corp 
Fastow — as  investor,  lender,  underwriter,  and  counterparty 
energy-derivatives  deals.  With  a  few  pointed  questions,  M 
rill  might  have  uncovered  the  full  scope  of  what  Fast 
was  up  to  and  brought  that  information  to  investors.  But  tl 
of  course,  would  have  enraged  Enron  and  Fastow  and  cut 
the  lucrative  flow  of  deals.  Merrill  says  its  employees 
nothing  improper  and  that  it  knew  nothing  more  than 
public  did.  But,  adds  Merrill,  it  wouldn't  have  done  busin 
with  Enron  if  it  knew  then  what  it  knows  now. 

Boiled  down,  Merrill's  defense  is,  "we  didn't  know."  But 
a  defense  that  regulators  and  law  enforcers  are  increasin 
unwilling  to  accept.  Wall  Street  made  billions  of  dollars  on 
derwriting  in  recent  years  with  a  see-no-evil  approach 
conflicts  in  which  it  used  perfunctory  sign-offs  by  auditors  : 
lawyers  to  justify  deals  that  were  obviously  flawed.  If 
nancial  institutions  don't  start  taking  seriously  the  need 
manage  conflicts  of  interest,  they  risk  the  possibility  of  d 
conian  re-regulation — and  a  rollback  of  the  market  libei 
ization  that  was  a  hallmark  of  the  1990s. 
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No  other  company  has  done  more 

to  increase  homeownership  in  America 


^  FannieMae 


www.fanniemae.com 


At  Fannie  Mae,  our  mission  is  simple:  to  lower  the  cost  of  homeownership  so  that  more 
American  families  can  get  into  homes  of  their  own.  And  over  the  past  three 
decades,  we  have  dedicated  ourselves  to  seeing  that  homeownership  in 
America  continues  to  grow  at  a  steady  rate. 

Every  day  we  work  with  our  mortgage  lender  partners  and  other 
housing  leaders  to  fulfill  our  goals.  To  knock  down  the  barriers 
to  homeownership,  lower  costs,  and  increase  opportunities  for 
low-  and  moderate-income  families. 

We  believe  that  when  more  Americans  have  a  place  to  call  home, 
it  strengthens  families,  communities,  and  our  nation  as  a  whole. 

At  Fannie  Mae,  it's  more  than  just  our  mission,  it's  who  we  are. 
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■5  Order  processing 
time  at  Fimtsu  Siemen 
^  Computers  has  been 


-Adrian  von  Hamrnerstein,  President  and  CEO, 
Fujitsu  Siemens  Computers 


Adrian  von  Hammerstein  likes  moving  quickly,  especially  when  it  comes  to  his  customers.  Wl 
Fujitsu  Siemens  Computers  combined  its  platform  with  Siebel  CRM  software  and  Accentui 
innovative  management  consulting  and  technology  services,  customers  were  served  fas 
reducing  order  processing  times  from  two  days  to  30  minutes.  And  within  18  months,  they  expe 
100%  return  on  their  Siebel  investment.  It's  the  kind  of  speed  that  proves  good  service  is  good  busk 


accenture 


Innovation  delivered. 


For  detailed  information,  call  1-800-307-2181  or  visit  siebel.com/casest 


©2002  Siebel  Systems,  Inc.  All  rights  reserved  Siebel  and  the  Siebel  logo  are  trademarks  of  Siebel  Systems,  Inc.,  and  may  be  registered  in  certain  jurisdictions. 
Other  product  names,  designations  and  logos  may  be  trademarks  of  their  respective  owners.  ©2002  Accenture.  All  rights  reserved. 
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All  new.  And  more  Accord  than  ever. 
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intel.com 


Can  a  microscopic  piece 

of  technology  solve 

enterprise-sized  problems? 


An  Intel  engineer  holds  a  batch  of  silicon  wafers,  each  one  containing  up  to  hundreds  of  processors  and  up  to  12  billion  transistors. 

You're  probably  familiar 

with  the  emblem  on  so  many  PCs: 

Intel  Inside6.  But  88%  of  the 

world's  servers*  are  powered  by 

Intel  processors,  too. 
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The  data  center  powers  today's 

enterprise.  Intel  technology  makes 

powerful  servers  more  cost-effective. 
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That  shouldn't  be  too  surprising, 

considering  that  Intel-based  servers 

deliver  higher  performance, 

lower  costs  and  all  the  flexibility 

that  comes  with  an 

open  computing  architecture. 

Which  can  yield  savings 

that  are  anything  but  microscopic. 


Intel  innovations  that  begin  at  the  molecular  level  result 
in  enterprise-wide  benefits  at  the  economic  level. 


So  when  you  choose  new 

technology  -  especially  the  servers 

that  drive  your  company  -  look  for  the 

two  biggest  words  in  computing: 

Intel  Inside. 


Powerful  and  cost-effective 

servers  to  run  the 

broadest  range  of  applications. 


High-performance  technology 

for  the  most  data-intensive 
business-critical  applications. 
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Windows. 

Mac  OS. 

Palm. 

Yes,  we  can 

all  get  along. 


{Platform  Compatibility} 

Easily  and  reliably  exchange,  open  and  print  documents, 

presentations  and  proposals  created  on  any  platform,  in  any  program.  Really. 

Adobe  Acrobat.  Create  an  Adobe  PDF  and  do  more  with  your  documents. 


Adobe  Acrobat  5.0 


Tools  for  the  New  Work 
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Dur  average 
"evenue  per  customer 
las  increased 


Pierre  Danon,  CEO,  BT  Retail 


Pierre  Danon  knows 
the  importance  of 
time.  His  21  million 
customers  expect 
a  quick  response.  By 
using  Siebel  CRM 
software  to  streamline 
BTs  Homemover 
program,  call-handler 
satisfaction  rose 
34%.  Customer 
satisfaction  reached 
86%.  Revenues 
per  customer  rose 
20%.  And  in  just 
one  12- week  period, 
5,000  new  accounts 
were  identified. 
Timely  improvements 
even  the  busiest 
CEO  can  appreciate. 


Good  service 
is  good  business. 

To  learn  more,  call  1-800-307-2181 
or  visit  siebel.com/casestudies. 


\ 


SEPTEMBER     23,     2002 


Cover  Story 

80    THE  GOOD  CEOs 

Their  names  aren't  household 
words,  and  their  companies  aren't 
glamorous.  These  are  corporate 
chiefs  who,  by  and  large,  came  up 
through  the  ranks  and  were  more 
interested  in  building  a  lasting 
enterprise  than  a  personal  fortune. 
They  aren't  knights  on  white 
horses,  making  big  changes  and  big 
headlines,  but  here  are  six  company 
men  in  the  best  sense  of  the  phrase 

News:  Analysis  &  Commentary 


36 


38 


40 


THE  ECONOMY  AFTER  IRAQ 

War  with  Saddam  could  provide  a 
boost  or  plunge  the  U.S.  into 
recession.  Much  depends  on  the 
conflict's  length — and  on  Hussein 
COMMENTARY:  TEAM  BUSH 
Can  White  House  advisers  keep 
their  act  together  after  their 
summer  of  infighting? 
A  BOND  RALLY— OR  BUBBLE? 
Low-yield  bonds  may  be  a  sign  the 
rally  has  gone  on  too  long.  Rising 
yields  could  hurt  investors — and 
dampen  the  whole  recovery 


41  COMMENTARY:  BONDS 

The  Treasury  should  start  issuing 
30-year  bonds  again 

42  'STOCKS  SUNK' 

Bill  Gross,  pimco's  King  of  Bonds, 
predicts  another  big  correction 
before  equities  hit  their  stride 

44    TOO  MANY  MORTGAGES 

The  money  for  home  buyers  is 
easy — and  foreclosures  are 
skyrocketing 

46    COMMENTARY:  JACK  WELCH 

From  legendary  manager  to  fallen 
icon — a  reputation  built  over  the 
years  starts  to  crumble 

48    COMMENTARY:  STOCK  OPTIONS 
This  method  of  accounting  could 
help  clear  the  fog  for  baffled 
investors 

50    IN  BUSINESS  THIS  WEEK 

International  Business 


54 


56 


GERMANY:  EDMUND  STOIBER 

Schroder's  opponent  has  a  decent 
track  record  in  Bavaria,  but  that 
doesn't  make  him  Germany's  savior 
JAPAN:  STOCK  PRICES 

Strong  companies  are  watching 
their  stocks  slide  as  troubled  banks 
keep  selling  off  shares 


58    CHINA:  THE  INTERNET 

Call  it  the  Great  Firewall:  Th  ? 
government  is  limiting  access 
U.  S.  search  engines  such  as  ( 

60    MEXICO:  WAL-MART 

The  retail  giant  now  has  half 
this  nation's  supermarket  bus: 
But  its  rivals  are  putting  up  ; 

63    INTERNATIONAL  OUTLOOK 
Jordan:  A  U.  S.-led  war  on  In 
would  deepen  the  refugee  cris 


I 

: 


Economic  Analysis 


28    ECONOMIC  VIEWPOINT:  TYSON 

The  MBA  President  needs  mor 
honest  accounting  in  his  budg 

32  ECONOMIC  TRENDS 
Productivity  in  retail;  a  possit 
sign  of  a  market  bottom;  natic 
wealth  and  happiness 

33  BUSINESS  OUTLOOK 

U.  S.:  Jobs  on  the  distant  horL 
France:  A  weak  business  secti 

Government 

53    WASHINGTON  OUTLOOK 

The  armies  of  the  U.  S.  Farm 
may  mow  down  the  Cuba  trad 
embargo 


8  BusinessWeek  /  September  23,  2002 


COVER  STORY 


1)  CEOs 

re  it  or  not,  there  are 
?  out  there.  Here's 
six  of  them  are 

right  page  80 


ONDTRAP? 

uying  them 
nline  is 
onvenient,  but 
t  can  cost  plenty 

age  114 


MODEL  STRATEGY? 

BMW  floods  the  States 
with  new  luxury 

Wheels  page  64 


DRUMS 

an  assault  on 
Iwould  do  to  the 
'economy  page 36 


MACK  ATTACK 

Building  an  "ethical" 
investment  bank  at 

CSFB   page  90 


STOCK  PROBLEM 

Who  benefits  from  the  buyback 
binge?  Not  shareholders  page  98 


TARGET: 
BERNIE 

Probing 
Jk  ^  ^  what  he 
m  X  M\  knew  at 
WorldCom  page  75 


orporation 


EVASION  OF  THE  BEEMERS 

LUto  maker  BMW  aims  to  raise  its 
J.  S.  sales  by  introducing  powerful 
ew  models  and  offering  cash 
icentives 

agement 

URNAROUND  SWAT  TEAM 

'consulting  firm  AlixPartners  is 
crambhng  to  help  Kmart  and 
VbrldCctsn  survive 

|le 

AT  CATS'  FAVORITE  DO-GOODER 

Child  of  the  '60s"  Reid  Weingarten 
ees  no  irony  in  defending  vilified 
xecs  like  Bernie  Ebbers 

•mation  Technology 

VILDSTROM:  TECHNOLOGY  &  YOU 

new  version  of  Windows  turns 
Cs  into  entertainment  centers 
VHAT  DID  BERNIE  KNOW? 

Tie  feds  are  in  hot  in  pursuit,  but 
o  far  Ebbers  is  playing  it  cool — 
nd  he  doesn't  seem  to  have  left 
nuch  of  a  paper  trail  at  WorldCom 


78    COMMENTARY:  NORTEL 

The  telecom  company's  many 
attempts  to  right  itself  haven't 
done  the  trick.  Here's  what  will 

Finance 


90 


98 


A  REFORMER  ON  THE  STREET? 

csfb's  boss,  John  Mack,  is 
launching  an  assault  on  dubious 
Wall  Street  practices 
THE  DARK  SIDE  OF  BUYBACKS 

In  the  '90s,  they  were  often  used  to 
enrich  execs  at  investors'  expense 


BusinessWeek  Investor 

114    BUYING  BONDS  ONUNE 

Smart  trades  are  hard  to  find, 
especially  for  small  investors — but 
they're  there 

116  A  SAFE  HARBOR  THAT  PAYS 

Stable-value  funds  buy  high-grade 
bonds — and  insurance  against  dips 

118    SMARTER,  SMALLER  CARRY-ONS 
New  luggage  and  packing 
organizers  help  take  the  sting  out 
of  tougher  airline  restrictions 


122    BENTLEY,  REJUVENATED 

Bentley's  Arnage  T:  An  out-and-out 
sports  car  with  added  luxury 

127  HERS:  TODDI  GUTNER 

Working  moms:  Don't  feel  so  guilty 
about  child  care 

128  THE  BARKER  PORTFOLIO 

Petco  and  petsmart:  The  money  in 
pampering  Fido 
130    MARCIAL:  INSIDE  WALL  STREET 

Features 


12 

16 
18 
20 


67 


132 
134 
136 


UPFRONT 
READERS  REPORT 
CORRECTIONS  &  CLARIFICATIONS 
BOOKS 

Steinberg:  The  Gatekeepers:  Inside 
the  Admissions  Process  of  a 
Premier  College 
DEVELOPMENTS  TO  WATCH 
Destroying  Afghanistan's  seeds; 
new  problems  connected  with 
cloning;  mining  the  sea  for  natural 
gas;  a  wine-analysis  machine 
FIGURES  OF  THE  WEEK 
INDEX  TO  COMPANIES 
EDITORIALS 


BusinessWeek  online 


www.businessweek.com 
America  Online  Keyword:  BW 


:| 


BusinessWeek  /  September  23,  2002  9 


T 


BusinessWeek  online 


Free  to  Subscribers 

Go  to  www.businessweek.coml 
and  follow  the  instructions  to 
register.  Be  sure  to  have  the 
account  number  that  appears  I 
your  BusinessWeek  mailing  lab 


Updated  every  business  day  at  www.businessweek.com 


**"]^^  ^k  Visit  the  BusinessWeek  50 
A  m  W      f  area  of  our  site  for  news, 
""^^sT    investing  tools,  and  more  at 
www.businessweek.com/bw50/ 


VIDEO  VIEWS 


Original  streaming  video  featuring  industry 
experts  and  BW  editors 


■  CASINO  KINGS: 

s&p's  Tom  Graves  says 
Harrah's  and  Mandalay 
Resorts  look  like  winners 


gj 


■  SLOW  CLIMB: 

Consumers  are  doing  their 
bit  for  the  economy,  and 
now  business  needs  to  chip  in, 
says  BWs  Jim  Cooper 


9 


TOOLS 


■  YOUR  PORTFOLIO: 

Check  on  the  health  of 
your  investments 

■  STOCK  SCREENER: 

Use  more  than  70 
criteria  to  pan  for  gold 
among  the  equities 

■  MBA  SEARCH:  Which  is  .-^ 
the  right  business  school  Sjs 
for  you  and  your  needs? 


INTERACTIVE  FORUMS 


■  Join  in  ongoing  discussions  on 
investing,  business  schools,  and 
more — or  start  your  own 


HANDHELD  EDITION 


Put  us  on  your  hand- 
held! Get  news  from 
Daily  Briefing,  s&P 
data,  and  more. 
Visit  AvantGo.com  to 
sign  up 


Find  quick  links  to  everything  on  this  page  at  the  Sept.  23,  2002,  issue's  table  of  conten] 
online,  or  go  directly  to  wimv.businessweekxomJmagazine/co7itent/02_38/online.htni 


Debt  Drama 


In  addition  to  accounting  investigations  and 
declining  ad  sales,  media  giant  AOL  Time 
Warner  now  has  to  face  a  possible  down- 
grade of  its  credit  rating  to  junk  status 


DAILY  BRIEFING  Business  and  investing  news,  commentary,  and  analysi 

www.businessweek.com/bwdaily/  a*t\ 

Analysis:  Given  local  opposition  to  the  sale  of  Hershey, 
shareholders  are  unlikely  to  reap  a  big  premium  if  the 
candymaker  does  change  hands 


INVESTING  In  partnership  with  Standard  &  Poor's 

www.businessweek.com/investor/ 

Street  Wise:  Though  giant  meat  supplier  Tyson  just  lowered  its  2003 

guidance,  many  analysts  are  convinced  its  stock  could  soon  fatten  up 

SMALL  BUSINESS  A  resource  for  entrepreneurs 

www.businessweek.com/smallbiz/ 
Savvy  Selling:  You  can't  be  sure  clients  actually 
open  the  direct-mail  letters  and  brochures  you 
send.  With  postcards,  they  have  no  choice 

TECHNOLOGY  State-of-the-art  coverage  of  info  tech 

wwrw.businessweek.com/technology/ 

News  Analysis:  A  new  way  to  make  ultrapure 

diamond  films  could  mean  smaller,  cooler  microcircuits 

B-SCHOOLS  BusinessWeek's  exclusive  rankings  and  profiles 

www.businesswreek.com/bschools/ 

Reporter's  Notebook:  Are  MBA  students  changing  their  tune?  Here's  a 

sampling  of  the  new  post-Enron  attitudes  on  four  American  campuses 

GLOBAL  BUSINESS  In-depth  coverage  of  Asia,  Europe,  and  Latin  Americ; 

www.businessweek.com/globaIbiz/ 

Washington  Watch:  For  Colin  Powell,  constant  policy  differences  and  lost 

fights  with  the  White  House  make  stepping  down  the  wisest  move 

CAREERS  Advice  and  tools  for  upper-management  job  seekers 

www.businesswreek. com/careers/ 

News  Analysis:  Despite  the  uproar  over  gargantuan  ceo  compensation 

packages,  the  level  of  reform  is  likely  to  be  modest  at  best 


-^  FOR  PROGRAM  DATES  AND  TIMES  IN  YOUR  AREA  GO  TO  WWW.BUSINESSWEEKTV.COM 

BUSinGSSnfeGK    tV        TUNE  IN  THIS       Economic  trends:  Road  trips  for  The  newest  in  digital 

WEEKEND  FOR:     Where  living  is  pricey       the  fall  cameras 


10  BusinessWeek  /  September  23,  2002 


M  nhalTOaceU 


ticA«^wd 


Kunkle 


ess*** 


I  Morgan 

One  client 


10 


Stan\eV 


at  a 


time- 


- 


& 


\> 


<F 


>mr 


00000070 
Diabetes  Trials 


A  small  pharmaceutical  company  had  outsized  ambitions:  to  grow  quickly  into  a  global  powerhouse.  Morgan  Stanley 
helped  make  it  happen.  First  by  searching  out  the  most  strategic  merger  partner.  Then  brokering  sensitive  negotiations 
to  create  a  cultural  and  management  balance  that  allowed  for  a  merger  of  equals.  The  result?  A  health  care  giant  was 
born.  Such  complex  challenges  are  our  passion.  Such  client  successes  are  our  mission.  What  can  we  do  for  you? 


Services  offered  by  Morgan  Stanley  &  Co.  Incorporated,  member  SIPC.  Employee  names  have  been  changed  to  protect  their  privacy. 
One  Client  At  A  Time  is  a  service  mark  of  Morgan  Stanley  Dean  Witter  &  Co.  ©  2002  Morgan  Stanley. 


CONTRARIAN  VIEWS 

A  BIG  FAT  SLAP 
AT  B-SCHOOLS 

ARE  MBAS  WORTH  THE  PAPER 

they're  printed  on?  Two  Stan- 
ford University  researchers 
think  not.  In  a  scathing  arti- 
cle in  the  current  Academy 
of  Management  Journal,  they 
blast  most  MBA  programs  for 
mollycoddling  students  and 
teaching  ineffectual  skills. 

Jeffrey  Pfeffer,  a  professor 
of  organizational  behavior  at 
the  business  school,  and  co- 
author Christina  Fong  point 
out  that  plenty  of  successful 
businessmen,  such  as  Bill 
Gates  and  Ted  Turner,  never 
bothered  with  MBAs.  They  ar- 
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gue  that  the  deluge  of  MBAs, 
to  112,000  in  2001—35  times 
the  number  40  years  ago — 
dilutes  the  degree's  value. 
Not  surprisingly,  the  arti- 
cle is  sparking  controversy. 
MBA  supporters  are  lambast- 
ing it  in  speeches,  arguing 
that  mbas  boost  annual  in- 
comes by  $25,000,  on  average. 
"Talk  to  any  MBA  and  he  will 
tell  you  the  programs  are  well 
worth  the  money,"  says  Dave 
Wilson,  president  of  the  Grad- 
uate Management  Admission 
Council,  which  administers  the 
GMAT.  Counters  Pfeffer:  "I'm 
not  trying  to  kill  MBA  pro- 
grams, just  make  them  more 
effective."  He  suggests  admit- 
ting fewer  students,  beefing 
up  curriculums,  and  getting  rid 
of  courses  on  how  to  network. 
And  he  calls  for  quantifiable 
measures  of  MBA  worthiness. 

Stanford,  11th  on  Busi- 
nessWeek's biannual  B-school 
ranking  in  2002,  stands  be- 
hind the  research.  Associate 
Dean  David  Kreps  says  that 
while  Stanford  has  no  plans 
to  change,  "we  should  never 
think  we  have  the  ideal  for- 
mula, or  anything  close 
to  it."  Charles  Haddad 


PRODUCT  PLACEMENT 

THIS  CLEANER 
SHINES  ONSCREEN 

THE      MOVIE      MY     BIG     FAT 

Greek  Wedding  is  the  second- 
highest  grossing  independent 
film  ever,  a  feat  that's  gener- 
ating awe  in  Hollywood.  But 
that's  nothing  com- 
pared with  its  recep-  ' 
tion  in  Racine,  Wis. — 
the  headquarters  of  sc 
Johnson,  the  makers 
of  Windex.  "We're 
thrilled,"  says  sc  Johnson 
director  Cynthia 

Georgeson. 

Why     the     excite- 
ment? In  the  movie, 
Michael    Constantine, 
who  plays  the  bride's 
Greek     father,     keeps 


spritzing  himself  and  his 
loved  ones  with  Windex  to 
cure  everything  "from  psori- 
asis to  poison  ivy."  No  matter 
the  ailment,  his  advice  is  the 
same:  "Put  some  Windex  on 
it."  The  joke  comes  from  real 
life:  Scriptwriter  and  star  Nia 
Vardalos'  father  swears  by 
Windex  for  his  skin  troubles, 
sc  Johnson  execs  were 
so  pleased  that  they 
—  hosted  the  film's  Wis- 
consin premiere,  though 
it's  unclear  whether  the 
movie  is  boosting 
Windex  sales,  they  say. 
As  for  making  Con- 
stantine or  his  real-life 
counterpart  a  pitch- 
man? sc  Johnson  will 
say  only  that  it's  "un- 
der discussion." 
Kimberly  Weisul 


TALK  SHOW  UThe  U.S.  Treasury  should  be  at  least  as  smai 
as  homeowners." 

— David  Wyss,  Standard  &  Poor's  chief  economist,  urging  the 
government  to  issue  30-year  bonds  again  to  lock  in  low  rates 

BOOMING  BOURSES 

GUESS  WHO  HAS  THE  HOTTEST  STOCK  MARI 


HERE'S  ONE  FOR  THE  ANNALS 

of  amazing-but-true:  The  best- 
performing  stock  market  in 
the  world  this  year  is  . . .  the 
Karachi  Stock  Exchange  in 
Pakistan.  Stocks  are  up  54%, 
miles  ahead  of  the  second- 
best    performer,    Thailand, 
with  a  19%  rise  this  year. 
Even  more  amazing,  from 
its  lows  right  after 
the    September     11       PAKISTAN 
terrorist  attacks,     m    STOCK 
the     Karachi 


•KARACHI 


Exchange   has   risen   more 
than  80%. 

The  reason:  The  U.S.  has 
been  bending  over  backward 
to  keep  Pakistan  strong  for 
the  war  on  terrorism.  Islam- 
abad has  gotten  loan  forgive- 
ness and  huge  inflows  of  mul- 
tilateral aid,  and  its  foreign 
reserves  have  bulked  up  as 
a  result.  Some  of  that  has 


channeled  into  the  smi 
stock  market,  where  a  littj 
cash  infusion  goes  a  long  wa 
says  Sakib  Sherani,  Islaif 
abad-based  chief  econor 
for  abn  amro  Bank.  Ph 
Pakistan's  economy  is  for 
cast  to  grow  4.5%  this  yd 
and  corporate  ea 
ings  are  loo! 
pretty  healthy, 
for  threats  of  war  all 
terrorism?  "T| 
market  seems 
be  able  to  si 
them  off,"  says  Sherani. 
Pakistan's  Finance 
ter  Shaukat  Aziz  is  so  proi 
of  all  this  that  on  a  recei 
visit  to  the  U.  S.  he  enjoin^ 
the  Americans  he  met  to 
vest  in  Pakistan.  Aziz  recal 
telling  former  Treasury  Se 
retary  Lawrence  Summer 
now  president  of  Harvar 
University:  "If  you  ha\ 
some  extra  savings,  pi 
0.001%  there.  He  didn't  thin 
it  was  very  funny."  Turr 
out,  taking  Karachi  stocks  a 
riously  may  well  be  the  rigl 
approach.    Frederik  Balfov 


THE  LIST  THE  APPLE  OF  OUR  EYE 


Despite  the  terrorist 
attacks,  Americans  chose 
New  York  when  asked  which | 
city  they'd  most  like  to  live 
in.  Here's  the  ranking: 

1     New  York 


2 

San  Francisco 

3 

Seattle 

4 

Orlando 

5 

Atlanta 

6 

Chicago 

7 

Denver* 

8 

San  Diego 

9 

Dallas 

10 

Los  Angeles 

*Denver  and  Chicago  tied  for  sixth 
Telephone  survey  of  1,010  adults,  July  18-22 
Data:  Harris  Interactive 
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WHAT  KIND  OF  DECISIONS  ARE  REQUIRED 
IN  TODAY'S  BUSINESS  CLIMATE? 
SMART  ONES. 


rriving  at  a  smart  business 
ecision  can  happen  anywhere, 
ut  the  process  first  requires 

>_f »:An.  :«f^rrv^^ti*-»n  that 


leeds  to  be  gathered  from  multi- 
>le  sources,  then  analyzed  and 
hared  before  it  can  be  used  to 
-our  advantage. 


The  challenge  today  is  twofold. 
One:  how  do  you  get  the 
infrastructure  in  place  to  access 


information?  And,  two:  also 
meet  the  demands  to  reduce 
costs  and  increase  productivity? 


You  turn  to  Crystal  Decisions 
Our  enterprise-wide  reporting, 
analysis  and  web-based  informa- 
tion delivery  solutions  have  a 


•El  JMI»]llL«l 


our  customers  better  utilize 
information  to  competitive 
advantage  and  profit. 


At  Crystal  Decisions,  the  makers 
of  Crystal  Reports  ,  we've  met  the 
standards  of  our  key  partners  like 
SAP,  IBM,  Microsoft  and  Baan. 
We're  confident  we  can  meet 
yours.  To  find  out  how,  visit  us  at: 
www.crystaldecisions.com/ent/005/ 
orcalM-866-821-3525. 


\ccess.  Analyze.  Report.  Share. 


crystal  decisions 


GOING  BYE-BYE 


FOR  CREDITORS,  THE 
TOY  CHEST  IS  BARE 

what's  left  at  the  end  of 
an  ugly  bankruptcy?  Dot-com 
flameout  eToys  is  a  good  case 
study:  Creditors  hoping  to  re- 
coup their  losses  are  finding 
the  toy  chest  virtually  empty. 
In  an  August  filing  with  the 
Securities  &  Exchange  Com- 
mission, eToys  disclosed  that 
it  had  raised  just  $41  million 
to  pay  creditors  in  its  year- 


old  bankruptcy  pro- 
ceeding. The  creditors, 
ranging  from  Hasbro 
and  Mattel  to  UPS  and 
Oracle,  have  more  than 
$200  million  in  claims. 
Even  eToys'  for- 
mer kid  cus- 
tomers can 
do  the  math: 
Creditors  get 
about  20(2  on  the  dol- 
lar. Shareholders,  who 
once  gave  eToys  a  market 
value  of  nearly  $10  billion, 
get  zip.  "We  took  a  risk  and 
we  suffered  the  consequen- 
ces," says  a  large  institution- 
al shareholder  who  was  left 
with  nothing.  "We're  certain- 
ly disappointed." 

One  player,  however,  is 
smiling:  KB  Toys.  It  paid  $15 
million  in  bankruptcy  court  for 
eToys'  Web  site,  a  warehouse, 
and  rights  to  e-mail  3  million 
customers.  "This  has  been  the 
source  of  significant  online 
revenues  for  us,"  says  KB 
spokesman  John  Reilly.  Mean- 
time, shareholders  and  credi- 
tors are  left  to  count  their 
losses.         Arlene  Weintraub 


EX  LIBRIS 


WANT  TO  BREAK  INTO  THE  CHICAGO  FED? 


A     NEW     CRIME-AND-COURTS 

novel,  Money  to  Burn,  reads 
like  a  how-to  manual  for  rob- 
bing the  Chicago  Federal  Re- 
serve Bank.  The  author, 
James  Zagel,  is  a  federal 
judge  in  Chicago  and  the  for- 
mer head  of  the  Illinois  State 
Police.  His  book  de- 
tails the  bank's  lay- 
out in  intricate  detail, 
and  his  most  hateful 
villain  is  the  bank's 
politically  deft,  patri- 
cian president,  the  fic- 
tionalized "despicablt 
fool"  Reddin 
Prindiville. 

So  how  is  the  book  being 
received  at  the  oh-so-proper 
Fed?  On  Sept.  10,  Zagel  was 
invited  to  sign  scores  of 
copies  for  the  bank's  em- 
ployees. The  invitation  came 
from  the  bank's  very  real, 


politically  deft,  patrician 
president,  Michael  Moskow. 
The  judge-turned-author 
says  that  Prindiville  "is  not 
Moskow  in  any  way,  shape, 
or  form,"  and  that  Moskow 
is  "a  swell  guy."  For  his 
part,  Moskow  seems  flattered 
and  says  that  if  this 
"great  work  of  fic- 
tion" gets  turned  into 
a  movie,  he  can't  wait 
to  see  who  plays  the 
bank  president. 

As  for  the  rob- 
bery, Zagel  says  he 
changed  some  crucial 
details  in  the  bank's 
layout,  thus  rendering  imita- 
tion impossible.  Indeed,  offi- 
cials say  the  bank's  millions 
are  so  well  protected  by 
security  measures  that  there 
has  never  been  a  robbery 
attempt.  Joseph  Weber 


PRODUCT  PEEK 

STARBUCKS'  ASIAN 
TEA  PARTY 

WHAT     BLENDS     GREEN    TEA 

powder,    nonfat    milk,    ice 
cubes,  and  1,000  years  of 
Zen  Buddhist  tradition? 
A  Starbucks  Green 
Tea  Cream  Frap- 
puccino.         The 
fresh-made,  chilled 
beverage   has   be- 
come a  hot  seller  at 
Starbucks  in  Asia. 

It     started     last 
year  with  a  test  roll- 
out in  Taiwan,  then 
spread      to      China, 
Japan,  Malaysia,  the 
Philippines,  Singapore, 
and     South     Korea.   GREEN  TEA 
Starbucks  won't  break   FRAPPUCCINO 
out  the  sales  figures,   Cool  comfort 

but  company  officials 

say  it's  among  the  top  five 
sellers  in  these  countries. 


Next,  it  could  go  global- 
but  only  if  a  green  tea  shoi 
age  eases.  The  key  ingre< 
ent,  a  powdered  form  of  to 
leaf  called  macho.,  comes  fro 
Japan  and  has  been  used  f 
a  millennium  in  tradition 
tea  ceremonies. 

But  limited  suppli 

of  the  special  t< 

— grown  only 

the  Uji  region 

Kyoto — are  hoi 

ing  up  a  U.S.  d 

but.  "We  have  n 

confirmed  a  tim 

line"  for  an  Amei 

can  launch  of  tl 

beverage,  says  Sta 

bucks      spokesma 

Soon    Beng    Yea 

Considering  the  wic 

appeal  in  the  U.  S 

green  tea  ice  crear 

green  Frapp  coul 

translate  into  eve 

more     greenbacks     fo 

Starbucks.    Chester  Daivso 


THE  BIG  PICTURE 


WEB  SURFING  IN  THE  FAST  LANE 

Most  Americans  still  use  a  poky  dial-up  service  to  get  on 
the  Internet.  Below,  the  share  of  Web  surfers  with 
high-speed  access  in: 


HONGKONG 


GERMANY 


SWEDEN 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront@businessweek.com 
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DON'T  BLAME  THE  INTERNET. 
BLAME  HUMAN  NATURE 

The  Internet  is  the  medium,  not  the 
message  ("The  underground  Web,"  Cov- 
er Story,  Sept.  2).  Like  any  truly  pow- 
erful invention,  the  Internet  can  be  used 
equally  for  good  or  evil.  It  is  this  ability 
to  bring  to  the  fore  major  philosophical 
issues  such  as  free  will,  freedom  jof 
speech,  and  the  role  of  individual  re- 
sponsibility in  society  that  marks  the 
advent  of  the  Internet  era  as  a  mile- 
stone in  human  history. 

The  debate  needs  to  turn  to  how  we 
manage  these  larger  social  questions, 
not  whether  the  Internet  is  a  "good 
thing."  The  "dark  side"  you're  seeing 
doesn't  belong  to  the  Internet;  it  is  the 
dark  side  of  human  nature  itself,  which 
the  Internet  impassively  reflects  by 
virtue  of  its  remarkable  penetration  into 
our  everyday  lives. 

Virginia  Hines 
Sunnyvale,  Calif. 

The  Interactive  Gaming  Council  (igc) 
agrees  with  the  conclusion  of  "The  un- 
derground Web"  that  the  Web  has  "too 
little  law  and  order."  As  the  interna- 
tional trade  group  for  the  interactive 
gambling  industry,  we  have  spent  the 
past  six  years  promoting  rigorous  gov- 
ernment regulation  of  our  industry.  We 
are  dismayed,  however,  that  you  link 
responsible  gambling  site  operators  with 
child  pornographers,  money  scammers, 
and  other  such  despicable  enterprises. 
Casino  gambling  is  legal,  and  success- 
fully regulated  and  taxed,  in  many 
states.  State  governments  also  make 
millions  from  their  lotteries.  In  the  U.  S., 
our  goal  of  licensing  with  regulation  has 
been  thwarted  by  misguided,  futile  ef- 
forts to  block  citizens  from  gambling  on 
the  Internet. 

Industry  efforts  are  no  substitute  for 


the  work  that  government  regulate 
should  be  doing,  but  the  igc  has  tried  | 
fill  the  gap  with  a  code  of  conduct 
members.  We  are  also  working  with 
Financial  Action  Task  Force  on  Mor 
Laundering  and  with  the  Federal 
Commission  and  the  Internet  Cont 
Rating  Assn.  to  help  prevent 
gambling  by  minors. 

Even  in  the  U.  S.,  the  legal  status  | 
Internet  gambling  is  far  more  comi 
cated  than  your  story  suggests.  As 
grudgingly  acknowledge,  in  some  cov 
tries  it  is  legal  and  regulated. 

Keith  Furloj 

Deputy  Direct! 
Interactive  Gaming  Coun 

Vancouver,  B. 

EXXON  SAID  IT  WAS  SORRY 
FOR  THE  VALDEZ  OIL  SPILL 

You  casually  include  the  Exx' 
Valdez  as  an  instance  of  failure  to  ap< 
ogize  ("The  mea  culpa  defense," 
ideas  for  a  changing  world,"  Cover  St 
ry,  Aug.  19-26).  Exxon  Corp.  apologiz 
soon  after  the  1989  oil  spill  with  fu 
page  advertisements  in  many  natior 
publications.  More  significantly,  Exx 
reimbursed  Alaskan  communities  for 
losses  they  may  have  experienced  ft 
lowing  the  spill.  In  a  six- week  sta 
court  trial  concluded  in  June,  2002,  tl 
jury's  unanimous  verdict  awarded  not 
ing  to  the  six  communities  that  su« 
because  Exxon  paid  voluntarily  13  yea 
ago.  This  example  of  corporate  respo 
sibility  merits  recognition  and  praise. 

Connie  Tayl< 

Anchorage,  Alasl 

Editor's  note:  The  writer  was  preside 

of  the  Cordova  (Alaska)  Chamber 

Commerce  in  1987-91. 

"The  mea  eulpa  defense"  seems  blir 
to  the  striking  difference  between  tl 
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|b  hear  you.  You  want  more  from  your  technology.  You  want  to  be  as  productive  as  you  know  you 
\  be.  You  want  change.  That's  why  we  don't  believe  in  technology  for  technology  alone.  We  believe 
echnology  for  you.  So  before  we  design  our  processors  and  memory  chips,  we  think  about  the 
f  you  want  to  work  and  the  tools  that  will  help  you  work  better.  We  believe  in  innovation  you  can 
That's  what  "AMD  me"  is  all  about.  So  go  ahead  and  say  it -we're  listening.  Visitwww.amd.com 


Q.  Which  retirement  plan 
provider  received  a  99% 
client  satisfaction  rating 
in  a  recent  survey? 


A.  The  Principal 
Financial  Group®. 


The  Principal  Financial  Group 
received  high  marks  in  a 
recent  survey  of  nearly  2,000 
defined  contribution  plan 
sponsors  with  at  least 
$5  million  in  assets. 

The  Principal  received 
a  99%  rating. 

To  learn  more  about  the 
survey  and  why  the  Principal 
Financial  Group  is  the 
nation's  401  (k)  leader  visit  our 
website  at  www.principal.com 
or  call  us  at  1-800-986-3343 
(ext.  80080).  We  understand 
what  you're  working  forSM. 


Financial 
Group 


www.  principal,  com 


©  2002  Principal  Financial  Services,  Inc.,  Des 
Moines,  IA  50392.  The  Principal  Financial  Group8 
and  The  Principal*  are  registered  trademarks  of 
Principal  Financial  Services,  Inc.,  a  member  of  the 
Principal  Financial  Group. 


Readers  Report 


CORRECTIONS  &  CLARIFICATIONS 

"Why  is  Christopher  Robin  sobbing?"  (En- 
tertainment, Sept.  16)  should  have  noted 
that  the  litigation  between  Walt  Disney  Co. 
and  the  Slesinger  family,  which  controls 
some  rights  to  the  Winnie-the-Pooh  char- 
acters, is  scheduled  to  proceed  to  trial  in 
March,  2003. 


responses  of  Big  Tobacco  and  Exxon  to 
the  respective  circumstances  of  each.  It 
is  evident  that  Big  Tobacco  denied  cul- 
pability for  its  own  deliberate  actions, 
while  Exxon  promptly  started  efforts 
and  began  expenditures  both  to  repair 
physical  damages  and  to  compensate 
those  who  were  financially  harmed  by 
the  very  tragic  accident. 

Frank  J.  Hutchings 
Pensacola,  Fla. 

TORT-REFORM  ADVOCATES 
DON'T  TRUST  CITIZEN  JURIES 

In  the  best  of  worlds,  no  one  would 
hurt  or  kill  people  through  medical  neg- 
ligence or  with  a  defective  product,  and 
corporations  would  not  victimize  cus- 
tomers, employees,  and  shareholders 
("Don't  kill  all  the  trial  lawyers,"  Cover 
Story,  Aug  19-26).  Unfortunately,  special 
interests  have  successfully  minimized 
protective  government  regulations  and 
the  resources  necessary  to  enforce  ex- 
isting rules.  That's  why  trial  lawyers 
are  needed. 

Those  who  vilify  trial  lawyers  and 
seek  self-serving  "tort  reform"  are  really 
attacking  citizen  juries — that's  you,  your 
friends,  neighbors,  and  co-workers — be- 
cause when  they  have  done  something 
wrong,  they  don't  trust  the  judgment  of 
the  American  people. 

Mary  E.  Alexander 

President 

Association  of  Trial  Lawyers 

of  America 

San  Francisco 

HERSHEY'S  FOUNDER 

CARED  ABOUT  MORE  THAN  MONEY 

My  boyhood  hometown  was  Hershey, 
Pa.,  where  I  grew  up  at  20  W.  Choco- 
late Ave.  ("Graduate  with  a  cause,"  Peo- 
ple, Sept.  2).  My  father,  Dr.  H.H. 
Hostetter,  was  Milton  S.  Hershey's 
physician  and  confidant  from  1924  until 
Hershey's  death  in  1945.  Discussions  of 
Hershey's  dreams  and  goals  were  sub- 
jects of  many  dinner  conversations  at 
our  house. 

The  current  tug-of-war,  with  gradu- 


ates of  the  Milton  Hershey  School 
the  townsfolk  on  one  side  and  the  tr 
board  on  the  other,  was  inevitable 
trust,  an  accomplished  and  well- 
spected  group,  sees  its  responsibility 
upholding  the  fiscal  value  of  Hersh< 
trust  in  them.  The  77%  interest  in  ¥. 
shey  represents  too  many  eggs  in 
basket.  (Why  not  sell  26%  and  k 
control  of  Hershey  Foods  Corp.?) 

F.  Frederic  Fouad  represents  a  m 
noble  responsibility,  that  of  guard 
the  vision  and  preserving  the  drearr 
M.S.  Hershey.  The  Milton  Hersl 
School  students  were  "his  kids," 
the  Hershey  bar  was  his  creation 
provide  for  them.  There  is  no  doubt 
my  mind  that  M.  S.  could  have  tolera 
Hershey  chocolate  going  away  becat 
of  competition,  but  he  would  never  hi 
understood  someone  forfeiting  his  cho 
late  creation  merely  to  increase  his  dj 
account.  He  was  not  that  kind  of  ma 
H.  Glenn  Hostet 
Manson,  Wa 


BusinessWeek  online 


The  full  text  of  BusinessWeek,  the  BusinessWeek 
Daily  Briefing,  and  access  to  BusinessWeek  archives 
starting  in  1991  are  available  on  the  World  Wide  Web 
www.businessweek.com 

and  on  America  Online  at  Keyword:  BW. 
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LETTERS  FOR  READERS  REPORT 

We  welcome  your  mail.  We  prefer  to  receive  e-mail 
without  attachments.  All  letters  must  include  an  add 
and  daytime  and  evening  phone  numbers.  We  reserve 
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payments,  and  account  status: 
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(click  "Manage  Your  Account") 
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and  other  inquiries. 
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Education  Department 

Phone:  (800)  843-7352  Fax:  (800)  876-9416 

Website:  www.resourcecenter.businessweek.com 

E-mail:  bw_group@businessweek.com 

REPRINTS  AND  COPYRIGHT  PERMISSIONS 

Custom  Reprints  (minimum  order  1,000) 
Phone:  (212)  512-3148  Fax:  (212)  512-2337 
E-mail:  reprints@businessweek.com 
Web  Site:  reprints.businessweek.com 

Photocopies  ($1.80  per  copy  for  commercial  use; 
$1.50  per  copy  for  classroom  use) 
Copyright  Clearance  Center  (www.copyright.com) 
Phone:  (978)  750-8400  Fax:  (978)  750-4470 

Other  Permissions 

Phone:  (212)  512-4801  Fax:  (212)  512-4938 

E-mail:  permissions@businessweek.com 

Web  Site:  www.businessweek.com/info/permis.htm 


18  BusinessWeek  /  September  23,  2002 


^  *"?*— 


*tkO(lP 


\ 


YOU  CAN  ALWAYS  TELL  WHEN  AN  EMPLOYEE  HAS  A  GREAT  RETIREMENT  PLAN. 
They're  happier,  more  productive  and  will  stay  with  you  longer.  We  should  know.  As  the 
nation's  401(k)  leader,  we've  been  providing  growing  businesses  with  complete  retirement 
solutions,  helping  to  secure  their  employees'  financial  futures,  for  over  60  years.  You'll  find  our 
wide  range  of  products  and  services  provides  tremendous  flexibility  in  customizing  a  plan  for 
your  growing  business.  Add  to  that  our  top-notch  customer  service  and  there's  no  reason  to  look 
anywhere  else.  Want  to  make  the  office  a  better  place  for  your  employees? 

Give  us  a  call  at  1-800-986-3343  (ext.  80080). 

Financial 

YOU'RE    WORKING    FOR™     T       Group 

www.principal.com 


1002  Principal  Financial  Services,  Inc.,  Des  Moines,  I A  50392.  Insurance  issued  by  Principal  Life  Insurance  Company.  Securities  offered  through  Princor  Financial  Services  Corporation  (member 
k   SIPCl,  800/24--4123.  Pnncipal  Life  and  Pnncor  are  members  of  the  Principal  Financial  Group'  (The  Principal*),  Des  Moines,  1A  50392.  "The  Principal  Financial  Group*"  and 
ne  Principal*"  are  registered  trademarks  of  Principal  Financial  Services,  Inc.,  a  member  of  the  Pnncipal  Financial  Group. 
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THE  GATEKEEPERS 

Inside  the  Admissions  Process  of  a  Premier  College 

By  Jacques  Steinberg 
Viking.  292pp.  $25.95 


HOW  THE  COLLEGE 
CRAPSHOOT  WORKS 


The  competition  to  get  into  Har- 
vard, Stanford,  and  other  elite 
schools  has  never  been  more 
frenzied,  yet  the  process  used  to  admit  a 
fortunate  few  is  little  understood.  No 
wonder.  The  institutions  have  guarded 
such  secrets  "behind  a  cordon  of  securi- 
ty befitting  the  selection  of  a  pope," 
writes  Jacques  Steinberg  in  his  excellent 
new  book,  The  Gatekeepers. 

Steinberg's  effort  goes  a  long  way 
toward  lifting  this  veil  of  secrecy.  It's  a 
gripping  account  of  an  entire  season — 
stretching  from  the  fall  of  1999  through 
the  spring  of  2000 — during  which  the 
author  was  allowed  to  observe  the  ad- 
missions process  at  Wesleyan  Univer- 
sity, a  premier  liberal  arts  college  that 
prides  itself  on  openness.  Remarkably, 
the  Middletown  (Conn.)  institution  gave 
Steinberg  unimpeded  access  to  even  the 
most  sensitive  matters,  including  ani- 
mated debates  over  candidates.  Simul- 
taneously, Steinberg  also  shadowed  six 
impressive  student  applicants  through 
months  of  anxiety.  The  author  changed 
no  names,  even  when  he  retells  person- 
al incidents,  such  as  one  applicant's  ex- 
planation of  her  decision  to  accept  and 
eat  a  marijuana-laced  brownie,  and  later 
to  confess  to  her  high  school  principal. 
The  result  is  a  thoroughly  engrossing 
drama  depicting  how  nine  overworked 
members  of  Wesleyan's  admissions  office 
accepted  roughly  1,800  applicants  from 
almost  7,000.  Steinberg,  an  education 
reporter  for  The  New  York  Times,  pres- 
ents all  this  with  little  editorial  com- 
ment. Yet  he's  clearly  a  sympathetic  ob- 
server who  is  impressed  by  the  school 
officials'  drive  to  find  the  most  promising 
students.  Steinberg  is  especially  moved 
by  their  extraordinary  efforts  to  seek 
out  minority  students  from  tough  back- 
grounds, those  whose  lives  might  be 
transformed  by  Wesleyan.  But  the  ac- 
count prompts  disturbing  questions 
about  how  the  admissions  game  treats 


some  of  the  nation's  most  promising 
high  school  seniors. 

The  contest  is  driven  by  the  obses- 
sion of  Wesleyan  and  most  other  elite 
colleges  to  maintain  or  improve  their 
rankings  in  the  college  guides  used  by 
high  school  seniors,  most  notably  the 
one  published  by  U.S.  News  &  World 
Report.  That  newsweekly  currently 
ranks  Wesleyan  as  the  na- 
tion's llth-best  liberal  arts 
college.  Rankings  are  based 
in  part  on  how  "selective" 
a  school  is — measured  by 
the  percentage  of  appli- 
cants it  accepts,  how  many 
of  those  attend,  and  the 
class  rank  and  sat  scores 
of  those  who  enroll. 

In  effect,  these  numeri- 
cal measures  serve  as  a 
scorecard.  And  as  the  fall 
admissions  season  kicks  off, 
the  "largely  unspoken,  but 
always  understood  max- 
im... is  that  Wesleyan  would  have  to 
have  an  even  better  year  this  year" 
judged  by  these  measures,  writes  Stein- 
berg. That  means  more  applicants  over- 
all, higher  sat  scores,  more  valedictori- 
ans, etc.  To  reach  that  goal,  every 
autumn  Wesleyan  officials  fan  out  to 
drum  up  interest  at  the  nation's  top 
high  schools.  In  1999,  this  campaign 
yielded  455  more  applications  than  the 
year  before,  an  impressive  7%  increase. 

But  the  growing  flood  of  suitors  in- 
evitably means  more  and  more  rejec- 
tions. And  it  puts  an  almost  impossible 
burden  on  admissions  workers.  To  do  his 
part,  Ralph  Figueroa,  the  idealistic  officer 
whom  Steinberg  follows  throughout  the 
year,  must  read  1,500  applications  over  10 
weeks.  "Read  faster  and  say  'no,'"  his 
wife  tells  him,  as  he  labors  12  hours  a 
day,  6  days  a  week.  When  the  two  offi- 
cers assigned  to  an  application  can't 
agree,  cases  are  sent  to  the  full  commit- 


tee. In  its  grueling  sessions,  just  fi] 
minutes  are  allotted  to  each  case. 

Figueroa  and  his  colleagues  pay  ke{ 
attention  to  the  aspirants'  essays — t 
best  of  which  he  reads  to  his  wife 
fore  going  to  bed  each  night — as  well 
their  personal  accomplishments.  Bj 
they  never  lose  sight  of  students'  sj 
scores,  despite  rising  debate  over  the 
value  in  predicting  college  performanc  I 
Similarly,  because  U.S.  News  pays  | 
much  attention  to  "yield" — how  mai 
accepted  students  actually  enroll — aboi  i 
40%  of  Wesleyan  freshmen  arrive  v  I 
the  early-decision  process,  which  bin 
those  accepted  to  attend.  That  limi 
students'  freedom  during  one  of  tl 
most  critical  junctures  of  their  lives. 

The  Gatekeepers  also  opens  a  wi,  I 
dow  onto  affirmative  action.  One  of  i 
most    touching    stories    centers 

Figueroa's  efforts  to  recra 
a  Native  American  sti 
dent — Wesleyan's  first.  £ 
finds  a  candidate  at  a  r 
mote  private  school  in  Ne 
Mexico.  While  bright  ar 
intensely  interested  in  filr 
this  student  has  a  checkers 
past,  including  a  C  averad 
during  the  three  years  fl 
spent  at  a  Bimidji  (Minn 
high  school.  But  since  h| 
grades  had  improved  dr; 
matically  in  New  Mexic 
Figueroa  is  able  to  persuac 
colleagues  that  he's  worth  the  risk.  At 
missions  officers  are  less  eager  to  eh 
brace  Tiffany  Wang,  an  Asian  Amer 
can  student  from  Palo  Alto,  Calif.,  wr 
learned  English  as  her  second  languag 
has  far  higher  grades,  and  scored 
impressive  1470  on  her  SATs,  well  abov 
Wesleyan's  median.  But  with  Figuerc 
reasoning  there  would  be  "other,  be 
ter-qualified  Asian  American  applicants 
she  only  gets  as  far  as  the  waiting  lis 
The  Gatekeepers  won't  aid  those  seel 
ing  a  prescription  for  entry  into  an  elit 
private  college.  The  best  news  is  ths 
admissions  are  a  lot  more  sane  and  pn 
dictable  at  the  vast  majority  of  U. 
schools,  including  many  of  the  flagshi 
public  universities.  But  if  you're  sti 
determined  to  seek  the  prize  of  a  pres 
tigious  college,  The  Gatekeepers  will 
least  help  prepare  you  for  the  ordeal. 
BY  WILLIAM  C.  SYMOND 
Symonds  covers  education  issue 
from  Boston. 


THE  SCHOOLS'  OBSESSION  WITH  COLLEGE-GUIDE 
RANKINGS  DRIVES  THE  ADMISSIONS  GAME 
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THE  SAMSUNG  24 

To  avoid  the  distraction  of  fellow  admirers, 
you  may  need  to  close  your  door. 

•  HDTV  Ready  (1080i,  720p,  480i/p) 

•  WUXGA  (1920x1200)  Ultra-High  Resolution 

•  3D  Virtual  Dolby*  Surround 

Find  out  more  at  www.samsungusa.com 


-2002  Samsung  Electronics  Co.  Ltd.  Screen  images  are  simulated. 
Dolby  is  a  registered  trademark  of  Dolby  Laboratories. 
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A  thin  and  lightweight  construction.  Software  that  mak. 
easier  to  find  solutions  for  any  computer  problems  -  vi 
self-diagnostics  and  automated  troubleshooting.  Intelligent 
design.  It's  just  one  of  the  reasons  why  some  of  the  world's 
most  successful  people  choose  ThinkPad    notebook 
computers.  Select  models  feature  a  Mobile  Intel   Pent 
Processor-M  for  outstanding  performance  and  mobility. 
Call  1.877.thinkpad  or  visit  ibm.com,  thinkpad  think 


pentium  Zf 


newsstands,  representing  la  nueva  american  woman 


>ty  Haubegger.  Founder.  Latina  Magazine 


ThinkPad       Where  do  you  do  your  best  thinking? 
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Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tec  h&you@busi  nessweek.com 

MICROSOFTS  NEW  GIG 
FOR  PCs:  ENTERTAINER 


Aversion  of 
Windows 
turns  a  PC 
into  a  TV,  a 
DVD  player, 
a  picture 
viewer... 


BusinessWeek  online 


FOR  A  COLLECTION  OF 
PAST  COLUMNS  and 

online-only  reviews  of 
technology  products,  go 
to  Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Microsoft  has  long  lusted  after  your  living 
room.  Facing  a  largely  saturated  market 
for  PCs,  the  company  sees  the  conver- 
gence of  computing  and  entertainment  as  an  op- 
portunity to  reignite  its  growth.  The  software 
maker  has  achieved  some  success  with  the  Xbox 
game  console,  but  the  big  prize  is  music,  movies, 
and  television. 

So  far,  Microsoft's  frontal  assault  on  the  TV 
set  hasn't  fared 
well.  Its  WebTV 
and  Ultimate  TV 
products — which 
combined  Inter- 
net access,  tele- 
vision, and  a 
crude  form  of  in- 
teractive TV  box- 
es— were  both 
busts.  Technical 
difficulties  and 
resistance  by  ca- 
ble operators  to 
doing  business 
with  Microsoft 
has  kept  the 
software  giant 
out  of  the  set-top 
box  business. 

Microsoft's 
newest     effort, 
the  Media  Cen- 
ter   PC,    to    be 

launched  this  fall  by  Hewlett-Packard  in  North 
America  and  Samsung  in  South  Korea,  may  be  a 
smarter  flank  attack  on  the  TV.  Although  it  may 
find  a  place  in  the  living  room,  the  Media  Center 
PC  is  aimed  at  bedrooms,  dorms,  dens,  or  any- 
where else  that  a  PC  can  double  as  a  television, 
video  recorder,  music  player,  or  photo  viewer. 

The  heart  of  the  system  is  a  new  version  of 
Windows  called  XP  Media  Center  Edition,  which 
will  be  pre-installed  on  only  high-end  PCs.  Media 
Center  doubles  as  a  PC  and  as  an  entertainment 
center,  featuring  a  television  tuner  with  online 
program  guide,  a  video  recorder  that  stores 
shows  on  the  hard  disk,  DVD  player,  music  play- 
er, and  photo  viewer. 

None  of  these  capacities  is  new  for  a  PC,  and 
most  are  based  on  existing  Windows  compo- 
nents, such  as  Media  Player.  What  Microsoft  has 
done  is  wrap  them  in  software  that,  at  the  click 
of  a  button,  switches  from  a  Windows  display  de- 
signed to  be  used  from  about  18  inches  away  us- 


ing a  keyboard  and  mouse  to  a  TV-like  displ 
run  from  a  couch  across  the  room  via  remc 
control.  I  tried  it  and  found  it  easy  to  use,  ev 
with  a  cobbled-together  remote  that  wasn't  ne 
ly  as  slick  as  the  final  product  will  be. 

HP's  version,  which  will  be  available  later  tl 
fall,  features  a  black-and-chrome  case  that  loc 
more  like  a  stereo  than  a  PC.  It  will  come  wit! 
DVD  burner  and  slots  for  memory  cards  frc 
virtually  any  digital  camera.  While  specs  are 
yet  final,  it  will  feature  a  fast  Pentium  4  proc» 
sor  and  100  gigabytes  or  more  of  hard-disk  st< 
age.  The  target  price  is  around  $1,500. 

Microsoft  and  HP  see  the  Media  Center  PC  a> 
niche  product  aimed  at  college  students  or  othe 
who  want  a  high-quality  entertainment  center 
a  confined  space.  The  design  will  output  video 
a  standard  TV,  and  even  cheap  TV  sets  provi 
better  pictures  than  much  more  expensive  co 
puter  monitors.  But  using  a  separate  TV  defej 
the  space-saving  idea. 


XP  MEDIA  CENTER 

Perfect  for  confined  spaces 
such  as  a  dorm  room 


Microsoft  may  have  more  interesting  things 
mind,  especially  if  it  marries  Media  Center  1 
with  a  technology  code-named  Mira.  Mira  allo\ 
you  to  log  into  a  Windows  XP  computer  from 
much  simpler  and  less  expensive  remote  devic 
In  the  future,  Mira,  a  version  of  the  Windov 
CE.Net  operating  software,  could  be  built  direc 
ly  into  a  TV  set  that  is  connected  to  a  PC  by 
home  network.  The  PC,  which  might  be  an; 
where  in  the  house,  could  record  TV  shows,  gr< 
videos  off  the  Web,  and  store  music  and  pi 
tures,  any  of  which  could  be  piped  wirelessly 
a  TV  or  stereo. 

Of  course,  Microsoft  is  not  the  only  play 
thinking  this  way.  The  leading  set-top  box  ma 
ers,  Motorola  and  Scientific-Atlanta,  have  licenst 
Moxi  Media  Center  technology  from  Digeo,  whi« 
offers  many  of  the  same  features.  Toshiba  h: 
been  selling  its  version  of  a  networked  hon 
entertainment  server  in  Japan.  And  Sony  Ele 
tronics,  which  has  incorporated  a  number  of  M 
dia  Center-like  features  into  its  Vaio  desktc 
PCs,  is  thinking  along  the  same  lines.  Perhaps  tl 
long-awaited  convergence  of  PCs  and  entertat 
ment  will  bring  us  what  the  PC  market  h: 
lacked — some  real  competition. 
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Economic  Viewpoint 


BY  LAURA  D'ANDREA  TYSON 


THE  WHITE  HOUSE  IS  NO  PLACE 
FOR  VOODOO  ACCOUNTING 


TRICKS? 

Sound 

bookkeeping 
would 
change 
Bush's 
10-year 
outlook  from 
a  small 
surplus  to  a 
substantial 
and  growing 
deficit 


Laura  D'Andrea  Tyson  is 
dean  of  London  Business 
School. 


In  August,  the  chief  executives  of  America's 
corporations  were  required  by  the  new  cor- 
porate responsibility  law  to  sign  documents 
attesting  to  the  veracity  of  their  company  ac- 
counts. Widespread  media  predictions  that  many 
of  these  companies  would  be  forced  to  restate 
earnings  or  admit  to  various  forms  of  accounting 
legerdemain  proved  false.  In  contrast  to  the  hys- 
teria, the  evidence  suggests  that  the  account- 
ing rules  and  principles  that  constrain  American 
businesses  are  basically  sound  and  generally  ap- 
plied. The  same  unfortunately  cannot  be  said  of 
the  accounting  rules  and  practices  that  guide 
the  federal  budget  process  and  its  ceo,  George 
W.  Bush,  the  first  U.  S.  President  with  an  MBA. 
When  Bush  became  President,  he  trumpeted 
a  10-year  budget  surplus  of  $5.6  trillion,  more 
than  enough,  he  argued,  to  fund  his  ambitious 
tax  cut,  revitalize  education,  add  a  prescription 
drug  benefit  to  Medicare,  and  privatize  a  portion 
of  Social  Security.  Yet  when  the  Congressional 
Budget  Office  released  its  latest  forecasts,  on 
Aug.  27,  most  of  the  10-year  surplus  had  van- 
ished before  any  of  these  goals,  with  the  no- 
table exception  of  the  tax  cut,  had  been  realized. 
The  cbo's  latest  10-year  surplus  estimate  is  a 
trifling  $336  billion.  The  Office  of  Management  & 
Budget  of  the  Bush  Administration  issued 
markedly  cheerier  projections  in  July.  But  the 
Administration's  official  figures  rely  on  overly 
optimistic  economic  assumptions — promptly  dis- 
credited. The  Administration  has  chosen  not  to 
dispute  the  more  conservative  CBO  numbers. 

Moreover,  the  actual  long-term  budget  out- 
look is  far  less  rosy  than  even  the  CBO  projec- 
tions portray.  The  MBA  President  has  neglected 
to  tell  the  American  people  that  official  budget 
projections  rest  on  unrealistic  projections  of  fu- 
ture revenues,  underestimates  of  future  spending, 
and  obfuscation  of  future  pension  liabilities. 

These  are  exactly  the  kinds  of  accounting 
tricks  that  have  gotten  CEOs  into  trouble  and 
are  now  the  focus  of  accounting  reform  in  Cor- 
porate America.  Both  CBO  and  omb  estimates 
assume  that  real  discretionary  spending  will  re- 
main constant  over  the  next  10  years.  The  im- 
plication is  that  spending  on  such  things  as  the 
military,  education,  homeland  security,  and  the 
Securities  &  Exchange  Commission  will  fall  by 
20%  relative  to  the  size  of  the  economy  and  by 
about  9%  in  real  per-capita  terms  by  2011.  Such 
a  huge  decline  is  neither  economically  desirable 
nor  politically  possible.  It  would  be  far  more 
reasonable  to  assume  that  real  discretionary 
spending  will  grow  at  least  as  fast  as  population 


growth,  thus  increasing  the  projected  deficit 
about  $400  billion  over  the  next  decade. 

On  the  revenue  side,  official  budget  proj 
tions  assume  that  the  Bush  tax  cuts  will  be 
pealed  at  the  end  of  2010.  So  the  Bush  Admir 
tration  is  issuing  budget  projections  that  fly  in 
face  of  the  President's  stated  goal  of  making 
tax  cuts  permanent.  If  the  President  achie> 
his  goal,  that  would  mean  an  additional  $400 
lion  in  lost  revenue  between  2003  and  2012. 

Then  there's  the  biggest  deception  of  all  in  1 
official  10-year  budget  projections:  the  use 
cash-flow  accounting  for  government  retiremt 
programs  including  Social  Security,  Medics 
Part  A,  and  pensions  for  federal  employees.  . 
of  these  programs  will  run  substantial  cash-ft 
surpluses  over  the  next  decade,  but  big  defic 
over  longer  horizons  as  the  boomers  retire.  Caj 
flow  accounting  over  10  years  shows  only  t 
surpluses  accruing  to  these  programs,  not  th 
long-term  liabilities.  Extending  the  long-tei 
budgetary  horizon  to  include  the  years  wh 
program  liabilities  come  due  would  be  one  way 
address  this  problem.  Excluding  retirement  p 
gram  surpluses  because  they  are  already  claim 
for  long-term  liabilities  would  be  another. 

Before  the  MBA  President  came  to  town,  C( 
gress  had  reluctantly  decided  that  Social  Secu 
ty  surpluses  were  off-limits  for  financing  otl 
government  spending,  and  it  was  consideri 
similar  treatment  for  Medicare  surpluses, 
the  President  led  the  charge  to  free  these  si 
pluses  to  pay  for  his  tax  cuts,  and  Congr* 
caved.  Responsible  accounting  to  exclude  t 
surpluses  of  these  programs  and  governme 
pension  programs  from  10-year  budget  proji 
tions  would  add  about  $2.5  billion  to  the 
ernment's  operating  deficit,  changing  the  10-y* 
outlook  from  one  of  a  small  and  disappeari 
surplus  to  one  of  a  substantial  and  growi 
deficit.  And  that's  before  the  costs  of  a  protra 
ed  regime-changing  effort  in  Iraq. 

President  Bush  did  not  invent  the  flawed 
counting  practices  behind  misleading  official  lor 
term  budget  projections.  But  he  has  attested 
the  veracity  of  such  projections.  Indeed,  he  cha 
pioned  his  tax  cut  on  the  grounds  that  lar 
projected  surpluses  were  "the  people's  mone, 
neglecting  to  remind  them  about  the  large  pi 
jected  liabilities  that  were  also  their  responsih 
ity.  President  Bush  has  called  for  honest 
counting  in  Corporate  America  but  h 
championed  dishonest  accounting  by  the  fede] 
government.  This  is  not  responsible  leadership 
the  first  mba  President. 
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||i(WHAT  YOUR  BUSINESS  COULD  BECOME  WHEN  BROWN  HANDLES  YOUR  ORDER  FULFILLMENT  AND  DISTRIBUTION.) 


Businesses  today-no  matter  what  their  size-are  confronted  with  a  puzzle:  How  do  you 
manage  to  cut  costs  without  reducing  customer  satisfaction?  Solution:  Brown.  Bring 
your  order  management  and  distribution  to  UPS,  and  we'll  help  you  improve  efficiency, 
reliability  and,  best  of  all,  reduce  overhead.  And  you  thought  we  just  delivered  packages. 
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This  is  part  of  the  Heidrick  &.  Struggles  Leadership  Capital  Aeries  on  the  topics  of  governance  and  leadership. 
Subsequent  articles  will  focus  on  the  specif ic  skills  and  challenges  for  other  senior-level  management  roles 

and  on  the  critical  issues  facing  corporate  leaders  today. 
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In  a  new  era  for  business,  CEOs  face  a  new  mandate. 
Glamour  and  glitz  are  out.  Transparency  -  in  terms  of 
ethics,  values,  and  goals  -  is  in.  Even  more  in  demand 
are  CEOs  with  the  ability  to  translate  this  transparency 
into  actionable  strategies.  As  such,  corporations  and 
investors  are  insisting  on  CEOs  with  a  bias  toward  action  - 
everyday  leaders  ready  and  able  to  roll  up  their  sleeves,  get 
down  in  the  trenches,  and  execute. 

With  the  conduct  of  boards  and  senior-level  executives 
under  heightened  scrutiny,  business  leaders  are  reassessing 
the  role  of  the  chief  executive  officer.  In  today's  tumultuous 
environment,  they  ask,  what  competencies,  skills  and  expe- 
riences identify  an  effective  CEO?  The  question  is  one  of 
deep  professional  and  personal  interest  to  many  of  us  includ- 
ing our  guest  commentator  for  this  article,  Lawrence  Bossidy, 
whose  distinguished  career  includes  years  as  Vice 
Chairman  of  General  Electric  and  as  CEO  of  AlliedSignal 
and  Honeywell.  Highly  regarded  as  a  thought  leader  on 
management  science,  Bossidy  is  also  co-author  of 
Execution:  The  Discipline  of  Getting  Things  Done.  The  traits 
that  define  effective  CEOs  that  we  single  out  are  important 
in  any  economic  climate.  But  in  today's  volatile  marketplace, 
where  uncertainty  is  the  only  given,  these  bedrock  values 
and  competencies  are  absolutely  vital. 

Every  business  organization  today  faces  a  common  chal- 
lenge: winning  the  trust  and  confidence  of  investors  as  well 
as  the  wider  public.  To  meet  that  challenge,  everyone  in  the 
business  community  should  first  acknowledge  that  there 
has  been,  regretfully,  reason  for  doubt.  Many  people  took 
for  granted  the  honesty  and  integrity  of  our  corporate  lead- 
ers. No  more.  We  all  have  a  renewed  appreciation  for  CEOs 
who  visibly  demonstrate  their  commitment  to  ethical  con- 
duct in  every  situation  and  in  every  interaction.  Their  con- 
sistent ethical  behavior  sets  the  standard  they  expect  the 
rest  of  their  organization  to  follow,  and  it  is  the  best  possi- 
ble safeguard  of  a  company's  reputation. 

But  integrity  alone  will  not  satisfy  the  demand  for  lead- 
ership. Now  more  than  ever,  investors,  employees,  and  cor- 
porate boards  insist  on  results  -  results  they  can  rely  on 
from  management  they  trust. 


It  is  no  wonder,  then,  that  after  ethics  and  integrity, 
almost  all  our  clients  rank  superior  operating  skills  near 
the  top  of  their  list  of  CEO  competencies.  It  is  not  enough  to 
set  a  vision  and  strategy;  execution  is  paramount.  The  CEO 
must  have  the  ability  to  formulate  a  plan  of  action  and  exe- 
cute it,  swiftly  and  decisively.  Financial  acumen  is  also  a 
crucial  component  of  this  skill  set.  CEO  candidates  we  inter- 
view who  pose  smart  questions  about  our  client's  capital 
structure,  or  those  who  eagerly  and  unabashedly  inquire 
about  the  operational  capability  of  the  organization,  set 
themselves  apart.  Indeed,  mastery  of  the  fundamentals,  the 
basic  blocking  and  tackling  of  business,  matters  more  to 
our  clients  than  a  well-known  name  from  a  top  corporation. 
What  they  want  to  see  is  a  proven  record  of  excellence,  espe- 
cially in  times  of  adversity  and  volatility. 

The  Executive  Recruiter's  Perspective.  Much  of  our  job 
involves  testing  CEO  candidates'  claims  of  operational 
achievement.  As  soon  as  a  candidate  speaks  with  quiet 
pride  of  "improving  the  top  line,"  we  start  probing.  "How? 
Can  you  cite  chapter  and  verse?  What  about  the  bottom 
line?"  What  we  look  for  is  the  ability  to  "make  a  market"  which 
is  the  ability  to  pounce  on  opportunities  that  stimulate 
demand  and  drive  growth,  even  in  a  slow  environment 
where  many  CEOs  would  be  happy  just  to  hold  their  own. 
Great  corporate  leaders  not  only  spot  those  opportunities, 
but  they  can  also  mobilize  the  organization  to  take  advan- 
tage of  them.  Put  simply,  they  know  how  to  put  one  foot  in 
front  of  the  other. 

The  CEOs  who  possess  the  ability  to  "make  a  market" 
are  those  who  know  their  companies  bottom  to  top.  A  few 
years  back,  the  CFO  of  a  household-name  U.S.  corporation 
told  me  that  his  CEO  had  not  visited  any  of  his  own 
company's  plants  in  more  than  five  years.  We  might  ask 
ourselves:  How  could  that  CEO  drive  innovation  in  his 
company  if  he  didn't  know  what  his  general  managers  wor- 
ried about  every  day?  How  could  he  spot  the  rising  star 
who  deserved  a  stretch  role?  How  could  he  know  which 
areas  needed  improvement?  Therefore,  how  could  he  make 
the  necessary  and  often  tough  decisions  in  order  to  be  an 
effective  CEO?  Bossidy  echoes  this  point.  "I'm  not  terribly 
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nthusiastic  abou^  hands-off  CEOs," 
e  says.  "Especially  in  the  current  cli- 
fnate,    you    have    to    have    intense 
nvolvement."     Indeed,  we  would  sub- 
nit  that  the  companies  that  execute 
)est  -  that   set   a   goal   and   swiftly 
nobilize  the  resources  to  attain  it  - 
ire  the  companies  whose  CEOs  are 
-amiliar  with  every  layer  of  their 
organization.     They  know  where  to 
find  the  people  who  can  get  the  job 
done,  and  how  to  turn  latent  organi- 
zational   knowledge    into    dynamic 
organizational  learning. 

Communication.  Persuasion. 
Accountability.  Execution  in  any 
company,  but  especially  in  large 
.organizations,  is  in  many  ways  a 
challenge  in  communication.  "You 
have  to  articulate  clear  goals,"  says 
Bossidy.  "Goals  that  the  whole  organ- 
ization can  understand,  so  that 
everyone  is  working  in  the  same 
direction."  Just  as  important  as  set- 
ting the  goals  is  persuading  the  peo- 
ple of  an  organization  to  "own" 
them  -  to  make  achieving  those 
goals  their  personal  responsibility. 

Mobilizing  an  entire  organization 
toward  ambitious  goals  is  just  one 
test  of  a  CEO's  communication  skills. 
Today's  CEO  is  answerable  to  many 
constituencies  -  employees  as  well  as 
shareholders,  customers  as  well  as 
suppliers,  regulators  as  well  as  the 
communities  where  the  corporation 
does  business.  Therefore,  effective 
CEOs  invest  significant  time  in  artic- 
ulating a  clear,  consistent  message  to 
each  group  of  stakeholders,  and  in 
showing  by  example  how  the  compa- 
ny's goals  and  activities  are  consis- 
tent with  its  values. 

The  CEO  job  is  impossible  without 
prodigious  energy,  a  key  component 
of  leadership  that  is  often  overlooked. 
In  fact,  energy  and  a  passion  for  con- 
tinuous learning  are  a  large  part  of 
what  leaders  communicate.  As 
Bossidy  says,  "You  have  to  create 
excitement  for  people  to  perform  at 
their  maximum  abilities.  You  have  to 
bring  some  of  your  energy  to  the 
table,  and  then  you  have  to  create  an 
environment  where  ideas  and  diverse 
perspectives  are  accepted  and  debate 
is  encouraged.  And  you  need  to  tem- 
per that  atmosphere  with  the  disci- 
pline of  execution.  When  you're 
through  exploring  an  idea  and  debat- 
ing it  and  getting  excited  about  it,  you 


have  to  come  to  a  decision.  You  have 
to  resolve  things,  not  just  table  them." 

That  brings  us  to  decisiveness,  a 
quality  of  leadership  that  frequently 
separates  the  great  CEOs  from  the 
rest  of  the  pack.  Leaders  who  can 
process  less-than-perfect  information 
in  real  time  and  reach  decisions  with 
speed  and  resolve  are  doing  more 
than  just  making  a  single  decision. 
They  are  teaching  their  organizations 
how  to  execute. 


"After  ethics  and  integrity 
almost  all  our  clients  rank 

superior  operating  skills 

near  the  top  of  their  list  of 

CEO  competencies." 


Of  all  the  decisions  confronting 
CEOs,  none  are  more  difficult  than 
those  that  concern  people.  Rightly  so, 
given  that  the  most  important  source 
of  competitive  advantage  for  any 
organization  comes  from  the  people 
who  can  enhance  its  value.  Indeed,  it 
is  no  exaggeration  to  say  that  a  com- 
pany's future  success  depends  on  its 
ability  to  identify,  attract,  assess, 
motivate,  and  develop  people.  So  we 
often  ask  candidates  to  describe  the 
best  hire  they  ever  made.  Or  we  sug- 
gest they  name  the  best  person  on 
their  team  and  explain  what  makes 
that  person  a  superior  executive.  Or 
an  obvious  question:  Do  you  have  a 
person  on  your  team  who  could  handle 
your  job  if  you  left?  If  it  is  apparent 
that  there  is  no  one  who  comes  readily 
to  mind  or  if  there  is  no  one  ready  to 
step  up,  that  tells  us  a  great  deal  about 
that  candidate's  ability  to  assess, 
recruit,  motivate,  and  develop  teams. 


Bossidy  believes  as  we  do  that 
developing  a  strong  talent  bench  is  a 
key  component  of  the  CEO  skill  set. 
Throughout  his  career,  that  belief  has 
been  reflected  in  the  makeup  of  his 
senior  management  team.  Chief 
among  the  CEO's  brain  trust  should 
be  a  savvy  HR  manager  who  under- 
stands business  strategy.  "I  always 
thought  that  CEOs  missed  the  boat," 
he  says,  "if  they  didn't  include  an  HR 
person  on  their  executive  team.  It  is 
just  common  sense:  If  a  CEO  under- 
stands that  people  are  a  strategic 
asset,  then  the  HR  person  has  got  to 
be  a  key  player  in  the  organization." 

The  contemporary  corporation  is  a 
study  in  perpetual  motion.  Successful 
organizations  are  in  constant  flux  as 
they  reshape  themselves  to  meet  the 
demands  of  a  marketplace  that  grows 
ever  more  complex  and  challenging. 
"The  companies  that  are  built  to  last 
today,"  says  Bossidy,  "are  the  compa- 
nies that  are  built  to  change."  How 
well  a  corporation  adapts  to  change  is 
largely  a  function  of  how  well  it 
learns,  and  instilling  in  an  organiza- 
tion a  lifelong  desire  to  learn  may  be 
the  greatest  value  a  CEO  can  add.  But 
it's  one  thing  for  a  CEO  to  communi- 
cate a  sense  of  excitement,  a  competi- 
tive spirit,  and  an  insistence  on 
accountability.  It's  far  more  difficult 
to  communicate  a  passion  for  continu- 
ous learning.  Bossidy  likes  to  remind 
himself  that  "if  I'm  not  a  different  per- 
son in  five  years,  then  I've  fallen 
behind."  CEOs  who  amplify  that 
thought  until  it  reaches  every  corner 
of  the  corporation  may  not  become 
superstars.  But  if  they  make  the  urge 
to  learn  contagious,  they  give  their 
organizations  the  best  possible  prepa- 
ration for  a  future  whose  only  constant 
is  change.  They  are  the  model  CEOs  for 
the  new  era  of  business. 
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REALLY  GRAND 
OPENINGS 

New  stores  boost  retail  productivity 

In  the  1990s,  manufacturers  adopted  a 
lot  of  new  technologies  and  more  ef- 
ficient processes  that  boosted  their  pro- 
ductivity. But  it  wasn't  simply  a  matter 
of  retooling  existing  factories.  In  fact, 
economic  studies  have  shown  that  a  big 
chunk  of  productivity  gains  came  from 
shutting  old-fashioned  plants  and  build- 

THE  EFFICIENCY  BOOM 
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ing  new  ones  with  the  latest  technology 
from  the  ground  up. 

It  turns  out  that  what  worked  for 
manufacturers  worked  even  better  for 
retailers.  In  the  second  half  of  the  1990s, 
retail  productivity  skyrocketed  (chart). 
Almost  100%  of  that  growth  came  from 
closing  old  stores  and  opening  more  ef- 
ficient ones  with  the  latest  equipment 
at  the  checkout  counter  and  in  the  store- 
room. That's  according  to  a  study  by 
economists  John  Haltiwanger  at  the  Uni- 
versity of  Maryland,  Lucia  Foster  at  the 
U.S.  Census  Bureau,  and  C.J.  Krizan 
from  the  Bank  of  Spain  in  Madrid. 

In  part,  what  happened  was  that  low- 
productivity  retailers  simply  went  out  of 
business.  By  using  data  from  the  Census 
of  Retail  Trade  for  1987,  1992,  and  1997, 
the  authors  were  able  to  track  the  out- 
put per  worker  of  individual  stores  dur- 
ing this  period.  They  found  that  70% 
of  the  least  efficient  stores  in  1987  had 
closed  their  doors  10  years  later. 

In  some  categories  of  retailing,  it 
appears  that  small  mom-and-pop  re- 
tailers were  replaced  by  more  efficient 
chains.  In  the  category  of  general  mer- 
chandise stores,  which  includes  both 
small  retailers  and  large  warehouse- 
style  stores  such  as  Sam's  Clubs,  new 
stores  showed  1.4  times  the  average 
productivity  growth  of  the  category  as 


a  whole.  That  means  existing  stores 
actually  dragged  down  efficiency  during 
the  decade. 

In  the  cases  of  department  stores 
such  as  Macy's  or  Sears-  and  catalog 
retailers  such  as  L.  L.  Bean,  existing 
operations  did  manage  to  achieve  some 
productivity  gains  during  the  1990s. 
That's  because  department  stores  and 
catalogers  faced  huge  competitive  pres- 
sure to  reinvent  themselves  because 
rivals  such  as  Wal-Mart  Stores  Inc. 
were  gobbling  up  their  market  share, 
says  Haltiwanger.  But  even  among 
these  retailers,  around  60%  of  their  to- 
tal productivity  increase  came  from 
new  stores. 

One  implication  is  that  retailers  are 
often  better  off  building  from  scratch 
than  trying  to  renovate  or  upgrade  ex- 
isting stores.  That  may  help  explain 
why  retailers  keep  putting  up  new 
stores  even  in  the  face  of  intense 
competition. 


INVESTORS  ARE 
ON  THE  RUN 

Does  that  signal  a  market  bottom? 

In  July,  2002,  individual  investors 
withdrew  $52.4  billion  from  stock 
funds,  the  second-biggest  cash-out  as  a 
percentage  of  assets,  and  the  largest 
ever  in  sheer  dollar  volume.  Many  mar- 
ket watchers  have  interpreted  this 
flight  as  evidence  that  individual  in- 
vestors have  given  up  on  the  market 
and  the  economy  suggesting  that  things 
will  only  get  worse. 

But  if  history  is  any  judge,  the  re- 
cent retreat  of  individual  investors  may 
be  the  signal  that  things  are  just  about 
to  turn  around,  says  Tobias  M.  Lev- 
kovich,  chief  strategist  for  Salomon 
Smith  Barney.  He  looked  at  the  biggest 
mutual-fund  cash-outs  over  the  past  30 
years,  as  meas-  ———-—'— —^-^^— 
ured  by  the  per-      *  CONTRARY  SIGNAL 

centage  of  assets  withdrawals     bain 

redeemed  bv  in-  fromstock    after 


vestors.  What  he  wir        f^,^     y^, 

found  was  big  re-  QCT.1987  3.2%    11% 

demption    sprees  

were      generally  JULY  2002  1.7       HA 

followed  by  rising  NOV.  1988  1.6       26 

markets  (table)  m  ]m  u     -y 
For     example, 


the  largest  mutu-     AUG.  1988  1.5        34 
al-fund  share  sell- 
off  by  percentage 
of  assets  occurred 


Five  biggest  months  for 
net  withdrawals 


value  of  the  Standard  &  Poor's 
stock  index  had  gone  up  almost  1 
(chart).  Those  who  put  money  into 
broader  market  in  August  or  Nove: 
of  1988,  record  dates  for  mutual-fi 
outflows,  would  have  enjoyed  gains 
34.4%  and  26.4%  over  the  next  y 
respectively.  "Retail  investors  are  of 
out  of  sync  with  market  trends,  beca 
they  tend  to  invest  reactively,  act 
on  emotion,"  observes  Levkovich.  A 
result,  they  have  made  their  bigg 
mutual-fund  sell-offs  just  when  the  st 
market  is  about  to  turn. 

Investors  do  no  better  at  calling 
peak  of  the  market,  says  Levkovi 
New  investments  in  stock  mutual-fi 
shares  in  February  and  March  of  200 
just  before  the  market  peak  of  Ma 
10 — were  five  times  the  monthly  av 
age  of  the  in-flows  for  the  previous  t 
years.  Moreover,  the  inflows  contini 
even  as  the  market  began  to  slide 

Of  course,  there's  no  guarantee  t 
investors  will  be  wrong  this  time 
then*  shift  out  of  stocks  probably  me; 
a  market  bottom,  says  Levkovich. 


**As  a  percent  of  assets 
Data.  Investment  Company 
in   October,    1987.  Institute,  Bloomberg 

A  year  later,  the  Financial  Markets 


I'M  OK,  IF 
YOU'RE  OK 

A  national  wealth-happiness  linl 

Economists  have  long  debated  wl 
bolsters  people's  sense  of  well 
ing.  Some  say  that  people  worry  o 
about  their  own  welfare  when  it  con 
to  issues  such  as  health  and  empl 
ment.  Others  argue  that  a  happy  so< 
ty  makes  for  a  happy  individual:  Peo 
will  be  more  satisfied  if  their  fell 
countrymen  are  healthy  and  emplo\ 
as  well.  It  turns  out  that  both  are  tr 
according  to  a  study  by  John  F.  He 
well,  economist  at  the  University 
British  Columbia. 

Using  international  data  gathered 
various  points  between  1980  and  19 
the  author  finds  that  measures  of 
tional  well-being  appear  to  be  just 
important  as  measures  of  personal  w 
being  in  creating  a  sense  of  individ 
happiness.  For  example,  a  person's  h 
piness  is  affected  not  just  by  his  or 
own  income  but  by  the  overall  \eve 
gross  domestic  product  per  capita 
the  broader  economy. 

But  Helliwell  also  observes  tr 
above  a  certain  level,  both  personal  a 
national  income  start  having  less 
pact  on  reported  measures  of  well-beh 
That  explains  why  it  is  possible  i 
countries  with  different  income  lev 
to  report  similar  levels  of  happiness 
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JOBS  ON  THE  HORIZON, 
BUT  ITS  A  FAR  HORIZON 

Rising  productivity  is  a  mixed  blessing,  boosting  output  but  not  hiring 


U.S.  ECONOMY 


If  you  want  to  know  why  the 
recovery  doesn't  feel  so  good, 
specially  among  households,  look  at  some  recent  num- 
kjers  out  of  Washington.  In  the  year  ended  in  the  third 
quarter,  the  economy  has  probably  grown  about  3%. 
Despite  that  solid  pace,  private-sector  employment  has 
dropped  by  almost  1.5  million  jobs. 

The  dichotomy  between  economic  growth  and  jobs  il- 
lustrates the  mixed  blessing  of  the  economy's  elevated 
p-owth  in  productivity.  Thanks  to  technological  ad- 
vances and  revamped  business  procedures,  profits  are 
nirning  around  and  real  wages  of  workers  are  rising. 
At  the  same  time,  however,  companies  can  rely  on 
productivity  gains  to  generate  the  increased  output 
needed  to  meet  any  modest  rise  in  demand.  So,  until 
averall  demand  shows  some  real  momentum,  business- 
es will  have  little  reason  to  expand  their  payrolls.  No 
wonder  consumer  confidence  is  shaky. 

The  trend  in  productivity  is 
why  you  should  cast  a  wary 
eye  at  the  unexpected  0.2  per- 
centage point  drop  in  the  Au- 
gust unemployment  rate,  to 
5.7%.  Private-sector  payrolls 
did  not  grow  last  month,  and 
gains  since  May  have  been 
negligible.  Typically,  jobs  have 
to  grow  more  than  150,000  per 
month  in  order  to  cut  into  the 
jobless  rate. 

That  could  take  a  while,  because  little  in  the  data 
suggests  that  real  gross  domestic  product  is  ready  to 
burst  out  of  its  3%  pace.  And  growth  of  that  magnitude, 
while  not  at  all  bad,  cannot  generate  gains  broad 
enough  to  be  felt  across  a  wide  swath  of  businesses  and 
households.  In  fact,  while  some  sectors  may  be  growing 
at  an  impressive  4%  or  5%,  others  are  eking  out  gains 
of  only  1%  to  2%  or  making  no  headway  at  all. 

That's  why  a  lot  of  anecdotal  reports  in  a  3%  recov- 
ery tend  to  be  negative  or  mixed.  This  pattern  was  ev- 
ident in  the  Federal  Reserve's  latest  roundup  of  re- 
gional economic  activity.  The  report's  overall  tone  was 
soft,  but  it  was  consistent  with  the  Fed  keeping  inter- 
est rates  steady  at  its  Sept.  24  meeting. 

THE  UNEVENNESS  OF  THE  RECOVERY  also  shows  up 

clearly  in  the  August  job  data  (charts).  The  Labor 
Dept.  said  total  nonfarm  payrolls  increased  by  39,000 
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last  month,  and  it  revised  up  July's  payrolls  to  show  a 
gain  of  67,000  instead  of  a  mere  6,000.  That  was  the 
best  two-month  gain  since  early  2001,  but  the  govern- 
ment sector  accounted  for  a  large  share  of  the  hiring. 
On  balance,  only  about  47%  of  all  private  industries  sur- 
veyed by  the  Labor  Dept.  added  to  their  payrolls  in 
August.  In  periods  of  strong  economic  growth,  that 
reading  is  well  above  50%. 

Recent  job  trends  mostly 
reflect  the  ups  and  downs  of 
various  sectors.  Thanks  to  the 
continued  boom  in  housing, 
construction  employment  in- 
creased by  34,000  last  month. 
But  payrolls  in  manufacturing, 
where  orders  have  flagged  this 
summer,  shrank  68,000.  Pri- 
vate service-sector  employ- 
ment grew  by  31,000,  but  re- 
tailers, who  reported  soft 
back-to-school  sales,  shed  55,000  jobs. 

Temporary-help  jobs  increased  by  51,000.  Hiring  of 
contingent  workers  is  seen  as  a  precursor  to  growth  in 
full-time  permanent  jobs,  so  the  August  gain  was  a 
good  omen  for  hiring.  So  was  the  six-minute  increase  in 
the  average  nonfarm  workweek,  to  34.1  hours.  That's 
because  businesses  usually  extend  the  workweek  of 
their  existing  employees  before  they  expand  payrolls. 

But  so  far  in  the  third  quarter,  overall  hours  worked 
are  running  below  their  second-quarter  level,  indicating 
that,  once  again,  productivity,  not  new  jobs,  accounted 
for  any  advance  in  the  economy.  Right  now,  economic 
growth  is  shaping  up  to  be  a  lot  better  than  many 
analysts  feared  in  the  wake  of  the  summer  stock  mar- 
ket plunge.  And  if  real  GDP  growth  this  quarter  hits  the 
current  forecast  of  about  3%,  then  productivity  for  the 
quarter  is  on  track  to  increase  3%  to  4%. 

WITH  PRODUCTIVITY  CONTINUING  to  provide  all 

of  the  economy's  growth,  the  drop  in  the  August  un- 
employment rate  looks  suspect,  and  it  should  not  be  in- 
terpreted as  a  sign  that  labor  markets  are  improving. 
The  unemployment  rate  is  based  on  the  Labor  Dept.'s 
survey  of  households,  in  which  readings  on  the  labor 
force  and  employment  tend  to  bounce  around  from 
month  to  month,  unlike  the  more  stable  survey  of  busi- 
ness payrolls. 

Since  May,  employment  in  the  household  survey  has 
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barely  grown,  and  the  labor  force  has  actually  shrunk. 
Neither  trend  suggests  a  recovering  labor  market.  In  ad- 
dition, weekly  claims  for  unemployment  insurance  ticked 
up  over  the  course  of  August,  suggesting  the  September 
jobless  rate  may  well  bounce  back  up  toward  6%. 

BUT  DON'T  LOSE  SIGHT  of  the  benefits  that  in- 
creased productivity  holds  for  this  recovery.  In  partic- 
ular, it  offers  a  win-win  contribution  to  both  profits 
and  incomes.  Thanks  to  the  efficiency  gains  over  the 
past  year,  employees  with  jobs  have  garnered  pay  in- 
creases in  excess  of  inflation,  while  at  the  same  time  the 
exceptional  productivity  growth  has  enabled  corporate 
profits  to  start  moving  up. 

That  was  the  news  from  the  Labor  Dept.'s  Sept.  5 
report  on  second-quarter  productivity  of  nonfinancial 
corporations,  considered  a  more  reliable  gauge  than 
the  nonfarm  business  data.  The  report  showed  that 
output  per  hour  worked  in  that  sector  in  the  second 
quarter  grew  a  bracing  6%  from  the  year  before,  and 
businesses  were  able  to  slash  their  unit  labor  costs  by 
2.5%.  Yet  despite  such  severe  cost-cutting,  workers' 
real  compensation  still  grew  2.1%  (chart).  Thus,  the 
pain  of  cost-cutting  is  not  hitting  workers  as  hard  as  in 
past  business  cycles.  The  increase  in  real  compensation 
explains  to  a  large  degree  the  resilience  in  consumer 
spending  during  and  after  the  recession. 

But  corporations  also  benefited  from  the  advance  in 
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PRODUCTIVITY  HELPS 
WORKERS  AND  COMPANIES 
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productivity,  since  the  2.5%  plunge  in  unit  labor  cost 
shored  up  profit  margins  even  as  prices  in  the  sectc 
fell  0.6%  from  a  year  earlier.  Second-quarter  profits  c 
nonfinancial  corporations — before  taxes — increase 
15.2%  from  their  year-ago  levels.  When  the  recover 
picks  up  steam  later  on,  revenues  earned  from  sales 
more  goods  and  services  will  go  straight  to  the  bottoi 
line.  And  that's  even  if  prices  don't  pick  up.  A  littl 
more  pricing  power  that  typically  accompanies  faste 
growth  can  only  add  icing  to  the  cake 

To  be  sure,  none  of  these 
trends  in  productivity  and 
cost-cutting  bodes  well  for  a 
quick  improvement  in  the  la- 
bor markets.  But  the  recent 
news  on  profits  and  real  in- 
come means  overall  spending 
by  businesses  and  households 
will  continue  to  improve  grad- 
ually in  coming  quarters. 

And  rising  demand  offers 
an  important  reason  why  job 
markets  have  probably  stabilized.  That  isn't  great  new 
for  the  millions  of  job  seekers,  but  slim  job  gains  will  a 
least  make  this  upturn  better  than  the  "jobless  recov 
ery"  after  the  1990-91  recession.  Back  then,  privat 
payrolls  headed  south  for  a  full  year  before  businesse 
began  to  hang  out  "help  wanted"  signs 
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BUSINESS  IS  WEIGHING  DOWN  THE  RECOVERY 
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The  French  economy  remains  in 
better  shape  than  many  of  its 
euro  zone  counterparts.  But  an 
uneven  recovery  wall  hamper 
President  Jacques  Chirac's  plans 
to  introduce  more  tax  cuts  and  in- 
crease spending  in  the 
2003  budget. 

Just  as  in  other 
countries,  France  is 
dealing  with  a  trouble- 
some trend:  Business 
is  weighing  down  the 
recovery.  Second-quar- 
ter real  gross  domes- 
tic product  came  in 
below  expectations, 
edging  up  just  0.5% 
for  a  second  straight  quarter. 
While  household  spending  im- 
proved, businesses  reduced 
spending  by  0.4%,  drew  down 
inventories  at  a  faster  clip  than 
in  the  first  quarter,  and  added 
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the  fewest  jobs  since  1996. 

Moreover,  hope  of  a  pickup  in 
the  second  half  is  dimming.  Busi- 
nesses are  holding  back  on  capi- 
tal spending  because  of  weak  fi- 
nancial markets  and  wobbly 

economic  recoveries 
around  the  globe.  The 
August  factory  pur- 
chasing managers'  in- 
dex showed  condi- 
tions are  improving 
only  gradually,  and 
French  companies  are 
still  hesitant  to  add 
workers. 

So  far  consumer 
spending  has  held  up, 
but  there  are  some  signs  of 
weakening.  New-car  sales  in  Au- 
gust declined  a  sharp  17.7%,  the 
fourth  consecutive  drop.  Housing 
starts  were  soft  during  the  three- 
month  period  ended  in  July,  al- 


though home  sales  have  remained 
strong.  And  consumer  confidence, 
already  down  for  two  consecutive 
months,  could  further  weaken, 
with  unemployment  standing 
close  to  a  two-year  high  of  2.44 
million. 

As  a  result,  gdp  will  likely 
miss  the  government's  forecast  of 
1.4%  growth  for  this  year,  and  of- 
ficials are  talking  down  the  3% 
estimate  for  2003.  Slow  growth 
and  falling  tax  receipts  have 
pushed  up  this  year's  budget  gap 
through  July  to  $36.4  billion.  The 
deficit  is  expected  to  hit  2.6%  of 
gdp  this  year,  from  1.4%  in  2001. 
That  hurts  the  chance  of  a  bal- 
anced budget  in  2004,  as  prom- 
ised to  the  European  Union.  The 
gap  also  makes  repeating  this 
year's  5%  cut  in  income  taxes 
much  tougher  for  2003. 

By  James  Mehring  in  New  York 
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frhe  mothers 


of  invention. 


They  weren't  exactly  born  to  be  wild.  But  these  three  mothers  gave 
birth  to  a  concept  that  shook  up  an  industry. 
Debbie  and  Kathy  were  working  at  a  Pratt  &  Whitney  warehouse 
one  day  when  an  idea  hit  them.  So  they  shared  it  with  Archie  from 
Information  Technology.  And  before  you  know  it,  their  idea  grew  into 
a  fully  automated,  Web-enabled  information  system  that  handles 
the  annual  production  and  maintenance  of  over  1,000  Pratt  &.  Whitney 
engines  each  with  28,000  separate  parts.  More  than  $2  billion  worth 
of  stock  are  now  delivered  with  an  on-time  fill  rate  of  over  95%. 
Saving  time,  aggravation  and  millions  of  dollars. 

www.utt.com    NYSE:utx 


This  information  system  now  tracks  aerospace  parts 
at  sister  company  Hamilton  Sundstrand.  And  there 
are  plenty  of  other  relatives  to  visit. 
When  they  showed  up  for  work  that  day.  it  wasn't 
their  job  to  revolutionize  supply-chain  management. 
They  just  happen  to  work  at  a  United  Technologies 
company  where  it's  understood  ideas  change  the 
world  and  the  mother  of  invention  isn't  always 
necessity.  Like  in  this  case,  when  it  was  Debbie, 
Kathy  and  Archie. 


United 
Technologies 


OTIS      •      CARRIER      •      PRATT    S.    WHITNEY      •      SIKORSKY 


. 


HAMILTON    SUNDSTRAND 


UTC    FUEL    CELLS 
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WHAT  WAR  WOULD 

TO  THE  ECOHOMY 


A  short  one  could 
provide  a  boost. 
A  long  one  could 
bring  a  recession 

The  U.S.  was  teetering  on  the 
edge  of  recession  when  Iraqi 
troops  stormed  into  Kuwait  in 
the  summer  of  1990.  The  sur- 
prise strike  by  Saddam  Hus- 
sein shook  financial  markets. 
Oil  prices  spiked,  the  stock  market 
swooned  and  consumer  confidence 
plunged.  The  combination  drove  the 
economy  decisively  into  a  downturn  that 
lingered  for  months — and  dashed  the 
reelection  hopes  of  Commander-in-Chief 
of  Operation  Desert  Storm,  George 
H.W.  Bush. 

Flash  forward  to  2002.  With  George 
W.  Bush  beating  the  war  drums  for  a 
"regime  change"  in  Baghdad,  fears  are 
rampant  that  the  economic  pricetag  for 
U.S.  military  intervention  could  again 
be  high.  But  while  Mideast  war  carries 
many  risks  for  the  economy, 
there  is  good  reason  to  be- 
lieve that  it  won't  be  as  dev- 
astating as  it  was  a  dozen 
years  ago.  In  1990,  the  sud- 
den Iraqi   "annexation"  of 
Kuwait  spooked  consumers 
into  curbing  spending  and 
drove  the  economy  into  re- 
cession. This  time,  a  U.S. 
assault  on  Iraq  has  been  so 
well-telegraphed     that     it 
shouldn't  be  a  shock  to  any- 
one— consumers,  companies, 
or  investors — if  and  when  it  occurs. 

Surprised  or  not,  though,  Americans 
will  have  to  pay  the  price  for  a  cam- 
paign to  oust  Saddam  Hussein.  The 
question  is:  At  what  cost?  That  depends 
on  how  long  the  war  lasts  and  how  well 
it  goes.  A  quick  victory  by  the  U.S. 
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rould  barely  put  a  dent  in  the  economy, 
(he  dollar,  or  the  stock  market.  Indeed, 

might  ultimately  prove  beneficial  by 
Icosting  confidence  in  the  U.  S.  But  the 
jnger  the  war  drags  on,  the  greater 
[he  risks  for  the  economy.  The  biggest 
anger:  a  conflict  spreading  beyond  Iraq 
|o  elsewhere  in  the  Mideast.  In  that 
ase,  consumer  and  business  confidence 
ould  crack,  overwhelming  whatever 
tmall  kick  the  economy  might  receive 
rom  U.  S.  government  spending  on  the 
var,  sending  the  econo- 
my into  recession. 

For  the  moment,  the 

[TAKING  ON 
SADDAM 

<d  rout  of  Hussein 's 

could  leave  the  econ- 

'latively  unscathed, 
the  costs  would  rise 
pry  takes  months. 

protracted  conflict 

ut  a  clear  win  could  take  a  huge  economic  toll. 
s  the  likely  impact  under  varying  scenarios: 

War  could  push  prices  well  above  $30  a 
barrel,  though  a  rapid  win  could  bring  a 
drop  back  to  $10  to  $15  within  a  year.  In 
e  prolonged  battle,  oil  prices  could  rise,  then  drop 
D  to  $25  upon  victory.  But  if  the  conflict  widens  or 
on,  prices  could  soar  to  $60. 

A  swift  triumph  for  the  U.S.  could  be  a 
big  plus.  A  messy  conquest  could  also  be 
beneficial,  though  stocks  could  initially 
before  gaining  ground.  Only  under  the  most  dire 
irio  could  stocks  go  down  and  stay  down. 


Action  against  Iraq  could  weaken  it  to 
parity  or  worse  against  the  euro.  Any  U.S 
victory  could  spark  a  turnaround.  But 
f  the  U.S.  campaign  proved  disastrous,  the  green- 
;  losses  would  likely  be  limited  to  10%  to  15%. 


SUMER 

DING 


Spending  will  likely  stall  as  Americans 
stay  glued  to  their  TVs.  And  each  $1  rise 
in  the  price  of  oil  costs  consumers  about 
Jillion  a  year.  If  confidence  cracks  in  the  face  of  a 
igration  in  the  Mideast,  recession  could  result. 


INESS 
NDING 


Each  $5  rise  in  oil  prices  could  reduce 
corporate  profits  an  additional  2%.  If  the 
U.S.  prevails  quickly,  an  investment  pick- 
ed follow.  But  in  a  drawn-out  war,  companies  may 
spending  to  energy-saving  moves. 


Although  Europe  and  Japan  are  more  de- 
pendent on  imported  oil  than  the  U.S., 
their  economies  are  more  energy-effi- 
.  But  Asian  tigers  such  as  South  Korea  and  Taiwan 
1  be  hit  hard  by  a  rapid  rise  in  oil  prices. 


slow  buildup  to  war  is  spreading  the 
economic  toll  from  the  Mideast  tensions 
over  months  rather  than  concentrating 
it  in  the  kind  of  short,  sharp  shock  that 
often  presages  a  downturn.  That's  a 
mixed  bag:  While  it  may  reduce  the  risk 
of  an  outright  recession,  it  has  also  con- 
signed the  economy  to  months  of 
malaise  as  investors,  companies,  and 
consumers  nervously  await  the  attack 
on  Iraq.  "Until  the  war  starts,  the  un- 
certainty and  anxiety  will  dampen  the 
markets  and  the  economy,"  says 
Thomas  D.  Gallagher,  a  political 
economist  at  isi  Group. 

Higher  oil  prices  are  al- 
ready crimping  U.  S.  growth. 
Oil  prices  have  climbed  45% 
over  the  past  year,  to  close 
to  $30,  largely  in  anticipa- 
tion of  an  assault  on  Iraq. 
Consumers  have  been  hit 
hard.  Peter  Hooper,  chief 
U.S.  economist  at  Deutsche 
Bank,  reckons  that  each  $1 
increase  in  the  price  of  oil 
costs  consumers  about  $12 
billion  a  year. 

Companies  are  hurting, 
too.  According  to  consulting 
firm  Economy.com  Inc.,  each 
$5-per-barrel  rise  in  oil  prices 
cuts  already  paltry  profits  of 
nonenergy,  nonfinancial  com- 
panies by  2%  over  a  year. 

The  transportation  sector, 
of  course,  is  in  particular 
pain.  To  cope,  trucking  com- 
panies have  tried  to  insu- 
late themselves  against  oil- 
price  fluctuations  by 
charging  customers  an  en- 
ergy surcharge.  Says 
Christopher  B.  Lofgren,  ceo 
of  Schneider  National  Inc., 
a  $2.4  billion  trucker  in 
Green  Bay,  Wis.:  "Any  time 
you  hear  rumblings  in  the 
Middle  East,  that  puts  a 
real  burden  on  us." 

But  it's  more  that  just 
the  hit  from  higher  energy 
outlays  that's  dragging 
down  growth.  The  uncer- 
tainty surrounding  the  tim- 
ing and  outcome  of  any  hos- 
tilities in  the  Mideast  is 
hanging  like  a  dark  cloud 
over  the  economy.  It  adds 
to  the  many  reasons  that 
already  skittish  corporate 
chieftains  have  continued 
to  trim  costs  and  hold  back 
on  investment  in  the  ab- 
sence of  any  sense  of  an  up- 
turn.   Investors,   too,   are 


playing  it   safe  by  avoiding  stocks. 

The  U.  S.  slowdown,  coupled  with  the 
higher  oil  prices,  is  also  casting  a  pall 
over  the  rest  of  the  world  economy.  Eu- 
rope and  Japan  are  more  energy-effi- 
cient than  the  U.S.,  but  they're  also 
more  dependent  on  imported  oil  because 
they  lack  much  domestic  production. 
Some  of  the  emerging  Asian  nations  are 
particularly  vulnerable  to  an  oil-price 
spike,  though  in  some  cases,  such  as 
South  Korea,  the  strength  of  the  local 
currency  is  offsetting  some  of  the  im- 
pact from  the  rise  in  dollar-based  prices. 

Yet  if  the  slow-motion  march  to  war 
is  depressing  the  economy  and  financial 
markets,  it's  also  giving  the  U.  S.  and  its 
allies  time  to  prepare  contingency  plans 
to  cushion  the  fallout  and  reduce  the 
risk  of  recession  once  the  shooting  be- 
gins. Working  through  the  U.  N.,  the 
U.S.  and  Britain  have  gradually  put  the 
squeeze  on  internationally  sanctioned 
oil  exports  from  Iraq  so  that  its  ship- 
ments today  are  virtually  inconsequen- 
tial. Iraqi  oil  exports  averaged  only 
780,000  barrels  a  day  in  August,  com- 
pared with  almost  2  million  barrels  a 
day  in  2000.  The  loss  of  such  a  paltry 
amount  on  its  own  wouldn't  have  much 
impact  on  the  oil  market,  experts  say. 

At  the  same  time,  the  U.S.  and  its 
fellow  industrial  nations  have  sought 
assurances  from  Saudi  Arabia  and  the 
rest  of  OPEC  that  they're  ready  to  make 
up  for  any  shortfall  in  supplies  in  the 
event  of  war.  Saudi  sources  say  the 
country  is  committed  to  filling  any  gaps 
in  production  but  that  it  won't  boost 
output  to  damp  down  speculatively  driv- 
en oil-price  jumps.  The  U.S.  has  also 
sought  to  coax  added  production  from 
outside  OPEC,  though  that's  obviously 
limited.  Russia,  which  exports  3  million 
barrels  of  oil  a  day,  is  already  running 
its  production  at  maximum. 

To  counter  a  spike  in  oil  prices  and  re- 
store calm  to  the  market,  individual  na- 
tions may  have  to  release  oil  from  their 
strategic  stockpiles.  In  1990,  they  were 
slow  to  tap  those  reserves,  which  now 
amount  to  1.2  billion  barrels  of  oil.  This 
time,  experts  say,  they  won't  hesitate. 

Indeed,  the  U.  S.  has  been  gradually 
rebuilding  its  stockpile  in  anticipation 
of  a  war  against  Iraq.  The  U.  S.  reserve 
now  holds  584  million  barrels  of  oil, 
equivalent  to  120  days'  worth  of  U.S. 
imports  from  OPEC. 

Japan,  too,  has  been  building  its  re- 
serves. State-owned  Japan  National  Oil 
Corp.  and  the  biggest  private  oil  refiner, 
Nippon  Oil  Corp.,  have  been  adding  to 
their  inventories  this  summer.  Accord- 
ing to  the  government  figures,  Japan's 
oil  reserves  account  for  about  170  days  of 
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consumption — a  cushion  that's  plenty  big 
enough,  says  UBS  Warburg  oil  analyst 
Toshinori  Ito. 

Of  course,  once  the  shooting  starts,  a 
lot  could  go  wrong.  The  halting  march 
to  war  has  given  Saddam  Hussein  time 
to  prepare  and  plan  as  well.  If  he  man- 
ages to  broaden  the  war  beyond  Iraq's 
borders — perhaps  by  lobbing  a  chemi- 
cally armed  Scud  at  Israel — oil  prices 


would  skyrocket  on  fears  of  disruptions 
in  supplies  not  only  from  Iraq  but  from 
Saudi  Arabia  and  other  Arab  produc- 
ers. And  that  could  send  the  global 
economy  into  recession.       s 

But  unless  that  occurs — and  oil  con- 
sultant Philip  K.  Verleger  Jr.  of  the 
Council  on  Foreign  Relations  puts  the 
odds  at  just  5% — the  U.S.  should  be 
able  to  avoid  a  gut-wrenching  down- 


turn. After  all,  the  U.S.  economy  h< 
shown  amazing  resilience  despite  te 
rorist  attacks  and  stock  market  blue 
And  short  of  a  prolonged  battle  wit 
no  clear  prospect  of  victory,  the  bettir 
is  that  it  will  pull  through  again. 

By  Rich  Miller  and  Stan  Crock 
Washington,  with  Michael  Arndt  i 
Chicago,  Stanley  Reed  in  London,  an 
Brian  Bremner  in  Tokyo 


COMMENTARY 


By  Richard  S.  Dunham  and  Lee  Walczak 

CAN  TEAM  BUSH 
REGAIN  MOMENTUM? 


For  a  while  this  searing  summer, 
it  looked  like  a  Bush  Administra- 
tion known  for  its  icy  efficiency 
was  melting  down.  While  the  Presi- 
dent vacationed  in  Texas,  Vice-Presi- 
dent Dick  Cheney  and  Pentagon 
hawks  dueled  over  an  Iraq  invasion 
with  Secretary  of  State  Colin  Powell 
and  his  more  cautious  State  Dept. 
colleagues.  Spooked  by  corporate 
scandals  and  sagging  stocks,  the 
White  House  staged  a  forgettable 
economic  forum  in  Waco,  Tex.  Bush 
embraced  some  dubious  "investor 
protection"  ideas  at  the  event — and 
immediately  set  his  economic  advis- 
ers arguing  over  their  merits. 

With  the  approach  of  autumn  and 
a  belated  Presidential  move  to  chart 
a  steadier  course  on  Iraq,  a  sem- 
blance of  order  has  returned  to  Bush 
&  Co.,  even  though  underlying  fis- 
sures remain.  "August  was  ugly," 
says  gop  strategist  Scott  W.  Reed, 
who  sees  signs  the  Bush  crew  is  get- 
ting its  act  together.  Republicans  are 
also  heartened  by  surveys  that  show 
the  President  has  stemmed  a  decline 
in  the  polls. 

Still,  what  the  heck  happened  this 
summer — and  what's  to  keep  it  from 
happening  again?  Political  experts 
cite  several  reasons  for  the  Adminis- 
tration's wobbles:  slow  reflexes  in  the 
face  of  a  budding  investor  revolt, 
fear  that  Democrats  could  turn  cor- 
porate crime  and  the  economy  into 
issues  in  November,  and  some  gen- 
uine and  strongly  felt  differences 
over  what  to  do  about  such  thorny 
problems  as  invading  Iraq  and  bol- 
stering a  sickly  U.  S.  economy. 

Most  of  all,  the  turmoil  marked  a 
breakdown  of  a  White  House  man- 
agement system  that  had  until  now 


been  known  for  keeping  its  internal 
debates  to  itself.  Fingers  are  being 
pointed  at  Chief  of  Staff  Andrew  H. 
Card  Jr.  and  National  Security  Advis- 
er Condoleezza  Rice  for  failing  to 
keep  discipline.  "I  still  don't  get  what 
happened,"  says  one  Bush  friend. 
"Clearly,  what  we  saw  on  Iraq  wasn't 
clever  and  wasn't  orchestrated." 

Republican  insiders  say  Bush  is 
paying  the  price  for  the  July  depar- 
ture of  top  aide  Karen  P.  Hughes.  A 
no-nonsense  adviser,  she  was  adept 
at  ensuring  that  Bush  officials  sang 
the  same  tune.  Without  Hughes,  says 
Texas  a&m  University  political  scien- 
tist George  C.  Edwards  III,  "the  Ad- 
ministration has  been  in  a  reactive 
mode." 


Whereas  Hughes  deftly  kept 
tensions  within  the  Administra- 
tion under  control,  Card  has 
had  less  success.  One  long-run- 
ning problem:  ongoing  differ- 
ences between  chief  economic 
adviser  Lawrence  B.  Lindsey 
and  gaffe-prone  Treasury  Secre-  ] 
tary  Paul  H.  O'Neill. 
Spurred  by  Bush's  interest 
in  the  Waco  summit,  Lind- 
sey was  open  to  a  new 
round  of  tax  cuts.  But 
O'Neill,  staring  at  a  $157 
billion  deficit  this  year  and 
concerned  about  the  lack  of 
a  short-term  stimulative 
kick  from  the  tax  breaks, 
was  cool  to  Stimulus  III. 
"All  the  economic  advisers, 
all  the  political  advisers 
have  different  views,"  says 
a  senior  Bush  official. 
"There's  no  consensus  on 
whether  something  is  actu- 
ally needed  or  not." 

Administration  defend- 
ers, while  admitting  that 
the  policy  brawls  haven't 
instilled  confidence,  contend 


IN  CONTROL? 

Karen  Hughes  kept  key 
advisers  in  line  but  left 
in  July.  After  a  summer  of  brawls, 
Bush  may  be  on  a  steadier  course 

the  public  flaps  will  die  down.  For  in- 
stance, they  cite  Bush's  unambiguous 
decision  to  side  with  Powell  in  seek- 
ing U.  N.  Security  Council-sanctioned 
arms  inspections  of  Iraq  before 
launching  a  military  strike. 

It's  a  start.  But  the  task  for  Team 
Bush  now  is  to  keep  its  internal  de- 
bates in-house,  where  they  won't  un- 
settle Americans  and  scare  U.S.  al- 
lies witless. 

Senior  Corresipondent  Dunham  and 
Washington  Bureau  Chief  Walczak 
track  political  trends  in  the  capital. 
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BONDS:  SAFE  HARBOR- 
OR  TREACHEROUS  WATERS? 

Low  yields  could  signal  a  bubble  in  the  Treasury  market 


On  Sept.  4,  the  benchmark  for 
long-term  U.  S.  interest  rates  fell 
to  its  lowest  point  since  1963.  Ag- 
gressive buying  sent  the  yield  of 
the  Treasury  Dept.'s  10-year  note  down 
to  a  remarkable  3.96%.  Since  bond 
prices  rise  when  their  yields  fall,  the 
low  interest  rate  spelled  huge  profits 
for  bond  investors.  Year-to-date,  inter- 
mediate government  bond  funds  have 
returned  7%  to  investors,  vs.  a  loss  of 
24%  for  large-growth  stock  funds,  ac- 
cording to  fund  tracker  Morningstar  Inc. 
There  were  other  winners,  too.  Peo- 
ple refinancing  their  homes  saved  a  bun- 
dle, since  mortgage  rates  are  tied  to 
the  10-year  note.  And  corporate  treas- 
urers cheered  because  their  borrowing 
costs  are  linked  to  Treasury  yields. 
From  the  booming  hous- 
ing market  to  business 
spending  on  new  equip- 
ment, the  superlow  yield 
on  the  mighty  10  "in- 
creases the  chances  of  a 
strong  economic  recov- 
ery," says  Martin  J.  Mau- 
ro,  Merrill  Lynch  &  Co.'s 
manager  of  financial 
economics. 

But  in  the  week  after 
Sept.  4,  yields  on  10-year 
notes  edged  back  above 


4%,  reaching  4.06%  on  Sept.  11.  The  re- 
bound raises  an  uncomfortable  question: 
Is  this  the  beginning  of  the  end  for  ex- 
tremely low  Treasury  yields — and,  con- 
versely, high  Treasury  prices?  In  other 
words,  is  the  Treasury  market  a  specu- 
lative bubble  that's  about  to  pop? 

If  there  is  a  bubble  and  it's  deflating, 
then  sub-4%  yields  on  10-year  Trea- 
suries could  some  day  seem  as  out  of 
whack  as  5,000  on  the  Nasdaq  Compos- 
ite Index  now  appears.  And  pity  new 
bond  investors  if  yields  do  jump;  that 
means  prices  will  fall.  There  are  a  lot  of 
such  buyers  out  there:  Morningstar  says 
that  in  June  and  July  alone,  investors 
yanked  $71  billion  out  of  stock  funds 
and  pumped  $39  billion  into  government 
bond  funds. 


Bubbly  Bonds? 


MONEY  HAS  FLOWED  OUT  OF 
STOCKS  AND  INTO  BONDS... 


..HELPING  PUSH  YIELDS  TO  THE 
LOWEST  LEVELS  IN  DECADES 


BBB-RATED  CORPORATE  BONDS 

)  10-YEAR  MATURITIES 
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Some  investors  may  have  switched! 
from  stocks  to  bonds  in  the  belief  tha  m 
since  Treasuries  are  default-proof,  yoi  W 
can't  lose  money  on  them.  But  unlesi  mrr 
you  hold  them  until  they  mature — whicl  n:i 
many  individual  investors  don't — yo 
can  lose  money.  Rising  rates  lower  th»  p ; 
resale  value  of  old  bonds,  because  ii 
vestors  have  the  option  of  buying  nev 
er  issues  with  higher  coupon  payment:- 
Predicts  Mark  MacQueen,  a  partner  a 
bond  manager  Sage  Advisory7  Service 
Ltd.  in  Austin,  Tex.:  "The  investor  whAyt 
has  thrown  up  his  hands  and  is  movinj  B  - 
into  the  bond  market  as  a  safe  havei 
now  will  not  be  rewarded." 

But  if  rising  yields  hold  peril  fol^ 
bond  investors,  what  would  they  meaim^ 
for  the  economy?  That  depends  on  wh; 
they're  moving  up.  If  they  rise  becaus*  #_ 
economic  growth  appears  to  be  accel  v 
erating,  the  increase  will  be  harmless 
It's  normal  for  interest  rates  to  risi  A 
when  economic  recovery  increases  tht  r_ 
demand  for  money.  On  that  score,  Stan  x- 
dard  &  Poor's  Chief  Economist  David  A  v. 
Wyss  predicts  that  the  economy  wil  >. 
grow  3.7%  next  year  and  3.5%  in  2004—  L 
and  that  the  yield  from  the  10-year  not<  L 
will  drift  up  to  6%  by  th<  K- 
end  of  2004. 

But  recovery  could  b<  s 
hindered  if  yields  jumj  L 
abruptly  for  other  rea    : 
sons.  Among  them:  fear  L 
that  inflation  will  rise  L 
that  Treasuries  will  los<  , 
some  appeal  as  a  refuge  j 
or  that  big  deficits  wil  L 
create  an  oversupply  o  .- 
10-year  notes,  which  th<  L 
government    issues    t< 
raise  monev. 
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One  factor  that  has  been  critical  in 
eeping  yields  low  has  been  the  mar- 
et's  confidence  that  inflation  has  been 
imed,  so  that  it  won't  return  even  if 
ie  economy  picks  up  speed.  But  even 
bond  bull  William  H.  Gross,  who  runs 
Pacific  Investment  Management  Co.'s 
bond  portfolio,  concedes  that  there's 
at  least  a  chance  that  inflation  will 
accelerate.    Says    Gross:    "If   we 
get... a  return  to  3%-to-4%  infla- 
tion, which  doesn't  sound  like  much 
higher  than  now  but  it  is,  then 
yeah,   there's   a   bubble   in   bond 
prices,  especially  Treasury  prices." 
Renewed    investor    confidence, 
while  a  good  thing  in  its  own  right, 
■  would  also  push  up  bond  yields  by  de- 
creasing the  demand  for  default-proof 
■vvestments.  Today,  says  Wyss  of  s&P, 
There's  a  flight  to  safety.  People  are 
nore  afraid  of  the  accountants  than  the 
errorists  right  now."  But  he  predicts 
the  fears  will  recede  when  the  economy 
begins  to  gather  steam. 
"|  What's  more,  investors  may  begin  to 
&korry  that  the  Bush  Administration's 
budget  deficits  aren't  just  temporary. 
"(Federal  spending  programs,  once  they 
*\et  started,  are  hard  to  stop,"  says  Pru- 
dential   Securities    Chief   Economist 
f  lichard  D.  Rippe.  "At  some  point,  the 
Concern  about  the  pressure  those  will 
a' but  on  Treasury  financing  will  intensify." 
Yet   another  factor  that   has   kept 
UYeasury  yields  low  is  the  surge  in 
i  mortgage  refinancings.  Holders  of  mort- 

*  ^age-backed  securities  receive  a  wad  of 
fash  when  homeowners  refinance.  They 

'Uften  use  the  cash  to  buy  10-year  notes, 
irhat  pushes  down  the  10-y ear's  yield, 
iJlvhich  makes  mortgages  cheaper.  If  in- 
Merest  rates  rise  and  refinancings  slow, 
I  ihat  will  amplify  a  rebound  in  rates. 
j  One  bright  spot  is  that  if  Treasury 
fields  do  rise,  corporate  bond  rates 

*  night  rise  less.  That's  because  corpo- 
rate bond  yields  never  fell  as  far  as 

[Yeasury  yields  in  the  first  place,  since 

hey  didn't  benefit  from  the  flight  to 

quality  and  other  special  factors.  In  fact, 

Companies  with  BBB  credit  ratings  are 

t  saying  about  2.9  percentage  points  more 

br  10-year  bonds  than  the  government 

B,  vs.  a  1.6  percentage  point  gap  in 

pFanuary,  2000,  says  Merrill  Lynch. 

t     Bubbles  are  hard  to  detect  until 

they've  popped,  and  bonds  are  no  ex- 

;■  option.  But  if  Treasury  yields  do  begin 

i  long  climb  back  up,  investors  who 

lave  already  suffered  from  the  stock 

narket  blowout  will  take  another  hit. 

\nd  the  economic  recovery  could  be 

slowed  as  well. 

By  Peter  Coy  in  New  York,  with 
Geoffrey  Smith  in  Boston 


COMMENTARY 

By  Margaret  Popper 

BRING  BACK  30-YEAR  TREASURIES 


Last  October,  Treasury  Under 
Secretary  for  Domestic  Finance 
Peter  R.  Fisher  took  a  dramatic 
step.  With  barely  any  warning  to  the 
financial  markets,  Fisher  announced 
that  Treasury  would  no  longer  issue 
30-year  bonds — the  so-called  bench- 
mark securities  that  had  set  the 
prices  for  the  whole  bond  market. 
The  rationale  was  that  the  govern- 
ment was  paying  too  much  in  inter- 
est for  the  long  bond.  Besides,  big 
budget  sur- 
pluses had  re- 
duced the  need 
for  the  30-year. 

How  things 
have  changed. 
The  budget 
deficit  is  head- 
ing for  2%  of 
gross  domestic 
product  in  fiscal 
2003.  And  the 
government's 
bond  rates 
have  fallen. 

Treasury 
should  reverse 
its  decision — 
and  start  issu- 
ing new  30- 
year  bonds. 
Doing  so 

would  help  government  finances,  give 
investors  a  long-term,  risk-free  in- 
vestment option,  and  allow7  corpora- 
tions to  more  easily  price  long-term 
debt. 

It  wouldn't  be  the  first  time  the 
government  changed  its  policy  on  the 
long  bond.  From  the  1950s  through 
the  middle  of  the  1970s,  30-year 
bonds  were  issued  only  sporadically. 
It  was  not  until  1977  that  Treasury 
started  using  large  quantities  of  30- 
year  bonds  to  fund  growing  deficits. 

Today,  Treasury  would  gain  by  tap- 
ping into  institutional  and  foreign  in- 
vestors that  like  the  30-year.  More 
buyers  means  lower  rates  for  the 
government.  And  a  30-year  issue 
wTould  lock  in  low7  rates  for  the  next 
30  years,  holding  down  interest  pay- 
ments and  reducing  future  deficits. 
Even  though  new7  10-year  notes  cost 
the  Treasury  0.8  percentage  points 
less  in  interest  than  30-year  rates  to- 
day, in  a  decade,  they  might  have  to 
be  refinanced  at  higher  rates.  "The 
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IN  THE  PIT:  The  feds  could  use  the  cash 


U.  S.  Treasury  should  be  at  least  as 
smart  as  homeowners,"  notes  David 
A.  Wyss,  chief  economist  at  Standard 
&  Poor's,  a  unit  of  The  McGraw-Hill 
Companies. 

Reissuing  the  30-year  bond  w7ould 
also  offer  risk-shy  investors  more 
choices,  helping  both  institutional  in- 
vestors with  a  long-term  investment 
horizon  and  individuals  building  a  re- 
tirement portfolio.  Correctly  done, 
investing  in  a  30-year  Treasury  bond 
means  that 
"people  who 
are  35  or  40 
years  old  who 
are  saving  for 
their  retire- 
ment would 
know  exactly 
w7hat  they're 
going  to  have 
in  30  years," 
says  Wharton 
School  econo- 
mist Jeremy 
Siegel.  While 
other  long- 
term  securities 
exist,  none  are 
truly  risk-free. 

Bringing 
back  the  long 
bond  wrould 
also  help  pension  funds,  insurers,  and 
corporate  borrowers.  Pension  funds, 
hit  hard  by  market  volatility,  could 
better  protect  returns  by  upping 
their  long-term  risk-free  holdings.  In- 
surers could  better  match  long-term 
investment  to  long-term  liabilities. 
And  a  reissued  30-year  would  help 
companies  price  their  own  long-term 
debt,  attracting  more  investment. 

It  would  be  tough  for  Fisher  and 
Treasury  to  reverse  last  fall's  decision 
so  quickly.  To  guarantee  buyers  suffi- 
cient liquidity,  Treasury  would  have  to 
commit  itself  to  issuing  30-year  bonds 
for  several  years,  w'hich  makes  sense 
only  if  deficits  are  going  to  persist — 
and  that's  something  the  Bush  Admin- 
istration isn't  willing  to  admit  yet. 

Nevertheless,  with  one  easy  step, 
the  feds  could  help  investors  and 
curb  future  budget  deficits.  That's 
too  good  an  opportunity  to  miss. 

Popper  writes  about  financial  mar- 
kets from  New  York. 
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COMMENTARY 


By  Geoffrey  Smith 


ARE  WE  LOOKING  AT  DOW  5000?  BILL  GROSS  SAYS  MAYBE 


"Came  on,  stockholders  of  Ameri- 
ca. Are  you  naive,  stupid,  masochis- 
tic, or,  better  yet,  in  this  for  "the  long 
runl  Stocks  are  losers,  and  anyone 
who  owns  too  many  of  them  mill  be 
losers  too." 

— Bond  fund  manager  William  H. 
Gross,  Sept.  5,  2002 


» 


lhat  cheeky  challenge  ap- 
pears in  a  controversial 
paper  in  which  Gross — aka 
the   King  of  Bonds — argues 
that  the  Dow  Jones  industrial 
average  should  be  at  5000.  Un- 
til it  gets  there,  he  argues, 
investors  should  dump 
stocks  and  buy  bonds. 
Is  Gross,  whose  flag- 
ship pimco  Total  Re- 
turn Fund  is  up  9.7% 
this  year,  just  drum- 
ming up  business — or 
does  he  have  a  point? 

Gross  makes  an 
intriguing  case  that 
stocks  may  be  over- 
valued and  remain 
troubled  for  the 
next  two  or  three 
years,  but  it's 
hardly  convincing. 
His  reasoning, 
which  assumes  a 
"neutral"  view  on 
the  economy  and 
unchanged  interest 
rates,  goes  like  this:  High 
corporate  dividend  yields 
were  a  much  bigger  con- 
tributor than  corporate 
earnings  to  the  6.7%  av- 
erage annual  gain  in 
stock  prices  over  the 
past  century,  after  in- 
flation. Moreover,  given 
the  recent  accounting 
games  that  have  gone 
on  of  late,  many  compa- 
nies' earnings  will  con- 
tinue to  be  "illusory."  If 
history  is  any  guide,  he 
figures  dividends  need 
to  climb  to  3.5%,  from 
1.7%  now,  before  stocks 

CONTROVERSIAL:  Gross's 
argument  has  flaws 


are  a  better  buy  than  bonds. 

That  means  either  dividends,  must 
jump  sharply  or  stocks  must  slide  in 
order  to  bring  the  relative  valuations  " 
between  stocks  and  bonds  back  into 
line  with  long-term  trends.  While 
Gross  isn't  predicting  the  Dow  will  hit 
5000,  he  concludes:  "Stocks  stink 
and  will  continue  to  do  so  until 
they  are  appropriately  priced." 

Could  be.  But  there  are  holes 
in  his  argument.  For  one,  Gross 
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WHY  THE  BOND  KING 

THINKS  THE  DOW 

IS  OVERVALUED 

•  The  stock  market  is  still 
selling  at  high  multiples 

of  "phonied  up"  corporate 
earnings 

•  Those  earnings  have 
counted  for  almost  none 
of  the  stock  market  gains 
of  the  past  100  years  and 
likely  won't  in  the  future 

•  The  historic  relationship 
between  dividend  yields  and 
stock  prices  implies  either 
that  stocks  must  fall  or  yields 
double  before  equities  be- 
come a  better  buy  than  bonds 

Data- PIMCO 

dismisses  the  impact  of  taxes 
on  dividend  payouts.  Since 
World  War  II,  changes  in  the 
tax  code  have  prompted  in- 
vestors to  prefer  capital  gains 
instead  of  dividend  income. 
While  dividends  haven't  fol- 
lowed a  straight  path  since 
then,  the  yield  on  Dow 
stocks  has  fallen  since 
the  early  1980s. 

Partly  as  a  result, 


dividends  are  less  important  now 
than  they  were.  Many  companies  and 
investors  favor  using  spare  corporate 
cash  for  stock  buybacks  or  to  rein- 
vest profits  instead  of  paying  divi- 
dends. Microsoft  Corp.  and  many  oth- 
er high-tech  companies  don't  pay 
dividends.  Neither  does  Berkshire 
Hathaway  Inc.,  yet  its  stock  has  been 
enormously  successful  and  remained 
flat  this  year  while  the  Dow  dropped 
15%.  It's  a  stretch  to  suggest  that 
the  market  needs  to  return  to  a  high- 
er yield  just  because  that's  where  it 
once  was. 

Moreover,  dividend-paying  heavy- 
weights, such  as  oil  producers  and 
auto  makers,  no  longer  dominate  the 
major  market  indexes,  which  they 
did  as  recently  as  the  1980s.  They 
have  been  replaced  by  nondividend 
payors,  such  as  Microsoft,  and  divi- 
dend lightweights,  such  as  Intel 
Corp.  In  fact,  of  the  companies  in  the 
Standard  &  Poor's  500-stock  index, 
about  365  pay  dividends. 

Gross  harkens  back  to  Federal  Re- 
serve Chairman  Alan  Greenspan's  De- 
cember, 1996,  warning  of  "irrational 
exuberance"  in  the  stock  market.  He 
argues  that  earnings  are  about  the 
same  now  as  then,  but  stocks  are  ap- 
preciably higher.  That's  true,  but  look 
at  the  interest-rate  environment.  The 
10-year  bond  yield  then  was  nearly 
6.5%;  now,  it's  4%.  And  Treasury  bill 
rates  have  come  down,  from  4.9%  to 
1.7%.  Lower  interest  rates  raise  the 
value  of  stocks  vs.  bonds. 

Investors  now  may  be  more  fo- 
cused on  trying  to  sort  out  the  cor- 
porate profit  picture  than  worrying 
about  dividends.  But  as  Gross  points 
out,  most  major  foreign  stock  mar- 
kets already  have  dropped  back  to 
1996  levels — even  though  dividend 
yields  are  higher  than  in  the  U.  S.  "If 
the  U.  S.  followed  [them],  Dow  5000 
is  not  ridiculous  at  all,"  says  Gross. 

Given  the  floundering  economy, 
corporate  misdeeds,  and  global  un- 
rest, valuing  the  market  is  admitted- 
ly a  tough  job.  But  equity  investors 
can  only  hope  the  King  of  Bonds  is 
wrong  about  stocks. 

Boston -based  Smith 
writes  about  finance. 
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The  240-hp  Acura  MDX.  These  days,  getting  out  of  cell  range  is  quite  a  feat.  But  an  advanced  electronic  4-wheel-drive  system  can 
make  it  easier.  And  with  room  for  7  and  available  Acura/Bose®  Music  System  with  6-disc  CD  changer,  you  could  end  up  almost  anywhere. 
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HOME  MORTGAGES:  WHERE  THE 
MONEY  IS  EASY-TOO  EASY 


Loan  gimmicks  abound.  Maybe 
it's  time  to  tighten  up 

The  ubiquitous  advertise- 
ments scream:  "Cash  out 
your  home  equity  while 
rates  are  low!"  "All  USA 
homeowners  easily  quali- 
fy!" "Damaged  credit?  No 
problem!"  There  has  hard- 
ly been  a  better  time  for 
mortgage  lenders.  The 
number  of  new  mortgages 
and  refinancings  has 
reached  an  all-time  high, 
thanks  to  the  sizzling  hous- 
ing market  and  the  low- 
est rates  since  1963. 
New-home  sales  hit  a 
record  in  July.  And  in  the  past 
five  years,  the  average  selling  price  of 
existing  homes  has  risen  39% — 8%  in 
just  the  past  year. 

Now,  however,  foreclosures  are 
reaching  record  highs,  too.  And  that 
has  many  people  worried  that  mort- 
gage lending  has  spiraled  out  of  control. 
"The  overconfidence  that  existed  in  the 
stock  market  in  the  late  '90s  seems 
much  more  in  real  estate  now.  That's  a 
danger  sign,"  says  Gary  Gordon,  a 
managing  director  at  ubs  Warburg. 

It's  not  just  the  online  lenders  with 
names  such  as  DirtCheapMortgage.com 
and  cheaper-mortgage.com  that  are 
loosening  standards.  Traditional  lenders 
are  also  offering  more  "creative"  prod- 
ucts, such  as  "cash-out  refinancings" 
where  homeowners  borrow  the  full 
amount  of  the  newly  appraised  value  of 
their  houses.  Then  there's  the  "125% 
loan,"  which  covers  the  price  of  a  house 
as  well  as  moving  costs,  furniture,  and 
maybe  a  shiny  new  boat  or  recreation- 
al vehicle.  Intense  competition,  says 
James  Croft,  executive  director  of 
Mortgage  Asset  Research  Institute  Inc. 
in  Reston,  Va.,  is  "leading  lenders  to 
say:  'Let's  generate  a  lot  of  volume.' " 

One  sign  that  lending  is  getting  out 
of  hand:  the  surge  in  adjustable-rate 
mortgages    (arms).    The    number   of 


HEAVY  BURDEN 

Home  mortgage  foreclosures  have  hit  an 
all-time  high  and  delinquencies  are  rising 
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A  PERCENT  Q2 

Data:  Mortgage  Bankers  Association 

ARMS,  which  offer  below-market  rates 
for  several  years  before  ratcheting  up 
or  down  has  doubled  in  the  past  year, 
from  10%  to  20%  of  new  mortgages. 
"That  shows  that  people  are  stretching 
to  be  able  to  afford  houses,"  says  Mark 
Zandi,  chief  economist  at  Economy.com 
Inc.  If  interest  rates  go  up,  homeown- 
ers with  arms  may  be  under  unbear- 
able financial  pressure.  Already,  arms 
have  almost  twice  the  delinquency  rate 
as  conventional,  fixed-rate  mortgages. 
The  anything-goes  approach  has  giv- 
en rise  to  a  chorus  of  critics  who 
are  worried  about  the  lack  of  tighter 
lending  requirements.  "The  housing 
market  seems  to  be  doing  so  well  that 


everyone's  losing  their  vigilance,"  says 
Robert  J.  Shiller,  an  economics  profes 
sor  at  Yale  University.  "Downpaymenfc 
are  lower.  Credit  checks  are  lest 
stringent." 

The  upshot  is  that  more  and  mor 
people  can't  afford  their  house  pay 
ments.  Loans  in  the  process  of  fore 
closure  hit  record  levels  in  the  secon 
quarter  of  this  year,  according  to  th 
Mortgage  Bankers  Assn.,  an  indus 
try  trade  group.  Economic  fac 
tors  such  as  rising  unemploy 
U^  ment  account  for  some  o 

these  foreclosures,  expert 
^^k  say.  But  lending  tactic; 
themselves  probably  plaA 
a  larger  role.  "New  loai 
products  have  been  put 
out  on  the  market  t< 
get  folks  in  homes,' 
says  Phil  Colling,  ai 
economist  at  the  Mort 
gage  Bankers  Assn.  Delin 
quencies — home  loar 
payments  that  are  a^ 
least  30  days  past 
due — have  also  riser 
dramatically.  "We're  seeing  a  lot  of  peo: 
pie  who  are  delinquent  on  first,  sec; 
ond,  or  third  mortgages  and  credit 
cards  as  well,"  says  Daniel  Fenton,  dh 
rector  of  housing  at  the  National  Foun- 
dation for  Credit  Counseling,  a  nom 
profit  network  of  debt  counselors. 

Indeed,  mortgage  lenders  have  be- 
come so  aggressive  that  even  home 
buyers  with  poor  credit  records  are 
winning  loan  approvals  that  would  have 
never  been  made  in  more  conservative 
times.  The  easy  cash  is  also  allowing 
people,  even  those  with  good  credit 
to  plunk  money  down  on  more  house 
than  they  can  afford.  According  to  fi- 
nancial experts,  the  total  monthly  hous 
ing  outlay  shouldn't  exceed  28%  ol 
a  household's  gross  income.  But 
now,  people  are  spending  as  much  at 
42%.  And  according  to  the  Federal 
Reserve,  Americans  on  average 
hold  just  55%  of  equity  in  theii 
homes — the  lowest  ownership  share 
on  record. 

That's  why  some  critics  say  it  is  high 
time  that  lenders  examine  their  alluring 
but  risky  mortgage  come-ons.  "Lenders 
who  turn  cautious  last  in  a  frothy  mar- 
ket are  burned  first,"  warns  Zandi.  Ol 
course,  that  goes  for  borrowers  as 
well — even  if  they  "easily  qualify!" 

By  Marcia  Vickers  in  New  York 


"We're  seeing  a  lot  of  people  who  are  delinquent  on  first,  second,  or  third 
mortgages  and  credit  cards  as  well,"  says  a  debt  counselor 
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News:  Analysis  &  Commentary 


COMMENTARY 


By  Anthony  Bianco 


THE  FALL  OF  AN  ICON 


Like  old  soldiers,  ex-CEOs  used  to 
just  fade  away.  Reginald  H. 
Jones,  who  retired  as  ceo  of 
General  Electric  Co.  in  1981,  is  still 
going  strong  at  age  84,  but  you 
wouldn't  know  that  from  reading  the 
newspapers.  By  contrast,  Jack 
Welch,  Jones's  successor,  has  de- 
scended from  America's  loftiest 
executive  perch  directly  into 
tabloid  hell.  A  headlong  extra- 
marital affair  led  to  a  messy  di- 
vorce battle,  which  exposed  the 
details  of  the  lavish  retirement 
perks  that  ge  had  awarded 
Welch  under  a  1996  contract.  On 
Sept.  7,  the  one-year  anniversary 
of  Welch's  retirement,  the  front 
page  of  the  New  York  Daily 
News  featured  his  smiling  mug 
under  the  headline:  "Greed!" 

Welsh,  66,  hasn't  exactly  cov- 
ered himself  in  glory  of  late,  it's 
true.  But  the  growing  backlash 
says  as  much  about  how  radically 
the  business  world  has  changed  as 
it  does  about  the  man's  personal 
peccadilloes.  After  a  year  of  unre- 
lenting corporate  scandal,  toler- 
ance of  ceo  self-aggrandizement  is 
so  low  that  even  Welch,  once 
crowned  the  "Manager  of  the  Centu- 
ry," has  become  a  target  of  resent- 
ment and  revisionism. 

In  the  end,  Welch  might  well  de- 
cide that  he  can  get  by  without  the 
$80,000-a-month  Manhattan  apart- 
ment GE  provides  him,  complete  with 
food,  wine,  flowers,  and  toiletries.  He 
might  buy  his  own  tickets  to  the 
U.  S.  Open  and  ballgames  at  Yankee 
Stadium  and  Fenway  Park.  He 
might  even  reimburse  his  ex-employ- 
er for  continued  use  of  its  fleet  of 
jets.  But  his  response  to  the  flap 
over  the  perks  was,  in  essence:  I  de- 
serve them.  "During  my  full  tenure," 
he  noted,  "ge's  market  capitalization 
increased  by  $400  billion,  with  share- 
owners — including  myself — our  em- 
ployees, retirees,  and  the  like  bene- 
fitting greatly."  Of  course,  he  was 
first  in  line  on  payday,  retiring  with 
$880  million  in  ge  shares. 

Not  long  ago,  the  invocation  of  a 
capital  gain  of  such  magnitude  would 
have  silenced  all  but  the  most  critical 
corporate  governance  advocates;  dur- 


ing the  boom  years,  investors  largely 
ignored  ceo  excess  as  long  as  they 
got  theirs,  too.  But  those  days  are 
gone.  Welch's  rationale  fell  flat  even 
with  many  of  his  peers.  "I've  been 
getting  a  lot  of  calls  from  ceos  who 
admired  Welch  but  are  really  con- 
fused and  disappointed  right  now," 


Welch's  wife  splitting 

I  a  <  >K Ur*.' affair » illi  editor  fQUksA  M.niilal 


"i 


says  Jeffrey  A.  Son- 
nenfeld,  who  runs  the  Chief  Ex- 
ecutive Leadership  Institute  at  the 
Yale  School  of  Management.  The  con- 
sensus view,  Sonnenfeld  adds,  is  that 
"Welch's  performance  [as  ceo]  was 
great,  but  he  was  well  and  fully  re- 
warded on  the  job." 

During  the  1980s  and  1990s,  busi- 
ness and  the  press  collaborated  in 
the  creation  of  a  mythical  creature — 
the  Superstar  ceo,  epitomized  by 
Welch.  Superstar  ceos  were  deemed 
capable  of  singlehandedly  revolution- 
izing companies  with  tens  or  even 


hundreds  of  thousands  of  employees. 
Boards  were  so  eager  to  reward 
their  star  executives  that  they 
agreed  to  let  them  continue  feeding 
at  the  corporate  trough  even  after 
they  retired,  for  life  in  some  cases. 
"The  level  of  perks  given  ceos 
should  not  come  as  a  surprise,"  says 
Rakesh  Khurama,  Harvard  Business 
School  professor  and  author  of 
Searching  for  a  Corporate  Savior. 
"The  ceo  as  charismatic  leader  is  re- 
quired to  have  all  these  things  to 
prove  his  god-like  powers,  just  like 
shamans  had  their  masks  and 
amulets  and  the  like." 

That  may  be  a  bit  of  a  stretch, 
but  after  seven  years  of  research, 
Khurama  seems  justified  in  conclud- 

OVER  THE  TOP?  Amid  the  business 
backlash,  Welch's  perks  have 
become  a  target  of  resentment 

ing  that  the  Superstar  ceo  is 
more  a  curse  than  a  blessing. 
"You  may  get  a  temporary 
burst  of  performance  under  a 
charismatic  ceo,  but  they 
tend  not  to  do  a  company  any 
good  in  the  long  run."  Welch  is 
generally  presumed  to  be  an 
exception  to  this  rule,  but  his 
legacy  has  been  called  into 
question  over  the  past  year  by 
criticism  of  ge's  accounting  and 
its  reliance  on  acquisitions  to 
spur  growth.  Welch's  name  is  con- 
spicuously absent  from  the  list  of 
/    the  10  greatest  ceos  of  the  20th 
Century  compiled  by  Jim  Collins, 
the  author  of  Good  to  Great.  "Jack 
Welch  did  not  make  ge  great.  GE 
was  already  great,"  Collins  says. 

Collins  says  that  Welch  still  could 
make  his  list  if  GE  excels  under  his 
successor,  Jeffrey  R.  Immelt. 
"Welch's  report  card  does  not  come 
in  until  Immelt  exceeds  him," 
Collins  contends.  In  the  meantime, 
the  ex-CEO  could  only  help  himself 
by  renouncing  all  those  perks  he  can 
clearly  pay  for.  He  should  also  ask 
his  old  mentor,  Reg  Jones,  for  ad- 
vice on   lowering  his  post-retire- 
ment profile. 

Senior  Writer  Bianco  covers  Cor- 
porate America  from  New  York. 
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News:  Analysis  &  Commentary 


COMMENTARY 


By  Timothy  J.  Mullaney 


OPTIONS:  CLEARING  THE  FOG  FOR  INVESTORS 


In  the  wake  of  corporate  scandals 
and  cooked  books,  investors  and 
regulators  are  clamoring  for  clear, 
uniform,  and  credible  accounting. 
For  tech  companies,  that  means 
coming  to  terms  with  the  out-of- 
favor  currency  of  the  bull-market 
era:  stock  options. 

To  hear  accounting  reformers  tell 
it,  tech  companies  have  gotten  away 
with  stockholder  murder  by  using 
options  as  free  money,  a  form  of  pay 
that  magically  doesn't  appear  on  in- 
come statements.  Their  answer  is 
for  companies  to  come  clean  on  op- 
tions: Swallow  hard  and  report  them 
as  expenses. 


count  on:  Instead  of  expensing  op- 
tions, include  them  in  the  share  count 
used  to  calculate  earnings  per  share. 
Net  income  wouldn't  change.  This 
idea  may  not  seem  tough  enough  to 
some  investors.  But  its  virtues  are 
accuracy  and  simplicity.  It  tells  in- 
vestors how  much  of  their  company 
and  its  cash  the  option  holders  could 
claim,  without  exaggerating. 

This  would  require  a  change  in  ac- 
counting rules.  Today,  compa- 
nies try  to  come  close  to 
such  a  figure  by  report- 
ing earnings  on  a  ful- 
ly diluted  per-share 
basis.  But  those  fig- 


„        A  Bet*er  Accounting  Method    ^ 

IF  OPTIONS  ARE  EXPENSED    IF  OPT.ONS  ONLY  DILUTE  SHARES 


COMPANY 


^lEBELSYSTEMS 


EARNINGS  AS  REPORTED 
(PER  SHARE) 

$9oTmiilion 
_J340) 

$254.6  million 
_J560) 

$l40Trn]iiion 
_(660) 

$7.8  billion 
J$U5) 

$1.2  billion 
(480) 


Is  this  a  move  to  clarity?  As  a 
matter  of  fact,  no.  Instead,  it  could 
undermine  the  very  transparency 
that  the  markets  are  demanding.  Op- 
tions expensing  exaggerates  what 
options  really  cost.  The  method  is 
too  complex  for  most  investors  to  un- 
derstand and  will  result  in  companies 
devising  their  own  standards  for  re- 
porting earnings — exactly  what  re- 
formers don't  want. 

Here's  the  real  way  to  give  in- 
vestors no-bull  numbers  they  can 


ures  exclude  options  whose  strike 
prices  are  higher  than  the  price  of 
the  company's  stock.  In  today's  de- 
pressed market,  loads  of  these  shares 
go  uncounted.  Using  all  the  options — 
let's  say,  producing  a  superdiluted 
earnings  per  share  figure — would 
highlight  the  potential  impact  of 
new  shares  should  the  other  options 
come  into  the  money.  That  would 
cut  earnings  per  share  by  15%  to 
20%  at  most  tech  companies,  while 


net  income  would  stay  the  same. 

The  advantage  is  more  accurate 
numbers.  Look  at  Siebel  Systems 
Inc.,  a  San  Mateo  (Calif.)-based  mak- 
er of  sales-force  automation  software 
and  one  of  tech's  most  aggressive  op- 
tion issuers.  Last  year,  Siebel  made 
$254.6  million,  or  56#  per  share.  In- 
cluding all  options  in  the  share  count, 
the  same  profit  would  have  been  33tf 
a  share,  about  40%  lower.  That's  fair 
because  Siebel's  options,  if  all 
were  exercised,  would  also 
boost  the  share  count  by 
about  40%.  And  as  oppo- 
nents of  expensing  op- 


tions have  pointed  out, 
they  don't  cost  the  com- 
pany a  cent  in  cash.  But 
if  Siebel  had  expensed  op- 
tions instead,  it  would  have 
reported  a  $467  million  loss,  or 
$1.02  a  share — even  though 
Siebel  generated  $593  million 
in  cash. 

Indeed,  expensing  options  of- 
ten produces  profit  numbers 
wildly  out  of  whack  with  cash 
flow  although  the  two  numbers 
ought  to  move  in  tandem.  Last 
year,  for  instance,  eBay  Inc. 
turned  $748  million  in  sales  into 
$252  million  in  operating  cash 
flow.  If  eBay  had  expensed  op- 
tions, it  would  have  posted  a 
$14.5  million  loss,  not  the  $90.4 
million  profit  it  actually  reported. 
Why?  Mostly  because  the  formu- 
las for  expensing  options  penalize 
volatile  stocks — even  though 
eBay's  profit  growth  was  rock 
solid.  Stock  volatility  doesn't  al- 
ter the  economics  of  a  business. 
So  why  should  it  drive  earnings? 

Tech  can  take  the  the  high  road 
by  selling  the  Financial  Accounting 
Standards  Board  on  a  rule  that  rec- 
ognizes superdilution  as  the  best 
way  to  disclose  and  explain  options. 
It's  simple.  It  produces  numbers  that 
are  actually  true.  Isn't  that  the  point 
of  reform? 

Mullaney  covers  tecfuwlogy  finance 
from  New  York. 
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FORD  IS  RUNNING 
A  BIT  SMOOTHER 

FINALLY,  A  LITTLE  GOOD  NEWS 

at  Ford  Motor.  After  last 
year's  meltdown,  when  it  lost 
$5.5  billion,  Ford  told  ana- 
lysts on  Sept.  9  that  it  would 
earn  a  slim  profit  in  the 
third  quarter.  That's  in  lieu 
of  the  $182  million  loss  the 
Street  had  predicted.  Ford 
executives  say  the  company's 
cost-cutting  efforts,  which  in- 
clude some  layoffs  earlier  in 
the  year,  have  worked  their 
way  to  the  bottom  line. 
Heavy  incentive  spending 
also  boosted  sales  in  the 
quarter.  As  a  result,  Wall 
Street  analysts  raised  their 
earnings  projections  for  the 
year  to  about  $690  million, 
up  from  $546  million  previ- 
ously. The  stock  moved  on 
the  news,  rising  600,  to 
$10.80  a  share.  But  investors 
still  aren't  convinced.  Why 
not?  Many  are  still  worried 
that  Ford's  sales  and  mar- 
ket share  will  be  down  for 
the  full  year.  Says  Burnham 


CLOSING    BELL 


WILD  BLUE 

JetBlue  Airways  shares  took 
off  on  the  two  trading  days 
endedSept.il,  rising  12% 
to  $44.72.  Investors  lifted 
the  stock  after  the  discount 
carrier  shelved  plans  for 
a  secondary  stock  offering 
that  would  have  diluted 
per-share  earnings.  JetBlue 
went  public  on  Apr.  12  at 
$27  a  share. 
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Data:  Bloomberg  Financial  Markets 


Securities  analyst  David 
Healy:  "There's  still  a  lot  of 
pessimism  about  Ford." 

GENENTECH'S 
LATEST  SETBACK 

IT  HAS  BEEN  A  ROUGH  YEAR 

for  Genentech.  The  latest  dis- 
appointment came  on  Sept. 
9,  when  it  announced  that 
clinical  trials  for  Avastin,  an 
experimental  cancer  drug, 
had  fallen  short  of  expecta- 
tions. The  biotech  giant  had 
hoped  Avastin  would  prolong 
the  lives  of  women  with  late- 
stage  breast  cancer  by  slow- 
ing the  growth  of  tumors. 
But  none  of  the  462  patients 
in  the  study  showed  mean- 
ingful benefits.  The  setback 
comes  at  a  bad  time.  In  June, 
a  jury  ordered  Genentech  to 
pay  $500  million  in  a  con- 
tract-dispute case.  The  com- 
pany is  appealing  the  verdict. 

DISNEY  INVESTORS 
GET  THEIR  SAY 

WALT  DISNEY   CEO   MICHAEL 

Eisner  will  probably  get  an 
earful  on  Sept.  13,  when  he 
meets  with  the  company's 
large  investors  in  New  York. 
Eisner  is  under  pressure  to 
increase  Disney's  stock  price 
or  face  a  possible  ouster,  as 
the  company  struggles  with 
weak  attendance  at  its  theme 
parks  and  poor  ratings  on  its 
ABC  TV  network.  The  meet- 
ings— of  investors,  Eisner, 
and  Disney  CFO  Tom  Staggs 
— which  company  executives 
call  "routine,"  come  10  days 
before  the  board  considers 
cutting  its  own  size  and  oth- 
er measures  to  improve  gov- 
ernance, including  removing 
insiders  from  most  board 
committees. 


QWEST  PULLS  IN 
ITS  HORNS 

QWEST  COMMUNICATIONS  IN- 
ternational,  the  troubled  Den- 
ver phone  giant,  withdrew  its 


HEADLINER:   CHARLES    PRINCE 


During  a  recent  Citigroup 
shareholder  meeting,  ceo 
Sanford  Weill  grew  weary 
of  fielding  questions.  After 
assuring  activists 
that  he  heard  their 
concerns,  Weill 
urged  them  to 
write  Charles 
"Chuck"  Prince 
III.  That  got  a 
laugh,  but 
Prince's  role  as  a 
problem-solver  is 
no  joke.  The  trouble 
shooting  lawyer,  who  has 
worked  with  Weill  for  23 
years,  was  named  head  of 
Salomon  Smith  Barney, 
Citi's  investment  bank,  on 
Sept.  8.  Salomon  is  being 
investigated  for  conflicts  of 
interest  by  Congress  and 
the  New  York  Attorney 
General's  office. 


Don't  underestimate 
Prince's  influence  on  gov- 
ernment types.  He  per- 
suaded the  New  York 
State  Banking  Dept. 
to  O.  K.  Citi's  pur- 
chase of  subprime 
lender  Associates 
First  Capital  by 
vowing  Citi 
would  curb 
predatory  lend- 
ing. And  he  sold 
Congress  on  the 
then-illegal  merger  of 
Citi  and  Travelers  by 
promising  more  customer 
value.  Such  powers  of  per- 
suasion should  prove  cru- 
cial as  he  tackles  Job  One 
in  his  new  post:  cutting 
deals  with  investigators  to 
put  the  embarrassing  and 
costly  probes  behind  Citi. 
Heather  Timmons 


applications  to  provide  long- 
distance phone  service  in  nine 
states,  citing  Federal  Com- 
munications Commission  con- 
cerns about  its  accounting. 
Qwest  is  under  investigation 
by  the  Securities  &  Exchange 
Commission  and  the  Justice 
Dept.  for  financial  decisions 
made  by  prior  management. 
Qwest  is  the  only  Baby  Bell 
that  hasn't  received  permis- 
sion to  sell  long-distance  serv- 
ice in  its  local  region.  The 
company  expects  to  refile  its 
applications  later  this  month. 

A  FRESH  STEW 
FOR  MARTHA 

THE   U.S.  JUSTICE  DEPT.  WILL 

look  into  whether  Martha 
Stewart  misled  Congress — in 
addition  to  probing  whether 
she  illegally  sold  shares  in  Im- 
Clone  Systems  last  December. 
The  expanded  investigation 
follows  the  Sept.  10  an- 
nouncement from  the  House 
Energy  &  Commerce  Com- 


mittee that  it  will  not  subpoe 
na  the  ceo  of  Martha  Stewar 
Living  Omnimedia  to  testifj 
about  insider-trading  allega 
tions.  Investors  viewed  thi: 
as  good  news,  pushing  uj 
shares  17%.  But  the  commit 
tee  also  said  it  was  requesting 
that  the  Justice  Dept.  wider 
its  probe  by  looking  intc 
whether  Stewart  lied  to  Con 
gress  earlier  in  the  summer 
Stewart,  the  doyenne  of  al 
things  domestic,  is  a  friend  o: 
ImClone  ex-CEO  Samuel  Wak 
sal,  who  has  been  indicted  or 
insider-trading  charges. 


ET  CETERA . . . 

■  AOL  Time  Warner  said  its 
aol  unit  would  continue  tc 
suffer  from  slow  advertising 

■  The  FDA  demanded  that  Al- 
lergan  halt  potentially  mis- 
leading Botox  advertising. 

■  The  Milton  Hershey  Trust 
asked  to  lift  an  order  barring 
the  sale  of  Hershey  Foods 
without  court  approval. 
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ILL 


A  mile  of  highway 
gets  you  one  mile. 

A  mile  of  runway 
gets  you  anywhere 


If  the  airplane  you  see  flying  overhead  is  not  an  airliner  or  a  part 
of  the  military,  then  it's  a  part  of  an  airborne  community  known 
as  General  Aviation.  Our  small  personal  and  business  aircraft 
play  an  essential  role  in  our  nation's  business  and  economy. 
General  Aviation  airplanes  transport  almost  150  million 
people  and  tens  of  millions  of  overnight  packages  annually  to  over  5,400  airports  across 
the  country . . .  most  of  which  are  not  serviced  by  the  major  airlines. 


To  learn  more  about  General  Aviation: 

www.GAservingamerica.org 


AOR& 


Aircraft  Owners  and  Pilots  Association 


lift 
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CAN  U.S.  FARMERS  BREAK  OPEN 
TRADE  WITH  CUBA? 


When  Congress  cracked  open  the  door  to  Cuba  in  2000 
by  allowing  food  exports,  it  looked  as  though  nothing 
had  really  changed.  That's  because  U.S.  banks  were 
still  barred  from  financing  those  exports,  and  a  prickly  Pres- 
ident Fidel  Castro  vowed  to  purchase  "not  one  grain  of 
American  rice."  Then  along  came  Hurricane  Michelle,  devas- 
ating  the  Cuban  harvest  last  November,  and  Castro  tapped 
French  banks  for  the  money  to  start  buying  $122  million 
worth  of  U.  S.  crops. 

Now,  as  cash  registers  ring,  Congress  is  pushing  the  door 
jpen  wider.  In  July,  the  House  passed  a 
spending  measure — by  a  comfortable  308- 
121 — that  would  effectively  cripple  the  Trea- 
sury Dept.'s  enforcement  of  the  U.  S.  bank-fi- 
nancing ban,  as  well  as  travel  restrictions. 

That  has  left  anti-Castro  forces  struggling 
:o  save  what's  left  of  the  40-year-old  trade 
embargo.  Demanding  reforms  in  Cuba  "seems 
to  be  of  no  interest  to  our  colleagues,"  lament- 
_i  Representative  Ileana  Ros-Lehtinen  (R- 
Fla.)  on  Sept.  6,  as  she  announced  that  Con- 
gress' beleaguered  anti-Castro  forces  were 
switching  from  a  moral  and  political  argu- 
ment to  an  economic  one:  Castro  can't  or 
won't  pay  his  creditors. 

Anti-Castro  Cuban-Americans,  a  depend- 
able voting  bloc,  are  also  turning  up  the  heat 
jmi  Bush  brother  Jeb  as  he  seeks  a  second  term  as  governor 
bf  Florida.  So  even  though  House  Republicans  increasingly 
Bee  Havana  as  more  a  market  than  an  enemy,  the  White 
House  is  threatening  a  veto  of  the  pro-trade  spending  bill. 
George  W.  Bush's  first  Presidential  veto  would  serve  to  make 
one  very  clear  point:  The  Bush  family  doesn't  like  Castro. 

Nevertheless,  the  momentum  is  with  the  free  traders.  De- 
spite the  ban  on  U.S.  bank  financing,  Cuba  last  year  be- 
came the  52nd-largest  market  for  U.  S.  farm  goods,  up  from 
228th  in  2000,  according  to  the  U.S.-Cuba  Trade  &  Econom- 


ROS-LEHTINEN:  Pro-embargo 


ic  Council,  a  business  group.  On  Sept.  17,  the  American 
Farm  Bureau  Federation  will  co-sponsor  a  "National  Summit 
on  Cuba"  at  the  National  Press  Club  in  Washington.  And  in 
late  September,  Havana  will  host  the  first  U.  S.  food  exhibi- 
tion, with  nearly  250  companies  from  32  states  participating, 
including  such  agriculture  giants  as  Archer  Daniels  Midland, 
Cargill,  and  PepsiCo's  Quaker  Oats. 

Free-trade  supporters  also  figure  the  President  may  be  less 
likely  to  wield  the  veto  pen  if  the  spending  bill  gets  put  off 
until  a  postelection  lame-duck  session.  Another  reason  for  the 
anti-Castro  forces  to  despair:  Senator  Jesse 
Helms  (R-N.  C),  senior  Republican  on  the 
Senate  Foreign  Relations  Committee  and  au- 
thor of  the  harshest  anti-Cuba  measure  of  all, 
the  Helms-Burton  Act,  retires  this  year. 

Pro-embargo  forces  acknowledge  that  they 
are  fighting  a  losing  battle  against  the  armies 
of  the  Farm  Belt.  Not  even  the  White  House 
has  found  a  way  to  explain  why  free  trade 
makes  for  good  relations  with  Beijing  and 
Hanoi  but  not  Havana.  "People  ask  me  about 
our  Cuba  trade  policy,  and  I  tell  them  we 
don't  have  a  policy.  What  we  have  is  poli- 
tics," says  former  U.S.  Trade  Representative 
Charlene  Barshefsky.  "If  the  Cuban-Ameri- 
can population  had  settled  in  Vermont,  with 
"  just  3  electoral  votes,  instead  of  Florida,  with 
26,  we'd  have  trade  relations  with  Cuba  today." 

For  Jeb  Bush,  the  upcoming  farm  show  in  Havana  at 
least  provided  him  with  the  opportunity  to  write  to  Min- 
nesota Governor  Jesse  Ventura  on  Sept.  2,  urging  him  not  to 
lead  a  state  delegation  of  farmers  to  Cuba.  "Now  is  not  the 
time  to  encourage  expanded  trade,"  warned  Governor  Bush  in 
a  letter  quickly  released  to  anti-Castro  groups.  Ventura  said 
he  would  go  anyway.  And  why  not?  He's  not  running  for  re- 
election, and  in  Minnesota,  Cuba  is  just  another  market. 

By  Paul  Magnusson 


CAPITAL  WRAPUP 


SECRETARY  SCHWAB? 

►  After  his  boffo  performance  at 
President  Bush's  Waco  (Tex.)  econom- 
ic summit  last  month,  Charles  R. 
Schwab  is  being  floated  as  a  possible 
successor  to  Paul  H.  O'Neill  if  the 
Treasury  Secretary  steps  down  after 
the  November  elections.  At  Waco, 
Bush  cheered  proposals  by  Schwab, 
chairman  of  the  discount  brokerage, 
to  increase  the  capital  losses  investors 
can  write  off,  from  $3,000  to  $20,000, 
and  to  end  the  so-called  double  taxa- 
tion of  dividends.  Schwab  has  sterling 


GOP  credentials.  His  company  and  em- 
ployees forked  over  $735,970  to  candi- 
dates and  parties  in  2000,  91%  of  it  to 
Republicans,  according  to  the  nonpar- 
tisan Center  for  Responsive  Politics. 
And  he  gave  $100,000  for  Bush  inau- 
gural festivities. 

NARROWING  SEARCH 

►  John  H.  Biggs,  the  outspoken  retir- 
ing chairman  of  giant  pension  fund 
TIAA-CREF,  is  emerging  as  the  likely 
choice  to  chair  the  new  accounting 
oversight  board.  That  should  please 
corporate-governance  activists,  be- 


cause Biggs  has  stumped  hard  for 
corporate  accountability  and  board- 
room reforms.  Another  reformer  fa- 
vorite, former  Fed  Chairman  Paul  A. 
Volcker,  took  himself  out  of  the  run- 
ning to  head  the  Public  Company  Ac- 
counting Oversight  Board,  established 
by  the  Sarbanes-Oxley  Act  in  re- 
sponse to  audit  failures  at  Enron  and 
other  collapsed  companies.  Still  to  be 
settled:  How  Biggs  and  sec  Chairman 
Harvey  L.  Pitt  will  share  power  in 
picking  four  other  members  for  the 
board,  which  the  SEC  is  required  to 
appoint  by  Oct.  28. 


M 
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Edmund  Stoiber 
may  not  be  the 
economic  savior 
Germany  hopes  for 

Germany's  economy  may  be  sput- 
tering, but  there's  no  sign  of  that 
on  Munich's  Maximilienstrasse. 
The  bmws  and  Porsches  purr  past 
luxury  hotels  and  tony  shops  selling  es- 
sentials such  as  exotic  tea,  grand  pianos, 
and  fur  coats.  And  the  wealth  isn't  just  a 
veneer.  Unemployment  in  Munich,  the 
capital  of  Bavaria,  is  a  mere  3.9%,  com- 
pared with  9.6%  nationwide.  If  Bavarian 
Prime  Minister  Edmund  Stoiber  unseats 
Social  Democratic  Party  (sdp)  Chancellor 
Gerhard  Schroder  in  national  elections 
on  Sept.  22,  this  prosperity  will  be  why. 
Thanks  to  his  record  in  Bavaria,  which 
has  grown  faster  than  the  country  as  a 
whole  for  much  of  his  nine  years  in  of- 
fice, Stoiber  enjoys  an  image  as  a  good 
economic  manager  who  could  jolt  the  na- 
tion out  of  its  rut.  "Stoiber  has  proved, 
as  prime  minister  of  Bavaria,  that  he 
can  solve  these  problems  better,"  says 
Hans-Wolfgang  Boch,  a  53-year-old  high 
school  teacher  who  was  attending  a 
Stoiber  rally  being  held  in  Frankfurt. 

With  the  election  too  close  to  call, 
Stoiber  may  yet  have  his  chances  to 
show  his  skills  in  the  national  arena. 
True,  as  the  campaign  heads  into  its  final 
week,  Schroder  has  again  seized  the  ini- 
tiative by  staking  out  his  firm  opposi- 
tion to  a  U.  S.  invasion  of  Iraq.  Stoiber  is 
scrambling  to  respond.  But  he  and  his 
aides  are  also  doing  their  best  to  refocus 
voters  on  the  economic  issues.  Many  poll- 
sters say  that,  come  election  day,  Ger- 
mans will  be  more  concerned  about  jobs 
than  Saddam  Hussein. 

But  if  Stoiber  wins,  enthusiasm  for 
his  economic  record  may  well  prove  mis- 
placed. The  global  recession  is  knocking 
the  wind  out  of  Bavaria's  economy, 
throwing  doubt  on  its  usefulness  as  a 
model.  Growth  fell  from  4.3%  in  2000  to 
0.9%  last  year.  That  was  a  steeper  de- 
cline than  in  the  rest  of  Germany,  which 
fell  from  2.9%  to  0.6%.  And  while  Stoiber 
promises  to  cut  taxes,  slash  bureaucracy, 
and  deregulate  the  labor  market,  a  look 
at  his  program,  his  biography,  and  his 
record  in  politics  show  that  he  is  closely 
tied  to  the  status  quo.  His  economic 
views  are  rooted  in  the  paternalistic,  in- 
terventionist tradition  of  postwar  Ger- 
many. As  recently  as  Sept.  5,  a  top 
Stoiber  aide  negotiated  loans  allowing 
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Grundig,  a  chronically  unprofitable  Bavar- 
ian maker  of  consumer  electronics,  to 
stay  in  business.  Such  rescues  convince 
many  observers  that,  if  elected,  Stoiber  is 
likely  to  tweak  the  system,  not  revolu- 
tionize it. 

Reasons  for  the  economy's  sluggish- 
ness are  well  documented:  a  social  safe- 
ty net  that  protects  Germans  from  the 
worst  effects  of  global  capitalism  but 
hobbles  business  with  high  taxes  and 
inflexible  labor  rules.  There's  little  evi- 
dence Stoiber,  who  declined  requests 
for  an  interview,  wants  to  make  big 
changes,  especially  in  a  period  of  global 
volatility.  "Both  Schroder  and  Stoiber 
have  a  deep-rooted  distrust  of  free  mar- 
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kets  and  the  functioning  of  competition 
says  Munich  management  consultar 
Roland  Berger,  who  has  advised  bot 
men  on  economic  policy. 

Anyone  who  expects  a  revolutio 
from  Stoiber  should  visit  Oberaudorf, 
village  near  the  Austrian  border  sur 
rounded  by  steep  mountain  peaks.  Her 
Stoiber  was  born  and  grew  up  in  th 
lean  years  after  World  War  II.  In  th 
March  town  council  elections,  the  cor 
servative  Christian  Social  Union  (csu 
which  Stoiber  heads,  outpolled  the  cer 
ter-left  Social  Democratic  Party  5  to  ] 
Yet  in  European  politics,  the  label  "cor 
servative"  doesn't  mean  anti-governmeni 
Asked  if  Parliament  should  roll  baa 


LABOR  MARKET 


Reduce  or  eliminate  taxes  and  social  security 
payments  for  low-wage  workers;  make  it  easier  t 
temporary  employees  and  self-employed  contrac 
Might  loosen  the  German  job-protection  law 
but  not  dismantle  it. 


Subsidize  low-wage  workers  and  put 
more  pressure  on  unemployed  to  ac- 
cept low-paying  jobs  or  move  to 
where  there  is  work.  Job  protection 
law  untouchable. 


I 
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BOYHOOD  HOME: 

Stoiber  is  rooted 
tradition  of 
rentionism 


laws  that  make  it 
hard  for  employers 
to  lay  off  workers, 
Deputy  Mayor  Horst 
~~  ~  Ritter,  chairman  of 

\  the  Oberaudorf  chapter  of  the  csu  party, 
[shakes  his  head  doubtfully.  "That's  a  so- 
cial question,"  says  Ritter. 

As  an  adult,  Stoiber  has  remained  im- 
mersed in  this  mix  of  traditional  social 
lvalues  and  big  government.  In  fact,  all  of 
his  career  has  been  spent  in  the  public 
sector.  In  1971,  after  finishing  his  law 
studies,  Stoiber  worked  at  the  Bavarian 
Ministry  for  Regional  Development  & 
Environment,  rising  to  chief  of  staff  in 
j  the  minister's  office.  In  1974,  he  was 
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elected  to  the  state  parliament, 
representing  Wolfratshausen,  a 
community  15  miles  south  of  Mu- 
nich, where  Stoiber  and  his  family 
still  occupy  half  of  a  modest  two- 
family  house.  In  1978,  he  became 
general  secretary  of  the  csu, 
which  operates  only  in  Bavaria 
but  campaigns  jointly  with  the 
center-right  Christian  Democratic  Union 
on  the  national  level.  "Stoiber  is  a 
Bavarian  politician  in  heart  and  soul," 
says  Paul  Brauner,  deputy  mayor  of 
Wolfratshausen. 

In  1993,  Stoiber  won  a  nasty  intra- 
party  battle  to  become  Bavaria's  prime 
minister.  The  region's  success  since  then 
accounts  for  much  of  Stoiber's  reputa- 
tion as  an  economic  manager.  He  cer- 
tainly deserves  some  credit  for  Bavaria's 
superior  performance.  He  took  money 
raised  from  privatizing  state-owned  util- 
ities and  used  it  to  finance  tax  breaks 
and  low-cost  loans  for  software  and 
biotech  companies.  Stoiber  eased  permit 
approvals  and  installed  ombudsmen  in 


TAXES 


nises  major  tax  cuts  by 
4  and  would  give 
Her  companies 
same  breaks  as  big 
orations 

yed  planned  tax  cuts 
jay  for  reconstruction 
r  summer  floods 

RODER 


SUBSIDIES 


Unlikely  to  make  signifi- 
cant cuts  in  subsidies  to 
ailing  businesses  and 
interest  groups  such 
as  farmers 

Favors  elimination  of 
farm  subsidies  but  has 
continued  to  subsidize 
coal  and  other  dying 
industries 


FOREIGNERS 


Tighten  restrictions  on 
immigration,  for  exam- 
ple, making  it  more  diffi- 
cult for  foreign  workers 
to  bring  in  their  families 

With  business  support, 
tried  and  failed  to  pass 
law  encouraging  orderly 
immigration  by  skilled 
workers 


local  city  halls  to  help  businesses 
cope  with  red  tape.  The  program 
"works  very  well,"  says  Jochen 
Frings,  director  of  the  regional  office 
of  the  Federal  Association  of  Midsize 
Companies,  an  industry  group. 

Still,  Bavaria  is  a  tiger  only  by 
German  standards.  For  six  years 
out  of  Stoiber's  nine  in  office,  growth 
has  been  2%  or  less.  And  Bavaria  is 
still  home  to  pockets  of  high  unem- 
ployment, particularly  in  industrial 
cities  such  as  Hof,  near  the  Czech 
border.  Hofs  jobless  rate  is  13.5%, 
no  better  than  the  old  steel  towns  in 
northern  Germany.  "It's  not  as  gold- 
en in  Bavaria  as  people  think,"  says 
Renate  Schmidt,  a  Social  Democrat- 
ic leader  who  twice  challenged 
Stoiber  as  Bavarian  prime  minister. 
Schroder's  SDP  has  gleefully  pointed 
out  that  Bavaria  now  has  the 
fastest-growing  jobless  rate  and  is 
among  the  nation's  leaders  in  insol- 
vencies. Stoiber  aides  point  out  that 
Bavarian  joblessness  still  is  lower 
than  the  national  average  and  that  Hof 
suffers  from  low-wage  competition  from 
the  Czechs. 

Moreover,  Stoiber  has  often  betrayed  a 
weakness  for  intervention  that  would 
make  even  a  dirigiste  Frenchman  blush. 
Grundig,  which  has  been  struggling  for 
at  least  a  decade,  is  one  example.  Bay- 
erische  Landesbank,  a  quasi-public  insti- 
tution controlled  by  Stoiber  aides,  lent 
$1.9  billion  to  media  mogul  Leo  Kirch, 
whose  empire  is  now  largely  bankrupt. 
Stoiber  also  tried  to  save  steelmaker 
Maxhutte,  which  finally  closed  down  after 
decades  of  losses. 

Why  is  Stoiber  so  popular  with  busi- 
ness? The  answer  probably  has  more  to 
do  with  attitude  than  accomplishment. 
In  his  campaign  appearances,  Stoiber 
promises  to  slash  unemployment  and  end 
Germany's  status  as  Europe's  economic 
caboose.  "I  trust  Stoiber  to  do  what  he 
says  he'll  do,"  says  Dieter  Frank,  ceo 
of  Frank  Textile  Refining,  in  Geretsried, 
a  community  in  Stoiber's  district. 

Frank's  company  belongs  to  the  fa- 
mous Mittelstand,  the  midsize  compa- 
nies that  provide  70%  of  Germany's  jobs. 
Stoiber  vows  to  roll  back  cuts  in  capital- 
gains  taxes  that  primarily  benefit  big 
corporations,  and  instead  give  the  pro- 
ductive Mittelstand  new  tax  breaks. 
Frank  is  firmly  convinced  that  Stoiber 
would  be  better  than  Schroder,  who  de- 
layed planned  tax  cuts  to  pay  for  flood 
relief.  "Stoiber  would  treat  us  better," 
says  Frank.  Unfortunately,  in  Germany 
that's  not  saying  much. 

By  Jack  Ewing  in  Oberaudorf  with 
Andrea  Zammert  in  Frankfurt 
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BEATING  UP 
THE  BLUE  CHIPS 

Their  stocks  are  sliding  as 
Japan's  banks  sell  off  shares 

When  Toyota  Motor  Corp.'s  top 
brass  met  with  financial  analysts 
at  New  York's  exclusive  Metro- 
politan Club  on  Sept.  6,  they  pulled 
out  all  the  stops.  The  event  began  out- 
side, where  Toyota's  flashy  new  For- 
mula One  race  car  was  parked  next  to 
the  cutting-edge  Prius  electric-gasoline 
hybrid.  Inside,  President  Fujio  Cho 
talked  up  Toyota's  $3.1  billion  annual 
cash  flow,  record  dividends,  and  10% 
share  of  the  global  auto  market. 

But  Cho  &  Co.  couldn't  gloss  over 
one  disturbing  trend:  Despite  record 
earnings  and  a  pledge  to  buy  back  $5 
billion  in  stock  this  year,  Toyota's 
shares  are  down  9.6%  since  January. 
Indeed,  although  Toyota  has  spent  $8.3 
billion  on  share  repurchases  in  the  past 
five  years,  and  although  it  has 
outperformed  the  benchmark 
Nikkei  225  stock  index,  its  stock 
trades  lower  today  than  it  did  in 
1997.  A  primary  culprit:  the  sell- 
ing of  shares  by  Japan's  troubled 
big  banks,  which  held  16%  of  Toy- 
ota a  year  ago  but  which  now 
hold  only  12%. 

It's  not  just  Toyota's  problem, 
either.  Other  Japanese  blue  chips 


reduced  their  stake  in  Honda  Motor  to 
9.7%  from  10.7%  over  the  same  period, 
according  to  hsbc  Securities.  The  result 
is  a  situation  that  exposes  just  how  dys- 
functional Japan's  financial  system  is — 
and  how  Tokyo's  economic  turmoil  could 
inflict  a  lot  more  damage  on  investors 
before  its  slow-motion  crisis  is  resolved. 
Granted,  sales  by  banks  are  not  the 
only  factor  depressing  prices:  Some  of 
these  companies  face  operating  chal- 
lenges. But  they're  a  key  reason  even 
blue  chips  aren't  immune  to  Tokyo's 
market  woes.  "Bank  unwinding  will  con- 
tinue to  be  a  drag  on  the  market,"  says 
Garry  Evans,  an  equity  strategist  at 
hsbc  Securities. 

Here's  how  the  best  companies 
Japan  Inc.  has  to  offer  are  getting 
hammered.  Japan's  banks,  as  everyone 
now  knows,  are  in  terrible  straits,  sit- 
ting on  bad  debts  exceeding  $600  bil- 
lion. The  banks  also  hold  stock  portfo- 
lios worth  some  $237  billion.  They  need 
to  raise  cash  to  shore  up  their  reserves 
and  offset  the  bad  loans.  And  they 
must  meet  a  2004  regulatory  deadline 
to  reduce  drastically  the  amount  of  cap- 
ital they  hold  in  stocks:  Policymakers  at 
the  watchdog  Financial  Services 
Agency  have  been  prodding  the  banks 
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The  Tokyo  market  hits  new  lows  with  Japanese 
banks  cashing  out  of  top  companies'  shares 
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to  seek  a  better  return  on  as| 
sets,  reduce  exposure  to  stoe 
market  swings,  and  end  thos 
unholy  alliances  in  which  th 
banks  would  often  hold  share 
in  a  company  and  extend  loan 
to  the  same  company. 

Over  the  long  run,  the  pro 
gram  is  sound  policy.  Japan': 
banks  need  to  be  free  an 
clear  of  the  cross-sharehold 
ings  that  have  clouded  thei 
judgment  in  making  loans.  Bu 
it's  the  short  run  that's  scarin 
the  socks  off  investors  an 
pounding  Japan's  blue  chips 
As  the  banks  have  steadibl 
unloaded  their  shares,  the 
have  helped  sink  the  Nikk 
225  to  its  lowest  level  in  nearly 
decades.  In  the  process,  the  bank 
have  found  it  far  easier  to  sell  blu 
chips  like  Toyota,  rather  than  th 
stocks  they  hold  in  near-dead  con 
struction  companies  and  developers 
The  result:  Toyota  shares  take  a  hit 
"Investors  need  to  have  an  under 
standing  of  the  banking  situation,"  say: 
Toyota's  Ryuji  Araki,  executive  vie 
president  and  finance  chief. 

Banks  are,  in  effect,  punishing 
most  competitive  companies  for  thei 
own  sins  in  lending  to  uncompetiti 
ones.  Of  course,  the  banks  are  als< 
trying  to  sell  stock  in  distressed  com 
panies — but  these  shares  don't  raist 
nearly  as  much  money  as  the  blue! 
chips.  What's  more,  the  banks  have 
reason  not  to  dump  the  shares  of  the 
market  laggards  wholesale:  They'] 
also  big  borrowers,   many  of  the 
barely  able  to  service  their  loans, 
the  banks  dumped  their  shares  anc 
prices  plummeted,  many  of  those  zom 
bie  companies  could  slide  into  bank 
ruptcy — compounding  the  bad  deb 
problem  at  the  banks. 

There's  plenty  of  potential  downside) 
still  to  come.  To  meet  the  Financia 
Services  Agency's  guidelines,  majoi 
banks  such  as  Mizuho  Bank,  UFJ 
and  Sumitomo  Mitsui  Financia 
Banking  still  need  to  dispose  o: 
some  $62  billion  in  shares  bj 
March,  2004,  on  top  of  the  $39  bil- 
lion they  sold  last  year,  estimates 
hsbc.  That  more  than  offsets  the 
$17  billion  in  expected  corporate 
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anyware"      The  downside:  your  walk  through  the  parking  lot  was  long.  The  upside:  it  gave  you  time 

to  think  about  a  way  to  eliminate  the  high  cost  and  hassles  of  overnight  delivery. 

And  lo  and  behold,  you  found  it:  Canon  imageRUNNER™  technology.  It  lets  you  send  documents  anywhere,  in  any  form,  at  any  time, 

over  your  network  or  the  Internet.  Instantaneously.  Just  scan  a  document  into  the  imageRUNNER  and  send  it  — to  desktops,  E-mai 

addresses,  fax  machines,  databases  and  file  servers.  All  of  which  results  in  lowered  costs  and  increased  productivity.  So,  take  pride. 

Thanks  to  Canon  know-how,  your  walk  through  the  parking  lot  is  considerably  shorter.  1-866-25-CANON  www.imagerunner.com 
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CHINA 


THE  GREAT  FIREWALL 
OF  CHINA 

Beijing  is  clamping  down  tighter  on  Internet  search  engines 


Roaming  the  Internet  for  research 
is  a  hit-and-miss  process  likely  to 
turn  up  all  sorts  of  documents — 
some  useful,  some  irrelevant,  some  po- 
tentially libelous.  A  Net  user  wanting  to 
learn  about,  say,  Chinese  politics  can 
type  "Jiang  Zemin"  into  a  search  en- 
gine and  unearth  hundreds  of  Web 
pages  with  news  and  strong  opinion 
about  the  Chinese  President. 

Just  don't  try  it  in  China.  Beijing  is 
so  sensitive  to  criticism  of  its  leaders 
and  policies  that  it  now  blocks 
access  not  just  to  the  sites  of 
human    rights    watchdogs 
such  as  Amnesty  Interna- 
tional,   but    to    entire 
search  engines. 

Of  course,  China's 
government  has  been 
censoring  the  Net  for 
years.  But  the  true  ex- 
tent of  its  activities  is 
now  clearer  than  ever, 
thanks  in  part  to  Harvard 
Law  School  professor 
Jonathan  Zittrain,  and  a  law  stu- 
dent, Ben  Edelman.  The  two  have 
developed  a  program  that  detects  what 
China's  Web  cops  are  blocking.  In  early 
September,  they  found  that  Beijing  had 
just  banned  search  engines  Google  and 
AltaVista.  The  shutdown  has  put 
Google  Inc.  and  AltaVista  Co.  in  a  bind, 
as  the  U.  S.  companies  struggle  to  figure 
out  how  they  can  get  back  into  China 
without  creating  the  perception  that 
they  are  appeasing  Beijing. 

Why  were  they  banned?  In  the 
runup  to  the  16th  Communist  Party 
National  Congress  in  November,  the 
government  wants  to 
control  access  to  infor- 
mation even  more 
closely  than  usual — es- 
pecially since  the  Con- 
gress will  tackle  the 
thorny  issue  of  who 
will  succeed  Jiang  as 
President.  Kong  Quan, 
a  spokesman  for  the 
Foreign  Ministry, 
wouldn't  confirm  that 
China  has  blocked  the 
search  engines,  but 
says  "all  countries  be- 


lieve there  is  some  bad  information  on 
the  Internet,  which  should  not  be 
spread  at  will." 

While  Chinese  officials  have  embraced 
the  Net  as  a  tool  for  building  economic 
competitiveness  and  technology  capabil- 
ities, they  don't  want  the  free  flow  of  in- 
formation to  threaten  the  Communist 
Party's  grip  on  power.  The  Net,  of 
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NET  GROWTH 

Even  as  Beijing  seeks  to  control  Internet 

usage,  the  number  of  Chinese  online 

continues  to  soar 
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course,  provides  access  to  information 
that  could  do  just  that.  A  Google  search 
using  Jiang's  name  quickly  turns  up  a 
Web  page  for  the  banned  Falun  Gong 
spiritual  movement,  subtitled  "Expos- 
ing the  Crimes  of  Jiang  Zemin." 

No  wonder  Jiang's  government 
wants  to  put  blinders  on  its  Netizens — 
something  Beijing  is  getting  better  at 
every  day.  China's  censors  have  in- 
stalled what  critics  dub  the  Great  Fire- 
wall— a  giant  filter  to 
restrict  what  Chinese 
citizens  can  read  on 
the  Net,  not  unlike 
the  software  that 
parents  use  to  keep 
their  kids  from  visit- 
ing the  Web's  less  sa- 
vory neighborhoods. 
While  some  tech- 
savvy  dissidents  can 
give  the  censors  the 
slip,  the  vast  majori- 
ty of  Chinese  Net 
users  don't  have  the 
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knowhow  to  avoid  the  government 
controls. 

China  has  found  some  low-tech  way 
of  doing  the  job,  too.  After  a  fire  thi 
summer  at  a  Beijing  Internet  cafe  lef 
25  people  dead,  the  government  shu 
thousands  of  Internet  cafes  nationwid 
on  grounds  that  they  were  firetraps 
Another  tactic  is  to  pressure  Net  com 
panies  operating  inside  China.  Over  10 
of  them — including  Yahoo  Inc.'s  Chines 
portal — have  pledged  to  censor  them 
selves.  And  it's  not  unusual  for  Publi 
Security  officers  to  demand  that  Chi 
na-based  sites  excise  offensive  material 
That  may  be  one  reason  foreign  searcl 
sites  were  so  popular  among  Chines* 
Net  surfers.  Before  it  was  banned 
Google  had  "millions"  of  users  in  Chin; 
the  company  says.  Google  executive 
have  held  discussions  with  Chinese  offi 
cials  but  haven't  yet  reestablishe 
service.  AltaVista  ceo  Jame 
Bamett  says  he  won't  star 
screening  his  site's  conten 
to  suit  the  needs  of  th< 
Chinese  government 
"Censorship  is  not  con 
sistent  with  our  visioi 
for  free  global  access 
to  information,"  h 
says.  Still,  AltaVist 
has  put  out  feelers  t( 
China  "to  enter  a  dia 
logue  to  understand  whai 
is  going  on,"  Barnett  says. 
Some  observers  don't  thin! 
there's  much  to  discuss.  If  Chines* 
officials  "have  to  choose  between  security 
and  economic  growth,  they  are  going  tc 
choose  security,"  says  Nathan  Midler,  ar 
analyst  for  IDC  in  Beijing.  For  example 
although  China  is  determined  to  develop 
its  tech  knowhow  and  sends  tens  of  thou 
sands  to  study  in  the  U.  S.  each  year,  tb 
Net  cops  have  banned  the  sites  of  man} 
top  American  universities.  If  authorities 
find  Falun  Gong  material  on  a  site  tha 
uses  Massachusetts  Institute  of  Technol 
ogy's  Web  address,  all  of  MIT  is  banned 

For  now,  at  least,  the  Great  Firewall 
appears  to  be  successfully  guarding  tb 
Middle  Kingdom.  And  while  the  newesl 
steps  are  tied  to  the  Communist  Party 
Congress,  don't  expect  things  to  looser 
up  after  the  meeting  is  over.  "Once  Chi 
na's  officials  have  this  kind  of  power,  it's 
hard  to  get  them  to  relinquish  it,"  say 
Duncan  Clark,  managing  director  of  BDj» 
China  Ltd.  in  Beijing.  The  cost  of  cen 
sorship,  though,  may  be  high,  as  it  keeps 
many  of  China's  best  minds  from  explor 
ing  the  world. 

By  Bruce  Einhorn  in  Hong  Kong 
with  Faith  Keenan  in  Boston  and  bu 
reau  reports 
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Life  is  too  short  to  worry  about  your  insurance. 
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Vorth  magazine  called  Chubb  "the  gold  standard  for  property-casualty 
lsurance...  Chubb's  best  feature  is  a  three-decade  history  of  swiftly 
aying  claims  that  other  companies  might  balk  at." 
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For  more  information,  consult  your  independent 
agent,  or  visit  us  at  www.chubb.com  and  click  on 
"Find  an  agent." 
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SUPERCENTER 


MEGABULLY?  Wal-Mart  de  Mexico  is  accused  of  strong-arming  its  suppliers 


MEXICO 


WAR  OF  THE 
SUPERSTORES 

Wal-Mart  is  trouncing  the  locals,  but  they're  not  giving  up 


offering  low  prices  every  day  is  clicking 
with  Mexicans. 

But  as  the  big  boy  on  the  block,  Wal- 
Mart  is  becoming  a  magnet  for  criti- 
cism. In  October,  Mexico's  Federal  Com- 
petition Commission  (cfc)  will  conclude 
a  probe  into  reports  that  Wal-Mart  ex- 
erts undue  pressure  on  suppliers  to  low- 
er their  prices.  Investigators  will  de- 
termine whether  Wal-Mart  merits  a  fine, 
says  a  cfc  spokesman. 

One  multinational  supplier,  who  asked 
to  remain  anonymous,  says  Wal-Mart 
buyers  in  Mexico  were  "aggressive  and 
abusive,"  pulling  his  product  off  shelves 
for  several  months  when  he  objected 


Mexico's  Retail  Landscape 


On  a  recent  August  evening,  ea- 
ger shoppers  crowded  a  spank- 
ing-new Soriana  hypermarket  in 
the  northern  Mexican  city  of  Her- 
mosillo.  As  company  owners  looked  on, 
a  priest  splashed  the  aisles  with  holy 
water,  and  a  mariachi  band  played. 

A  happy  scene  from  an  increasingly 
prosperous  Mexico?  Well,  sure.  But  it's 
also  the  latest  salvo  between  local  re- 
tailers and  Wal-Mart  de  Mexico,  the 
biggest  foreign  division  of  the  biggest 
retailer  on  the  planet.  Wal-Mart,  you 
see,  had  opened  its  latest  Hermosillo 
Supercenter  just  a  month  before. 

Soriana,  which  has  $3  billion  in  sales, 
refuses  to  cave:  It's  investing  $250 
million  this  year  in  new  stores. 
"[Wal-Mart  is]  formidable,  but  we 
aren't  afraid  of  the  challenge,"  says 
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COMERCIAL 
MEXICANA   GIGANTE 


SORIANA 


has  579  grocery  stores,  wholesale- 
club  outlets,  and  restaurants  in 
Mexico,  and  it  has  budgeted 
some  $600  million  to  open  63 
new  Mexican  units  by  mid- 
2003.  Analysts  reckon  that 
Wal-Mart  de  Mexico,  which 
racked  up  a  $458  million 
profit  in  2001  on  sales  of  $9.7 
billion,  will  easily  top  $10  bil-  GIGANTE 
lion  in  sales  this  year.  Just  a  decade  af- 
ter entering  the  country,  Wal-Mart  now 
captures  half  of  all  Mexican  supermar- 
ket sales.  And  Wal-Mart's  strategy  of 
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to  a  deep  price  cut  that  would  have 
wiped  out  his  profits.  Meanwhile, 
Danone  yogurt  disappeared  from 
Wal-Mart's  Mexican  stores  for  a 
stretch  in  2001.  Suppliers  and  buy- 
ers say  Danone  had  joined  a  week- 
end promotion  at  a  rival  supermarket, 
but  balked  when  Wal-Mart  buyers  de- 
manded the  same  discount  on  a  perma- 
nent basis.  Danone  has  no  comment. 
Eduardo  Castro,  president  and  chief 


operating  officer  of  Wal-Mart  de  Mexico 
says  he  can't  comment  on  specific  case 
but  he  defends  his  company's  tactics 
"If  we  stop  doing  business  with  a  sur. 
plier,  it's  because  his  costs  don't  allo\ 
him  to  sell  at  the  prices  we've  estab 
fished,"  Castro  says.  Besides,  he  adds 
"our  sales  space  is  growing  double-dig 
it — we're  the  only  ones  growing  at  tha 
rate.  So  we  expect  to  be  treated  at  leas 
as  well  as  [our]  competitors." 

Whether  or  not  Wal-Mart  strong 
arms  its  suppliers,  there's  no  questior 
competitors  are  hurting.  The  No.  2  su 
permarket  operator,  Controladora  Com 
ercial  Mexicana  (Comerci),  saw  its  prof 
its  plunge  34%  in  2001,  to  $83  million  or 
sales  of  $3.6  billion.  Same-store  sale* 
were  down  11%  in  the  first  six  months 
of  2002.  Comerci  has  now  launched 
own  version  of  everyday  low  prices — i 
gamble,  since  the  retailer  has  less  pric 
ing  clout  with  suppliers  than  Wal-Mart 
cfo  Francisco  Martinez  de  la  Vega  ad 
mits  the  switch  will  hammer  2002  prof- 
its, but  he  sees  no  other  way.  "Now  we 
have  to  convince  [shoppers]  our  prices 
are  competitive  to  Wal-Mart's,"  he  says 
At  No.  3  supermarket  chain  Grupo  Gi 
gante,  meanwhile,  same-store  sales  fel 
2%  in  the  first  quarter  and  6.7%  in  the^ 
second.  "Wal-Mart  isn't  the  only  com- 
petitor we  face,"  says  Cheker  Karam 
Gigante's  director  of  self-service  stores 
"But  they  know  how  to  position  them- 
selves with  a  very  aggressive  store-open- 
ing schedule." 

The  best  thing  that  Comerci  or  Gi- 
gante  could  do  would  be  to  secure  outside 
allies.  "If  we  don't  have  a  partner  with  i 
lot  of  resources... Walmex 
will  be  8  to  10  times  big- 
ger   than    us    in    five 
years,"  frets  Comerci's 
Martinez  de  la  Vega 
Most  global     retailers 
though,  are  wary  ol 
COMERCIAL        investing  in  volatile 
MEXICANA  Latin  America  now. 

Meantime,  the  sniping  is  increas- 
ing. When  regulators  fined  a  Wal- 
Mart  in  Monterrey  because  a  shell 
price  didn't  match  the  price  on  the 
checkout  receipt,  Soriana's  Martin 
took  out  full-page  ads  in  the  papers 
thanking  authorities  for  sanctioning  "for- 
eign supermarkets"  that  confuse  con- 
sumers. Martin  even  produces  a  Soriana 
receipt  that,  he  says,  Wal-Mart  wrongl} 
altered  to  show  Wal-Mart's  prices  were 
lower.  Castro  says  if  any  of  his  managers 
do  that,  they  will  be  dismissed.  Of  course, 
that  won't  mean  the  war  between  Wal- 
Mart  and  everyone  else  will  stop.  This  is 
a  fight  to  the  finish. 

By  Geri  Smith  in  Mexico  City 
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Mississippi's  Economy. 
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^  2.  Hav«  Suppliers  Pout  Resources 
Into  Local  Economy. 

Production  suppliers  liV.e 
Lextron/Visteon  Automotive  Systems, 
Systems  Electro-Coating  and  AJA 
SouthStar  Transport  begin 

constructing  new  facilities  m  order  to 

be  closer  to  the  plant. 
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WHY  JORDAN  IS  TERRIFIED 
OF  A  U.S.  ATTACK  ON  IRAQ 


Jordan's  King  Abdullah  is  under  mounting  pressure.  First, 
there's  a  deepening  refugee  crisis.  An  estimated  200,000 
Palestinians  have  spilled  over  Jordan's  border  since  the 
Israeli-Palestinian  conflict  escalated  two  years  ago,  and  thou- 
sands more  are  camped  near  the  Allenby  Bridge  to  Jordan, 
clamoring  to  get  in.  At  the  same  time,  King  Abdullah  is 
afraid  that  a  U.  S.-led  attack  on  Saddam  Hussein's  Iraq  will 
spur  hundreds  of  thousands  of  Iraqis  to  flee  to  Jordan.  And 
Jordanian  officials  worry  that  Israeli  Prime  Minister  Ariel 
Sharon  might  take  advantage  of  a  U.  S.  attack  on  Iraq  to  ex- 
pel Palestinians  from  the  West  Bank. 
"Jordan  would  suffer  almost  as  much 
as  Iraq  if  there  is  a  war.  We  could 
face  massive  social  unrest,"  says 
Mustafa  Hamarneh,  director  of  the 
Center  for  Strategic  Studies  at  the 
University  of  Jordan. 

If  Jordan,  a  long-standing  U.S. 
client  state,  is  destabilized,  then  Amer- 
ican influence  in  the  region  will  de- 
cline even  further.  Like  his  late  fa- 
ther. King  Hussein,  King  Abdullah 
may  be  pro-American,  relatively  tol- 
erant, and  even  a  rare  Arab  advocate 
of  liberal  economics.  But  that  doesn't 
count  for  much  in  an  increasingly  tur- 
bulent region.  Presiding  over  a  politically  volatile  country 
wedged  between  Israel  and  Iraq,  Abdullah  fears  getting 
swept  away  by  regional  storms.  If  anti-American  protests 
break  out  among  the  Jordanian  population  as  the  region 
slides  toward  war,  the  King  will  find  it  difficult  to  maintain  his 
pro- American  position.  And  if  the  U.  S.  does  nothing  to  help 
Abdullah  through  this  potential  conflict,  "it  would  be  sending 
a  very  negative  symbol  to  everybody  that  we  just  don't  care 
about  our  friends,"  says  Edward  S.  Walker  Jr.,  president  of 
the  Middle  East  Institute  in  Washington. 

Abdullah  has  been  lobbying  Washington  vigorously  to  de- 


REFUGEES:  Palestinians  are  flooding  Jordan 


lay  or  avoid  a  war  with  Baghdad.  Although  Jordan's  economy 
is  expected  to  grow  5%  this  year,  having  finally  recovered 
from  the  effects  of  the  last  gulf  war,  the  country  is  heavily  de- 
pendent on  Iraq.  Jordan  receives  all  of  its  energy  at  cut-rate 
prices  from  Baghdad,  and  business  with  Iraq  represents  20% 
of  Jordan's  $6  billion  in  external  trade.  "The  loss  of  cheap  oil 
and  the  crucial  Iraqi  market  would  have  a  devastating  impact 
on  our  economy,"  says  Fahed  Fanek,  an  independent  Jor- 
danian economist.  He  estimates  the  added  cost  of  buying  oil 
at  international  prices  would  amount  to  $800  million  a  year. 

Joblessness  is  also  a  concern.  The 
government  says  unemployment  in 
Jordan  totals  14%,  but  independent 
economists  put  the  figure  at  closer  to 
20%.  The  influx  of  Palestinian 
refugees  will  only  worsen  the  prob- 
lem. And  since  about  half  of  the  king- 
dom's population  of  5  million  is  Pales- 
tinian, some  analysts  say  greater 
numbers  could  pose  a  political  threat 
as  well.  A  flood  of  immigrants  "would 
destabilize  Abdullah's  monarchy  by 
increasing  the  number  of  Palestini- 
ans. That  is  the  fear,"  says  Shibley 
Telhami,  a  Middle  East  expert  at  the 
"  Brookings  Institution. 
Jordan's  biggest  worry  is  that  Israel  would  try  to  turn  Jor- 
dan into  a  de  facto  Palestinian  state  by  expelling  tens  of  thou- 
sands of  Palestinians  from  the  West  Bank.  Sharon  once  favored 
this  idea,  analysts  say,  but  no  longer  does.  Still,  such  a  move  is 
strongly  supported  by  some  of  Israel's  far-right  parties.  That 
may  be  one  reason  King  Abdullah  is  now  keeping  communi- 
cations with  Israeli  leaders  secret  and  no  longer  welcoming 
them  openly  to  Amman.  The  dilemma  facing  this  moderate 
Arab  leader  is  likely  to  intensify  in  the  weeks  ahead. 

By  Neal  Sandler  in  Jerusalem,  with 
Stan  Crock  in  Washington 


GLOBAL  WRAPUP 


AUSTRIA'S  POLITICAL  SHIFT 

►  Most  Austrians,  and  indeed  most 
Europeans,  are  deeply  relieved  that 
Jorg  Haider's  rightist  Freedom  Party 
will  soon  be  out  of  power  after  the 
collapse  of  its  coalition  with  the  cen- 
ter-right Austrian  People's  Party.  But 
the  downside  is  that  Austrians  will 
have  to  wait  longer  for  tax  cuts  and 
other  important  reforms.  The  out- 
going government  won  power  in  2000 
amid  widespread  frustration  at  stag- 
nation under  a  government  dominated 
by  the  center-left  Social  Democrats. 


But,  partly  because  the  populist 
Haider  undercut  efforts  by  moderates 
in  his  party  to  be  responsible  part- 
ners in  leading  the  country,  not  much 
was  accomplished.  New  elections  in 
November  will  probably  return  the 
Social  Democrats  to  power,  most  like- 
ly in  a  coalition  with  the  center-right, 
the  Greens,  or  both. 

True,  the  Social  Democrats  have  a 
new  generation  of  leaders  led  by  Al- 
fred Gusenbauer.  But  it's  not  clear  that 
he  will  be  strong  enough  to  sweep 
away  his  party's  old  guard  and  push 
through  pension  reforms  and  other 


overdue  changes.  "New  ideas  need 
new  people,"  says  Marianne  Kager, 
chief  economist  at  Bank  Austria  Credi- 
tanstalt.  She  expects  tax  reform  to  be 
delayed  at  least  half  a  year,  meaning 
the  country  will  be  lucky  to  see  a  new 
law  by  yearend  2003.  The  postponement 
is  bad  news  for  the  economy,  which  needs 
a  boost  to  consumption  after  slipping 
into  recession  last  year.  At  least,  says 
political  scientist  Fritz  Windhager  of 
the  University  of  Vienna,  the  Haider 
party's  exclusion  means  Austria  will  no 
longer  be  Europe's  "bad  boy." 

By  Jack  Ewing  in  Frankfurt 
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^bjb    Introducing  high  speed 
§  I iflf     digital  audio  technology 
Technology  -     from  Sharp.  The  world's  first 
audio  systems  to  employ  1-Bit  digital 
amplifiers  are  now  available.  For  the  first 
time  ever,  you'll  hear  the  sounds  behind  the 
sounds.  Every  beat,  every  note,  every  breath. 

What  is  1 -Bit  Audio? 

It's  revolutionary  digital  technology  that 

delivers  a  level  of  accuracy  never  before 

possible.  How?  By  converting  analog  signals 

into  high  speed,  1-Bit  digital  signals,  creating 

a  pure  digital  path  from  the  source  to  you. 

Will  I  notice  the  difference? 

You  won't  believe  the  difference. 

1 -Bit's  ultra-high  sampling  rate  is  at 

least  64  times  faster  than  conventional 

CD  technology.  It  picks  up  even  the  most 

subtle  nuances  in  a  performance.  Sounds 

that  were  previously  imperceptible  come 

vibrantly  to  life  with  pure,  crystal-clear 

perfection. 

How  can  I  experience  1-Bit  perfection? 
Sharp  is  the  only  company  to  give  you  a 
choice  of  1  -Bit  systems  for  home  audio. 
From  sleek  shelf  units,  to  professional  grade 
amplifiers,  to  our  breakthrough  SD-AT50, 
5.1  channel,  home  theater  system,  the 

perfect  complement  to  Sharp's 

revolutionary  AQUOS™  liquid  crystal 

televisions.  1-Bit  audio  and  liquid  crystal 

televisions  -  pure  digital  perfection  for 

those  who  demand  nothing  less. 
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A  HIT  PARADE 
FOR  BMW? 


Gunning  for  growth  in 
the  U.S.,  the  carmaker 
is  flooding  the  luxury 
market  with  new  models 

Allen  Jayme  loves  the  simple  look 
of  his  BMW.  He  loves  the  quality, 
workmanship.  But  mostly,  the  Dal- 
las software  salesman  digs  the 
nimble  handling  and  adrenaline-pump- 
ing speed  of  his  BMW  328i.  That's  why 
Jayme,  57,  who  has  owned  five  BMW 
cars  and  one  motorcycle  since  the  Ger- 
man carmaker  invaded  the  States  in  the 
mid-1970s,  is  shopping  for  a  new  5-se- 
ries.  Says  Jayme:  "They're  just  more 
fun  to  drive." 

It  was  that  sort  of  naked  appeal  to 
the  driving  aspirations  of  baby  boomers 
and  social  climbers  that  propelled  BMW 
to  the  front  of  the  luxury-car  pack. 
Sales  have  grown  15%  a  year,  on  aver- 
age, since  1998,  while  the  company  has 
kept  a  tight  focus  on  performance 
sedans.  It  branched  out  only  narrowly 
into  entry-level  luxury  with  the  popular 
3-series  and  luxury  sport-utilities  with 
the  powerful  X5.  "BMW  is  the  brand  for 
our  time,"  crows  BMW  North  America 
President  Tom  Purves. 

Now,  BMW  is  planning  a  second-wave 
assault  on  the  U.S.  luxury-car  market. 
Its  goal  is  to  boost  U.  S.  sales  by  40%  in 
the  next  five  or  six  years,  to  300,000 
cars  a  year.  No  auto  maker  has  sold 
that  many  luxury  cars  in  the  U.  S.  since 
Cadillac  did  it  in  1984,  before  foreign 


competitors  began  moving  full  force  intc 
the  market.  The  big  push  is  a  major 
part  of  the  company's  global  strategy:  tc 
grow  from  sales  of  950,000  cars  to  1. 
million  in  2006. 

But  to  get  there,  BMW  is  placing  at 
risk  a  couple  of  its  sacred  tenets:  the 
exclusive  aura  that  came  from  limited 
production  and  its  sharp  focus  on  a  nar- 
row lineup.  And  the  German  carmaker 
is  trying  to  pull  off  this  latest  campaign 
against  an  increasingly  challenging  fielc 
of  luxury  competitors.  Already,  it  is  of- 
fering discount  pricing  on  the  high-tech. 
$80,000  flagship  7-series  sedan  that  hit 
showrooms  in  January — a  more  aggres- 
sive move  than  BMW  has  had  to  resort 
to  in  the  past. 

Suddenly,  the  auto  maker  seems  to  be 
branching  out  in  all  directions  at  once. 
A  new  5-series  sedan  and  a  small  suv, 
the  X3,  are  due  out  next  year.  The  com- 
pact 1-series,  which  analysts  suspect 
will  be  priced  at  under  $30,000,  should 
hit  showroom  floors  in  2005.  An  even 
smaller  car,  the  $20,000  subcompact  Mini 
Cooper,  has  been  a  hit  since  its  spring 
introduction.  And  later  this  year,  the 
sleek  Z4  convertible  replaces  the  Z3. 

It's  a  stark  departure  from  the  com- 
pany's core  lineup.  But  BMW  executives 
figure  they  have  room  to  grow.  They 
have  a  7%  market  share  in  Germany 
and  5%  in  the  rest  of  Europe,  but  less 
than  2%  in  the  U.S.,  where  BMW  sold 
213,127  cars  last  year  and  155,952  this 
year  through  August.  The  new  sales 
targets  do  present  some  difficulties.  BMW 
has  always  tried  to  engineer  and  de- 
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sign  the  best  performance  sedans  and 
then  build  and  sell  slightly  fewer  of 
them  than  demand  warranted.  That  al- 
lowed the  company  to  maintain  an  aura 
of  exclusivity,  while  avoiding  profit-erod- 
ing rebates  and  discounts.  "It  makes 
people  think  their  cars  are  always  in 
hot  demand,"  says  James  N.  Hall,  vice- 
president  of  AutoPacific  Inc.,  an  auto-in- 
dustry consulting  firm.  The  result?  Cus- 
tomers wait  months  for  the  models  they 
want  and  then  pay  top  dollar. 

To  keep  that  dynamic  working,  BMW 
plans  to  expand  the  number  of  new 
models — and   limit   production   on 
each  of  them.  To  get  younger 
buyers,   BMW  will 
build   the   X3 
sport-ute — a 
downsized 
X5    built 
on        the 
platform  of 
the     very 
popular     3- 
series  sedan. 
But  the  compa 
ny's  biggest  play 
young  will  be  the  1-series. 
The  car  will  be  smaller  than 
the     entry-level     3-series. 
BMW  tried  in  the  past  to  sell 
a  cheap  Bimmer,  pushing 
the    underpowered    318ti 
hatchback  unsuccessfully  in 
the   late    1990s.   Company 
Chairman    Helmut    Panke 
swears  the  1-series  won't 
just  be  a  cheap  compact, 
but  will  hark  back  to  the 
2002,  a  cool  five-passenger 
sports  sedan  that  launched 
BMW's  U.S.  success  in  the 
early  70s.  Says  Panke:  "We 
will  be  in  many  segments  but  with 
premium  solutions." 

The  trick,  say  competitors,  is  bringing 
to  each  niche  the  driving  touches  that 
BMW  owners  have  come  to  expect.  If 
the  small  1-series,  for  instance,  is  as 
performance-oriented  as  larger,  more 
powerful  BMW's,  "they  can  probably  pull 
it  off,"  says  Denny  Clements,  group 
vice-president  and  general  manager  of 
Lexus.  "Unlike  Mercedes  and  Lexus, 
BMW  is  known  more  for  performance 
than  luxury."  Already,  the  X5  is  among 
the  top-selling  luxury  SUVs  in  the  U.  S., 
while  the  hatchback  Mini  has  would-be 
buyers  lined  up. 

Even  so,  rivals  show  no  signs  of 
backing  down.  Toyota  Motor  Corp.'s 
Lexus,  always  a  formidable  player,  has  a 
new  SUV  that  will  challenge  the  X5. 
Mercedes-Benz  will  beat  the  new  5-se- 
ries  to  market  with  its  all-new  E-class 


sedan  coming  out  soon.  Those  cars  will 
be  engineered  for  better  performance 
driving — a  direct  challenge  to  BMW's 
strength.  Even  General  Motors  Corp.'s 
Cadillac  Div.  is  beginning  tos  wake  up, 
taking  aim  at  BMW  buyers  with  a  new, 
performance-oriented  midsize  suv,  the 
srx.  And  the  Z4  will  compete  with  an 
offering  by  Porsche,  always  a  perform- 
ance powerhouse.  Says  Mercedes-Benz. 
USA  President  Paul  Halata:  "Everyone  is 

BMW  Z4 
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The  company  will  spend  up  to  $3,000  to 
cut  the  lease  on  one  of  its  7-series  cars. 
The  result:  BMW  sold  14,479  new  7-se- 
ries cars  through  August,  a  389c  rise 
over  its  old  model  in  the  same  period 
last  year.  "They  use  hidden  incentives," 
says  Jeremy  Anwyl,  president  of  Ed- 
munds.com,  which  tracks  car  prices  and 
incentives  for  consumers.  But  any  form 
of  discounting  clearly  works  against 
earnings — and  BMW's  pretax  profit  mar- 
gins are  about  8%,  the  highest  in  the 
industry. 

The  other  risk  to  broadening  its 
product  offerings  is  that  BMW  has  more 
chances  of  disappointing  its  fa- 
natic customer  base.  Despite 
impressive  sales,  the  new 
7-series     has     raised     a 
ruckus  among  car  buffs. 
Some  consider  its  bulbous 
rear  end  an  automotive 
eyesore,  going  so  far  as  to 
urge  the  firing  of  BMW  chief 
stylist  Chris  Bangle.  And  the 
7-Series'  iDrive,  a  high-tech 
system  that  runs 
the     car's     audio 
and  environmental 
controls,  has  been 
derided     as     too 
hard     to     learn 
Even  Purves  con- 
cedes that  it  takes 
about  two  hours 
to  master. 
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Data:  Company  reports,  Nextrend  Inc. 


trying  to  get  into  the  upper  end."  Even 
if  the  economy  slows  again,  luxury  car- 
makers expect  to  do  better  than  the 
rest  of  the  industry.  Through  August, 
luxury-vehicle  sales  are  up  7%  while 
the  overall  auto  market  is  flat.  Quips 
Lexus'  Clements:  "Someone  is  turning 
50  every  8  seconds." 

BMW  is  being  forced  to  respond  to 
the  increased  competition  on  a  number 
of  fronts.  The  company  hasn't  resorted 
yet  to  fat  rebates  or  0%  lending,  as 
other  carmakers  have  done.  Behind  the 
scenes,  however,  bmw  will  offer  cus- 
tomers lower  lease  payments  to  keep 
sales  up,  says  Frank  A.  Ursomarso, 
who  owns  a  BMW  dealership  in  Union 
Park,  Del.  Every  month,  bmw  and  its 
dealers  track  customers  whose  leases 
expire  in  the  next  six  months.  Then  it 
tries  to  lure  them  into  another  new  car, 
often  using  sweet  leasing  deals  as  bait. 


All  told,  it  was  enough  to  make  Eric 
Woo,  a  34-yeai--old  chief  information  of- 
ficer for  a  hotel  real  estate  firm  in  Van- 
couver, B.  C,  cancel  an  order  for  a  new 
7-series  and  buy  a  Mercedes  instead. 
"I'm  very  good  with  gadgets,  but  iDrive 
is  not  easy  to  memorize,"  Woo  says, 
adding:  "I  find  the  styling  quite  ugly." 
BMW  is  getting  the  message.  The  new 
5-series  will  be  toned  down  a  bit  com- 
pared with  the  7-series,  it  says. 

BMW  is  out  to  make  a  luxury  car  for 
every  taste.  And  it  has  set  a  high  stan- 
dard, boasting  that  every  one  of  its  ve- 
hicles qualifies  as  "The  Ultimate  Dri- 
ving Machine."  But  if  it's  going  to  fend 
off  newiy  energized  rivals,  bmw  has  to 
prove  that  it's  capable  of  extending  its 
trademark  mix  of  top-line  engineering 
and  luxury  cachet  into  the  farthest 
reaches  of  the  auto  industry. 

By  David  Welch  in  Detroit 
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AFGHANISTAN: 
SEEDS  OF 
DESTRUCTION 


IF    AFGHANISTAN    IS    TO    RE- 

build  and  recover  from  de- 
cades of  war,  it  wall  need  to 
be  able  to  feed  its  people. 
Researchers  report  that  this 
goal  has  now  been  jeopard- 
ized by  the  looting  and  de- 
struction of  Afghanistan's 
largest  seed  collection. 

It  might  sound  odd  that 
Afghanistan's  agricultural  fu- 
ture could  depend  upon  a  few 
handfuls  of  seed.  But  these 
seeds,  collected  over  genera- 
tions, were  the  germ  of  crops 


that  were  especially  adapted 
to  thrive  in  the  sere,  rocky 
croplands  of  Afghanistan. 
Many  of  the  strains  may  not 
exist  anywhere 
else. 

The      seeds 
were    stored    in 
plastic  jars  hid- 
den in  nouses  in 
the  city  of  Ghaz- 
ni    in    northern 
Afghanistan  and 
Jalalabad  in  the 
east,  according  to 
Future  Harvest,  • 
a  foundation  dedicated  to  en- 
suring food  security  around 
the  world.  The  looters — who 
were     probably    local     vil- 


GROWING  VEGETABLES 

The  seed  loss  is  dire 


lagers — took  only  the  plastic 
containers,  destroying  their 
contents  or  leaving  them  be- 
hind, Future  Harvest  reports. 
Future  Har- 
vest is  working 
with  a  network 
of  international 
farm  research 
centers  to  comb 
through  other 
seed  banks  for 
duplicates  of  the 
lost  Afghanistan 
seeds.  Among 
the  crops  affect- 
ed are  wheat,  barley,  melons, 
pistachios,  almonds,  and 
pomegranates,  the  re- 
searchers say.  ■ 


A  SEDIMENTAL 
JOURNEY  TO  FIND 
NATURAL  GAS 

THE  OCEAN  FLOOR,  ALONG  THE 

edges  of  the  continents,  is 
rich  with  frozen  deposits  of 
natural  gas.  But  much  re- 
mains to  be  learned  about 
how  and  why  these  deposits, 
called  gas  hydrates,  are 
formed. 

A  just-completed  expedi- 
tion by  the  international 
Ocean  Drilling  Program  col- 
lected data  on  gas  hydrates 
off  the  northwest  coast  of  the 
U.  S.  Researchers  say  such 
deposits  are  forming  rapidly 
in  an  area  60  miles  from  the 
Oregon  shore  called  the  Hy- 
drate Ridge.  The  researchers 
drilled  into  the  seafloor  at 
nine  sites,  measuring  a  wide 
variety  of  hydrate  character- 
istics. The  measurements  will 
allow  researchers  to  estimate 
the  volume  of  natural  gas  in 
the  sediment.  "We  worked  24 
hours  a  day,  seven  days  a 
week,  for  two  months,"  says 
Frank  Rack  of  the  Ocean 
Drilling  Program,  a  coopera- 
tive program  involving  22 
countries. 

Natural  gas  is  a  cleaner 
fuel  than  coal.  If  the  hydrates 
can  be  harvested  economical- 
ly, they  could  become  an  im- 
portant source  of  fuel  in  the 
future.  ■ 


LET  NO  WINE  BE  SERVED  AFTER  ITS  TIME 

IS  THAT  BOTTLE  OF  1961  CHATEAU  PETRUS  REALLY  WORTH 

$2,000,  or  has  oxygen  leaked  in  and  turned  the  wine  to 
vinegar?  Chemists  at  the  University  of  California  at 
Davis  are  now  able  to  tell — without  uncorking  the  bot- 
tle. They've  built  a  wine  analyzer  based  on  nuclear  mag- 
netic resonance  (nmr),  the  technology  used  in  hospital 
mri  scans.  It  spots  the  magnetic  "signature"  of  acetic 
acid,  which  can  make  wine  unpalatable.  The  wine  scan- 
ner can  also  detect  levels  of  acetic  acid  too  low  to  affect 
the  wine's  taste  significantly  but  signaling  that  the  bot- 
tle should  be  enjoyed  soon. 

One  of  the  device's  developers,  associate  professor 
Matthew  Augustine,  figures  it  could  find  a  market 
among  auction  houses  and  serious  wine  collectors.  It 
could  be  installed  at  wine-storage  warehouses  or  even 
mounted  on  a  truck  to  make  house  calls.  NMR  analyses 
also  might  provide  a  new  tool  for  studying  how  various 
ingredients  in  wine  affect  flavor,  color,  and  aging.  Au- 
gustine has  applied  for  a  patent  and  hopes  to  license  the 
concept.  Otis  Port 


CLONES  HAVE  ILLS 
THE  NAKED 
EYE  CANT  SEE 

CLONED  ANIMALS  MIGHT  LOOK 

just  like  their  natural  coun- 
terparts, but  a  new  genetic 
analysis  has  uncovered  dis- 
turbing differences.  Using 
dna  chips  to  scan  about 
10,000  different  genes,  re- 
searchers have  found  in  the 
placentas  of  cloned  mice  that 
about  1  gene  out  of  25  is  "ab- 
normally expressed" — which 
means  it  is  not  functioning 
properly.  The  report  appears 
in  the  online  edition  of  Pro- 
ceedings of  the  National 
Academy  of  Sciences. 

Rudolf  Jaenisch  at  the 
Whitehead  Institute  for  Bio- 
medical Research  in  Cam- 
bridge, Mass.,  says  these  ge- 
netic abnormalities  may 
explain  why  aging  cloned 
mice  are  often  afflicted  by 
premature  death,  pneumonia, 
liver  failure,  or  obesity. 

The  genetic  differences 
would  not  show  up  in  a  cur- 
sory physical  examination  of 
a  cloned  animal,  Jaenisch  and 
his  colleagues  say.  Earlier 
studies  have  provided  only 
hints  that  this  might  be  a 
problem. 

Even  seemingly  normal- 
looking  clones  could  carry 
these  genetic  abnormalities, 
with  consequences  that  would 
become  apparent  later.  It's 
not  clear  whether  it  is  the 
cloning  procedure  that  pro- 
duces the  abnormalities  or 
something  inherited  from  the 
cells  used  to  do  the  cloning, 
the  researchers  say.  Either 
way,  they  conclude  that 
cloning  human  beings  is  un- 
safe and  unethical  because 
these  abnormalities  would 
probably  occur. 

The  researchers  emphasize, 
however,  that  cloning  can  be 
safely  used  to  create  new 
cells  to  treat  Alzheimer's  dis- 
ease, say,  or  diabetes — a  tech- 
nique known  as  therapeutic 
cloning.  The  abnormalities  be- 
come important  only  in  efforts 
to  clone  whole  animals.        ■ 
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BEHIND  EVERY  GOOD  TEAM 
IS  A  GREAT  COACH 


Why  should  business  be  any  different? 

A  good  coach  can  make  a  world  of  difference  to  a 
player's  performance  and  to  the  team  as  a  whole. 

The  same  rule  applies  to  business.  Whether  you  are  a 
CEO,  senior  executive  or  manager,  a  chance  to  reflect 
and  explore  new  game  plans,  can  mean  the  difference 
between  profit...  and  loss. 

As  a  participant  in  one  of  IMD's  executive  education 
programs,  our  Faculty  experts  will  help  you  build  on 
your  natural  leadership  skills,  develop  new  tools,  and 
challenge  you  to  think  differently  about  the  tasks  ahead. 

Expect  some  post-match  analysis.  As  well  as 
critically  reviewing  your  own  experiences,  you  will 
examine  and  debate  real  strategies  taken  by  real 
companies  faced  with  real  problems. 

You  will  leave  IMD  with  a  clearer  vision  for  yourself  and 
your  company.  Not  to  mention  the  knowledge  that  IMD 
and  a  network  of  new  friends  and  industry  peers  are  on 
the  sidelines  to  support  you. 

IMD's  Real  World.  Real  Learning  activities  include: 

Top  Management  Forums 

For  executives  at  very  senior  levels 
General  Management 

Driving  high-potential  managers  forward 
Leadership  and  Strategy 

For  specific  management  challenges 
Process  and  Functional  Management 

From  functional  to  broader  strategic  issues 
Joint  Programs  with  Other  Institutions 

Now  including  the  MIT  Sloan  School  of  Management 
Degree  Programs 

IMD's  highly  regarded  full-time  MBA  and  Executive  MBA 

For  full  program  details  visit  our  website  at  www.imd.ch 
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in  executive  educatioi 


tion  2002  survey  ranks  IMD  #1  in 
i  #2  worldwide  in  custom  programs. 
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RESTRUCTURING 


WHEN  THE  GOING  GETS  TOUGH, 
ALIX  GETS  BUSY 

Turnaround  specialist  AlixPartners  is  scrambling  to  help  Kmart-and  WorldCom-survive 


AlixPartners  is 
a  specialist's 
specialist. 
Back  in  the 
1980s,  the  South- 
field  (Mich.)  firm  pi- 
oneered consulting 
to  companies  in  or 
near  bankruptcy,  a 
niche  it  still  domi- 
nates. These  days, 
that  obscure  spe- 
cialty has  become 
one  of  the  hottest 
areas  in  consulting, 
and  Alix,  with  a 
client  roster  that 
includes  WorldCom, 
Kmart,  and  an  En- 
ron partnership,  is 
riding  high. 

While  most  man- 
agement consultants 
focus  on  long-term 
strategy,  AlixPart- 
ners' mission  is 
more  immediate.  It 
jumps  into  crisis-rid- 
den companies  and 
looks  for  ways  to 
maximize  value  for 
investors  and  credi- 
tors. Often,  that 
means  shedding  as- 
sets or  restruc- 
turing operations. 
But  sometimes,  it 
means  preparing  the 
company  for  sale. 
Alix  led  successful 

restructurings  at  National  Car  Rental 
System,  Oxford  Health  Plans,  and  Zenith 
Electronics.  It's  now  working  for  an  En- 
ron Corp.  partnership  to  try  to  recoup 
money  lost  by  investors.  At  Kmart  Corp. 
and  WorldCom  Inc.,  Alix  principals  have 
temporarily  signed  on  as  executives  to 
help  move  the  companies  out  of  bank- 
ruptcy. "They  are  one  of  the  premier  go- 
to firms  for  people  who  have  money  at 
risk,"  says  William  C.  Repko,  a  managing 
director  at  J.  P.  Morgan. 


ASSET  FINDERS 

Founder 
Jay  Alix 
with  the  firm's 
senior 
management 


Distressed  companies  aren't  Alix'  only 
market.  Healthy  companies  sometimes 
use  Alix'  interim  managers  for  a  per- 
formance boost,  too.  Ultimately,  nearly 
two-thirds  of  clients  will  seek  a  merger 
or  sell  off  a  noncore  asset.  As  Alix'  rep- 
utation has  soared,  so  have  its  fortunes. 
The  privately  held  company  doesn't  dis- 
close financial  results  but  says  revenues 
have  increased  an  average  of  37%  a 
year  since  it  was  founded  in  1981.  In 
the  past  year,  it  has  doubled  its  staff  of 
professionals  to  200.  "The  Alix  group 
really  cultivated  the  market  and  made  it 
a  big  business,"  says  bankruptcy  attor- 
ney Harvey  R.  Miller,  managing  director 
at  financial  adviser  Greenhill  &  Co. 

But  growth  has  also  led  to  new  chal- 
lenges. Alix'  clients  are  larger,  more 
complex,  and  often  much  sicker  than  in 
the  early  days.  Many  are  targets  of  fed- 


eral investigations, 
which  suck  up  pre- 
cious time  and  man- 
agement resources. 
And  Alix  faces 
more  competition 
now — not  just  from 
big  consulting  out- 
fits but  also  from 
boutique  advisory 
firms  such  as  Al- 
varez &  Marsal  and 
Kroll  Zolfo  Cooper. 
AlixPartners  was- 
n't always  the  firm 
to  call  for  tough  as- 
signments. Founded 
by  Detroit-area  cpa 
Jay  Alix,  AlixPart- 
ners wasn't  thrust 
into  the  limelight 
until  1984,  when  the 
founder's  dogged 
pursuit  of  assets  at 
failed  carmaker  De- 
Lorean  Motor  Co. 
turned  up  an  addi- 
tional $10  million 
for  creditors.  Today, 
Alix,  47,  leaves  the 
turnaround  work  to 
his  staff  of  consultants,  accountants,  and 
management  experts.  A  widower  with 
two  young  daughters,  Alix  is  still  vice- 
chairman  and  owner  and  sets  strategy. 
But  now  he's  also  investing  in  distressed 
companies  through  Questor  Partners 
Fund,  a  leveraged  buyout  firm  he 
formed  with  partners  including  Daniel 
W.  Lufkin  and  Herbert  A.  Allen. 

His  formula  for  turning  around  trou- 
bled companies  involves  a  lot  more  than 
just  dishing  out  advice.  AlixPartners' 
senior  executives  parachute  into  trou- 
bled companies — often  as  ceo  or  cfo — 
and  attack  the  problems  themselves. 
Using  a  sort  of  corporate  triage,  they 
form  teams  with  the  company's  own 
employees  to  diagnose  weaknesses  and 
prescribe  a  strategy  to  preserve  cash 
and  restructure  the  business.  The  goal 
can  be  to  avoid  a  bankruptcy  filing, 
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emerge  from  bankruptcy,  or  simply  to 
sell  the  company  or  its  noncore  assets 
off  for  creditors. 

At  Kmart  and  WorldCom,  Alix'  im- 
pact is  still  a  work  in  progress.  World- 
Com is  by  far  the  biggest  challenge. 
Alix  principals  have  taken  over  key  po- 
sitions there  and  are  scrambling  to  de- 
vise a  plan  to  salvage  the  business. 
Kmart  had  already  decided  to  close  283 
underperforming  stores  by  the  time  it 
installed  two  Alix  principals  as  top  ex- 
ecutives, including  cfo  Albert  Koch. 
Since  then,  Alix  has  directed  other  cost- 
cutting  moves,  including  the  elimination 
of  680  headquarters  jobs  at  a  savings  of 
$130  million  a  year. 

Alix'  advice  doesn't  come  cheap.  The 
firm  is  typically  paid  an  average  of  $300 
to  $350  an  hour — with  the  services  of 
senior  principals  commanding  more  than 
$600  per  hour  for  the  firm.  There's  an 
additional  fee,  tied  to  the  achievement  of 
certain  goals,  such  as  how  quickly  the 
company  emerges  from  bankruptcy  pro- 
ceedings. Cash-strapped  clients  may 
grouse,  but  many  see  little  choice  but  to 
pay.  "When  you  have  a  leak  in  your 
home  and  the  plumber  comes,  you  don't 
ask  how  much  it  costs,"  says  Greenhill's 
Miller.  With  pipes  bursting  all  over  Cor- 
porate America,  AlixPartners  is  in  the 
midst  of  a  gusher. 

By  Joann  Muller  in  Southfield,  Mich. 


CORPORATE  TRIAGE 

Each  corporate  turnaround 

that  AlixPartners  handles 

has  four  key  steps: 

1  FIND  THE  WOUND 
Teams  are  assigned  to  study  the 
company's  operations  quickly  to 
determine  where  it's  making  money 
and  where  it's  hemorrhaging  cash 

2  STOP  THE  BLEEDING 
Steps  are  taken  to  preserve  cash — 
such  as  collecting  overdue  bills  and 
restructuring  debt — and  to  arrange 
emergency  financing,  if  necessary 

3  ASSESS  SURVIVAL  CHANCES 
Once  the  damage  is  contained, 
Alix  determines  what  parts  of 
the  company,  if  any,  are  worth  saving 

J  PRESCRIBE  A  CURE 

*  The  final  step:  Implement  a 
strategy  to  cut  overhead  costs,  sell 
noncore  assets,  boost  revenues,  and 
improve  liquidity— or,  if  all  else  fails, 
arrange  a  quick  sale 


LAWYERS 


HIS  HEART  BLEEDS- 
F0R  FAT  CATS 

Reid  Weingarten  takes  up  a  new  cause:  Vilified  execs 


Reid  H.  Weingarten  is 
not  like  other  high- 
price  defense  attor- 
neys. He  went  to  law 
school  with  plans  to  "bring 
peace  to  this  earth."  Twice, 
he  almost  ran  off  to  Africa 
to  prosecute  war  criminals. 
And  in  his  spare  time,  he 
manages  a  foundation  and  a 
charter  school  for  inner-city  teens  that 
he  helped  found  in  1997;  up  until  this 
year,  he  taught  Western  philosophy 
there  as  well.  In  many  ways,  Wein- 
garten is  your  typical  liberal  do-gooder. 
But  he  also  happens  to  be  Bernard  J. 
Ebbers'  attorney  (page  75). 

A  self-professed  "hard-core  child  of 
the  '60s,"  Weingarten,  52,  now  finds  him- 
self the  nation's  top  defender  of  dis- 
graced corporate  officials.  In  addition 
to  the  former  WorldCom  Inc.  chief  ex- 


PLANB 

Counseling 
Ebbers:  If 
charges  are  filed, 
Weingarten's 
ideal  jury  would 
be  "12  Martians" 


ecutive,  his  clients  include 
former  Enron  Corp.  chief  ac-l 
countant  Richard  Causey, 
ousted  Tyco  International] 
counsel  Mark  Belnick,  and  in-| 
dieted  former  Rite  Aid  Corp.! 
exec  Franklin  C.  Brown.  Al-j 
though  they  may  not  care  fori 
his  politics,  they  appreciate] 
his  record:  He  won  acquittals! 
for  former  Agriculture  Secretary  Mikel 
Espy  and  former  Teamsters  President! 
Ron  Carey  in  the  past  several  years. 

The  irony  here  is  hard  to  avoid.  But! 
suggest  to  Weingarten  that  he  lost  hisl 
way  somewhere  between  Dickinson! 
School  of  Law  at  Penn  State  University! 
and  Steptoe  &  Johnson  in  Washington,! 
where  he  gets  fees  of  around  $600  perl 
hour,  and  hell  let  you  know  just  howl 
wrong  you  are.  Today's  climate  of  retri-l 
bution  makes  it  all  the  more  imperative.! 
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he  says,  that  accused  executives  get  a 
fair  hearing.  Never  in  his  25  years  as  a 
state  and  federal  prosecutor  and  defense 
counsel  has  so  much  political  pressure 
been  put  on  the  Justice  Dept.  to  bring 
home  some  trophies,  he  asserts.  "I  feel 
like  I'm  in  the  French  Revolution,  de- 
fending the  nobility  against  the  howling 
mob,"  says  Weingarten.  "They  want 
to  guillotine  these  people  without  any 
evidence." 

Weingarten's  style  in 
court  is  straightforward: 
He  portrays  his  clients  as 
well-intentioned  souls  who 
may  have  made  a  mistake 
or  two  but  hardly  deserve 
the  prosecution's  heavy 
hand.  This  worked  well 
with  Espy,  who  was  exon- 
erated of  accepting  illegal 
gifts  even  after  poultry  gi- 
ant Tyson  Foods  Inc.  plead- 
ed guilty  to  giving  him 
those  gifts.  The  jury  was 
swayed  by  Weingarten's  ar- 
gument that  E  spy's  forced 
resignation  was  sufficient 
sanction  for  his  relatively 
minor  indiscretion  of  ac- 
cepting meals  and  sports 
tickets.  In  the  Carey  case, 
Weingarten  not  only  won 
an  acquittal  for  his  client 
on  perjury  charges  but  also 
made  the  union  boss  into  a 
sympathetic  figure  in  ju- 
rors' eyes.  "I  felt  sorry  for 
him,"  said  one.  "I  actually 
believed  he  was  a  good  guy 
trying  to  carry  out  good 
things  for  the  Teamsters." 

Look  for  more  of  the 
same  with  Weingarten's 
current  roster  of  clients. 
Rite  Aid's  Brown  is  the 
only  one  who  has  been  in- 
dicted, so  the  contours  of 
his  likely  defense  are  the  clearest: 
Weingarten  will  argue  that  whatever 
accounting  errors  took  place  at  the  com- 
pany, they  are  a  far  cry  from  the  lying, 
cheating,  and  stealing  that  should  be 
the  benchmark  for  such  a  case.  He  will 
also  point  out  that  Brown  helped  build 
Rite  Aid.  "This  guy  was  with  the  com- 
pany when  it  was  a  couple  of  drug 
stores,"  Weingarten  says.  "The  idea  he 
was  looting  it  at  the  end  is  absurd." 

As  for  Ebbers,  Weingarten  doesn't  be- 
lieve Justice  has  the  goods  on  him — and 
it  won't,  he  says,  unless  it  can  wrest 
some  damning  new  evidence  from  for- 
mer cfo  Scott  Sullivan.  But  if  Ebbers  is 
put  on  trial,  Weingarten  is  likely  to  argue 
that  Ebbers  simply  didn't  know  what 


REID  WEINGARTEN 

BORN 

Mar.  9,  1950,  Newark,  N.J. 
EDUCATION 

BA,  Cornell 
University,  1971; 
JD,  Dickinson 
School  of  Law, 
1975. 

JOB 

Partner,  Steptoe 
&  Johnson  LLP  in 
Washington. 

FAMOUS  CLIENTS 

Won  acquittals  for 
former  Agriculture 
Secretary  Michael  Espy 
and  former  Teamsters 
President  Ron  Carey. 
Now  represents  Bernie 
Ebbers  and  other  fallen 
corporate  officers. 

AFTER  HOURS 

Helped  found  the  Maya 
Angelou  Public  Charter 
School  for  delinquent 
teens  in  1997. 

FAMILY 

Divorced;  one  son,  Ross. 


was  going  on.  He  does  admit  it  might  be 
hard  to  find  a  jury  sympathetic  to  reviled 
public  figures  such  as  Ebbers.  "I'm  look- 
ing for  12  Martians,"  he  jokes. 

With  so  many  high-profile  clients, 
Weingarten  should  be  more  stressed  out 
than  he  is.  His  schedule  would  be  im- 
possible to  maintain  if  Steptoe  hadn't 
given  him  carte  blanche  to  work  on  only 
those  cases  he  chooses  to.  His  clients,  he 
says,  require  relatively  lit- 
tle care  and  feeding;  one 
of  his  challenges  is  per- 
suading them  not  to  talk 
to  the  press. 

Weingarten,  on  the  other 
hand,  is  frequently  criti- 
cized for  grand- 
standing. Among 
his  detractors  is 
Representative 
Alcee  L.  Hast- 
ings (D-Fla.),  a 
former  federal 
judge      whom 
Weingarten  un- 
successfully pros- 
ecuted for  solic- 
iting bribes  in  the  early 
'80s.     Hastings     believes 
Weingarten  went  after  him 
to  advance  his  legal  career. 
A  spokesman  said  Hastings 
would  have  some  "choice 
words"    for    Weingarten, 
but  then  decided  not  to 
comment. 

Some  also  find  Wein- 
garten's attempt  to  make 
every  case  into  a  cause  a 
trifle  annoying.  "This  isn't 
about  grandiose  princi- 
ples," says  fellow  prosecu- 
tor-turned-defense-attorney 
Joseph  E.  diGenova.  "It's 
about  making  money." 

Whatever  the  criticism, 
Weingarten  will  have  to 
draw  on  all  of  his  experience  in  the 
coming  weeks.  Mostly,  he  will  try  to 
ward  off  indictments.  But  if  he  can't, 
look  for  lengthy  trials  and  blistering  de- 
fenses. More  so  than  most  attorneys, 
Weingarten  is  almost  constitutionally  in- 
capable of  settling  a  case.  This  has  got- 
ten him  in  trouble  on  occasion — such  as 
when  he  unsuccessfully  used  an  insanity 
defense  for  an  FBI  agent  accused  of  try- 
ing to  blow  up  his  wife  (the  agent  re- 
ceived a  23-year  sentence).  But  for  the 
most  part,  Weingarten's  stubbornness 
has  served  him  well.  And  his  new 
clients,  still  smarting  from  their  uncer- 
emonious exit  from  the  executive  suite, 
will  expect  nothing  less. 

By  Dan  Carney  in  Washington 


Uncommon  Wisdom 
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INVESTIGATIONS 


WHAT  DID 
DERNIE  KNOW? 


The  feds  are  hot  on  Ebbers'  trail,  but  so  far  he's  playing  it  cool 


Never  mind  that  more  and  more  of 
his  ex-lieutenants  are  doing  the 
perp  walk  on  national  TV.  World- 
Com Inc.'s  founder,  Bernard  J.  Ebbers, 
rides  free  in  the  foothills  of  the  Canadi- 
an Rockies.  He  was  last  observed  in 
August  in  the  rolling  meadows  of  his 
500,000-acre  ranch  200  miles  northeast 
of  Vancouver.  Meanwhile,  government 
investigators  are  looking  into  the  com- 
pany's admissions  in  June  and  August 
that  it  improperly  accounted  for  $7.1 
billion  worth  of  expenses. 

But  pressure  is  mounting  on  Ebbers, 
who  ran  the  company  for  30  years,  to 
come  down  from  the  hills.  On  Sept.  10, 
WorldCom's  board  of  directors  voted  to 
ask  the  court  overseeing  its  bankruptcy 
to  rescind  the  former  ceo's  severance 
agreement,  which  awarded  him  $1.5  mil- 
lion a  year  for  life.  The  severance  plan 
also  includes  terms  of  a  $408  million  loan 
the  company  made  to  Ebbers  at  a  bar- 
gain rate  of  2.3%.  The  vote  was  made  on 
the  recommendation  of  its  bankruptcy 
lawyers  at  Weil,  Gotshal  &  Manges  LLP. 
They  argue  that  the  agreement  is  void, 
because  Ebbers  knew  the  company  was 
insolvent  when  he  reached  the  severance 
agreement,  one  director  says. 

Federal  prosecutors  are  hot  on 
Ebbers'  trail,  too.  Frustrated  that  for- 
mer Chief  Financial  Officer  Scott  D.  Sul- 
livan won't  cooperate,  they  say  they  have 
trained  their  sights  on  Chief  Operating 
Officer  Ron  Beaumont.  They  believe  the 
threat  of  indictment  might  compel  Beau- 


mont to  help  link  Ebbers  to  the  account- 
ing scandals  that  pushed  the  telecom 
company  into  bankruptcy  on  July  21.  In- 
vestigators are  also  leaning  on  ceo  John 
W  Sidgmore,  who  told  the  board  on 
Sept.  10  that  he  planned  to  step  down. 
Says  Ken  Johnson,  spokesman  for  the 
House  Energy  &  Commerce  Com- 
mittee, which  continues  to  pore  over 
evidence:  "We  think  Bernie  Ebbers 
is  up  to  his  eyeballs  in  this." 

The  investigators  are  also  curi- 
ous   to    know    whether    Ebbers 
played  a  role  in  a  host  of  accounting 
practices  that  appear  rooted  in  the 
corporate  culture.  In  interviews  with 
many  current  and  former  employ- 
ees, BusinessWeek  has  learned  that 
the  company  manipulated  its  financial 
results  through  a  variety  of  tricks. 
They  say  it  was  routine  to  double- 
count  revenue  from  a  single  customer. 
Finance  managers  also  claim  delin- 
quent accounts  were  kept  on  the 
books  for  as  long  as  seven  years 
after  customers  stopped  paying, 
meaning  that  they  counted  as  rev- 
enue instead  of  as  liability. 

The  company  also  had  an  un- 
written policy  of  not  closing  dead 
accounts,  ex-staffers  say.  Omni- 
Com,  a  French  telecom  carrier,  was 
charged  $5  million  a  month  for 
three  quarters  after  it  had  asked  in 
writing  to  close  its  account  in  2000. 
OmniCom  paid  at  least  some  of  the 
money,  a  former  WorldCom  employee 


FAINT  TRAIL 


If  former  WorldCom  boss  Bernie  Ebbers  had  a  hand  in 

the  alleged  accounting  fraud,  building  a  case  won't  be  easy 


NO  E-MAIL 

All  electronic  messages 
at  the  office  were  routed 
to  Ebbers'  secretary,  who 
printed  them  out  at  the 
end  of  the  day  for  the 
chief  to  read.  He 
responded  with  telephone 
calls  or  handwritten  fax 
notes. 


CLOAKED  FINANCES 

Ebbers  rarely  disclosed— 
even  to  top  execs — the 
full  financial  picture.  He 
kept  quiet  at  staff 
meetings.  Most  strategy 
sessions  with  former 
Chief  Financial  Officer 
Scott  Sullivan  were 
behind  closed  doors. 


FAR  FROM  THE  FRAY 

Rarely  has  Ebbers  been 
seen  in  public  since 
leaving  WorldCom  on 
Apr.  30.  He  is  spotted 
only  periodically  on 
his  500,000-acre  ranch 
in  British  Columbia. 
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says.  OmniCom  did  not  respond  to  a 
request  for  comment.  WorldCom 
spokesman  Bradford  Burns  declined  to 
comment  on  specific  allegations.  "We  are 
cooperating  fully  with  the  investigators 
who  are  looking  into  the  past.  But  World- 
Com's new  management  team  and  our 
60,000  employees  are  focused  on  the  fu- 
ture," he  said. 

New  revelations  at  WorldCom,  while 

painful,  position  the  company  for  a 

fresh  start.  Only  when  the 

financial  secrets  are 

brought  into  the 

open     will 

employ- 


painf 


ees,  customers,  and  investors  be  able  to 
gauge  the  value  and  viability  of  the  fall- 
en giant.  That  would  make  it  easier  to 
measure  the  company's  assets  and  strike 
an  agreement  with  creditors*,  who  are 
holding  $41  billion  in  debt.  And  with 
Sidgmore's  resignation,  creditors  will  be 
dealing  with  a  new  ceo,  one  with  no  ties 
to  the  wild  days  at  WorldCom.  One  can- 
didate is  XO  Communications  Inc.  CEO 
Dan  Akerson,  a  veteran 
of  MCI  and  Nextel  Com-  ■■■■^^B 
munications  Inc. 

If  investigators  do  find 
evidence  linking  Ebbers 
to  fraud — which  is  no 
sure  bet — the  ramifica- 
tions would  extend  be- 
yond WorldCom.  By  lev- 
eling charges  at  its  first 
high-profile  ceo,  the 
White  House  could  claim 
success  in  its  crackdown 
on  corporate  fraud,  possi- 
bly boosting  investor  con- 
fidence lost  in  the  wake 
of  scandals. 

Ebbers'  own  lawyer, 
Reid  H.  Weingarten, 
says  investigators  are 
snooping  everywhere, 
even  'looking  at  Ebbers' 
fishing  licenses,"  but  still 
lack  evidence  for  an  indictment.  "None 
is  justified,"  Weingarten  says.  He  did 
not  respond  to  additional  requests  for 
comment.  Ebbers  was  unavailable  for 
comment. 

Still,  people  are  making  troubling  alle- 
gations. The  WorldCom  ceo  sometimes 
talked  about  his  financial  derring-do,  in- 
siders say.  A  former  high-level  execu- 
tive recalls  a  senior  staff  meeting  two 
years  ago  at  Jackson  (Miss.)  headquar- 
ters, where  Ebbers  assured  colleagues 
that  the  company  would  be  free  from 
nasty  financial  surprises:  "We  won't  have 
to  worry  about  earnings  for  years."  Two 
other  former  top  execs  said  he  made 
similar  statements  twice  that  year. 
Ebbers,  say  sources,  said  he  would  tap 
cash  reserves  to  boost  flagging  revenue. 

Ebbers,  they  add,  told  the  same  group 
that  he  could  take  huge  write-offs  from 
acquisitions,  setting  a  low  bar  so  that 
future  results  looked  strong  by  contrast. 
In  fact,  the  company  did  take  $685  mil- 
lion in  write-offs  in  the  third  quarter  of 
2000 — a  move  under  investigation  by  the 
Securities  &  Exchange  Commission. 

Yet  investigators  are  finding  Ebbers 
an  elusive  target.  Only  a  handful  of  the 
company's  60,000  employees  ever  heard 
directly  from  the  ceo.  He  never  used  e- 

mail.  His  messages  were  sent  to  his 
secretary,  who  printed  them 


How  could 
a  CEO  so 
obsessed 
with  details 
have  missed 
such 

accounting 
shenanigans? 


out  for  him  to  read.  If  Ebbers  replied, 
it  was  by  telephone  or  handwritten  fax, 
say  former  executives.  All  this  makes  it 
hard  for  investigators  to  discern  what 
Ebbers  knew  about  WorldCom's  ac- 
counting. In  the  past  2lA  months,  House 
investigators  have  combed  through  six 
boxes  of  WorldCom  documents  and 
have  yet  to  find  a  link,  say  people  fa- 
miliar with  the  probe. 

But  pressure  to  inflate 
^^^^■■1  revenues  and  cloak  ex- 
penses appears  to  have 
been  widespread  at  the 
company  Ebbers  ran. 
Ken  Emigh,  a  former  fi- 
nancial analyst  in  the 
Dallas  office,  told  Busi- 
nessWeek he  received  an 
e-mail  on  Dec.  12,  2000 
from  then-Chief  Technol- 
ogy Officer  Fred  Briggs 
and  accounting  manager 
Frank  Guckes,  ordering 
him  to  shift  $35  million 
in  labor  expenses  from 
capital  project  to  the  op 
erating  budget.  Emigh 
says  the  network  systems 
division's  $215  million  cap 
ital  budget  was  overspent 
and  the  company  wanted 
to  bring  it  back  in  line 
at  least  on  paper.  Briggs  and  Guckes  did 
not  return  calls  requesting  comment. 

Emigh  refused  to  transfer  the  costs 
to  the  unit's  operating  budget,  saying 
the  move  was  an  illegal  attempt  tc 
cloud  the  picture.  He  never  learned  i 
anyone  carried  out  the  order.  He  was 
laid  off  shortly  after  refusing  to  reclas- 
sify expenses. 

Investigators  also  want  to  know  i 
Ebbers  sanctioned  or  encouraged  double 
counting.  Take  the  case  of  former  gov 
ernment-securities  trader  Aubrey  G 
Lanston  &  Co.  in  1999.  Aubrey  negotiat- 
ed a  50%  reduction  for  annual  data  serv- 
ices, to  $15,000,  says  a  Manhattan  brand 
manager.  But  WorldCom  responded  bj 
upping  revenue,  to  $45,000  in  annual  in- 
come from  Lanston,  booking  the  old  anc 
renegotiated  deals  separately — one  or 
mci's  system  and  one  on  WorldCom's.  Anc 
former  execs  in  the  Tulsa  credit  depart 
ment  told  BusinessWeek  that  $696  mil 
lion  in  uncollectible  bills — much  of  it  three 
to  seven  years  past  due — was  kept  or 
the  books,  artificially  inflating  revenue. 

How  could  a  ceo  obsessed  with  de 
tails  have  missed  such  shenanigans' 
Right  now,  there's  no  telling.  But  inves 
tigators  are  determined  to  dig  until  the} 
find  the  answer. 

By  Charles  Haddad  in  Atlanta,  wit) 
Amy  Borrus  in  Washington 
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COMMENTARY 


By  Roger  O.  Crockett 


ONLY  MAJOR  SURGERY  CAN  REVIVE  NORTEL 


Nortel  Networks  Ltd.  just  can't 
seem  to  get  it  right.  Since  au- 
tumn of  2001,  as  the  industry 
depression  spread  through  telecom, 
ceo  Frank  A.  Dunn  has  announced 
four  downsizings  and  rightsizings  of 
the  Brampton,  Ontario,  equipment 
manufacturer.  The  most  recent  came 
in  late  August,  when  Dunn  an- 
nounced a  plan  to  cut  the  workforce 
to  35,000.  Yet  the  company  is  still 
losing  money  and  market  share,  and 
its  stock  price  is  hovering  around  $1, 
down  from  an  all-time  high  of  $143  in 
March,  2000. 

It's  time  to  take  a  more  radical  ap- 
proach. Spending  on  North  American 
telecom  gear  is  expected  to  be  down 
41%  this  year  and  10%  more  next 
year,  according  to  Deutsche  Bank. 
Barring  a  sudden  and  dramatic  turn- 
around in  the  market — which  no  one 
expects — Dunn  &  Co.  will  have  to 
move  ahead  with  a  structural 
makeover.  So  far,  "they're  just  adjust- 
ing to  the  here  and  now,"  says  Antho- 
ny Scilipoti,  co-president  of  Veritas 
Investment  Research  Corp.,  an  equity 
research  firm  in  Toronto. 

Here's  one  roadmap 
back  to  fiscal  health: 
abandon  two  divisions 
representing  nearly  $4    /I 
billion  in  sales,  and  un-  ' 
load  some  12,000  jobs.  9 

It's  wrenching,  but  it 
would  leave  a  potentially 
healthy  $7  billion  compa- 
ny— one  with  power- 
ful positions  in 
metro-area  data 
networks  and 
wireless  mar- 
kets. These  are 
more  promising 
areas,  where 


Nortel  is  already  gaining  share. 
Where  might  Nortel  retreat? 
Dunn  should  quit  the  market  for  cor- 
porate Internet  gear,  where  it  is  be- 
ing trounced  by  Cisco  Systems  Inc. 
He  should  also  exit  the  saturated 
market  for  optical  equipment  that 
sends  data  over  long-distance  net- 
works. These  moves  would  stanch 
the  bleeding  at  Nortel. 

The  long-distance 
optical  unit  made 
Nortel  a  star  in  the 
late  1990s,  but  its 
heyday  is  history. 
Loads  of  its  formerly 
free-spending  cus- 
tomers, from  World- 
Com Inc.  to  Qwest 
Communications  In- 
ternational Inc.,  are 
in  financial  straits, 
and  nonessential  cap- 
ital spending  has 

screeched  to  a  virtual  halt.  Nortel's 
long-haul  optical  sales  have  dropped 
to  an  estimated  $1.4  bilhon  in  2002 
from  $8  billion  in  2000,  and  the  mar- 
ket, according  to  Merrill  Lynch  & 
Co.,  is  falling  by  42%  this  year.  Ri- 
vals are  gobbling  up  market  share 
at  Nortel's  expense. 

Dunn  argues  that  his  company 
leads  in  this  industry  and  that  it 
will  bounce  back  someday.  But 
the  wait  eats  scarce  cash.  The 
prudent  move  is  to  stop  manu- 
facturing and  only  service 
existing  customers. 
The  company 
would  also 
do  well  to 
stop  selling 
corporate  In- 
ternet gear. 
Nortel's 


The  long-distance 
market  that  made 
Nortel's  optical 
unit  a  treasure  in 
the  '90s  is  history 


w 


CEO  DUNN 


share  in  ethernet  switches,  for  exam- 
ple, has  shriveled  to  5.4%,  a  far  cry 
from  Cisco's  68.5%.  Dunn  says  Nortel 
products  surpass  Cisco's  at  voice  over 
the  Internet.  "They  don't  need  to  be 
in  it,"  says  analyst  Shawn  Campbell  of 
Northern  Trust  Co.,  which  owns  11.9 
million  Nortel  shares. 

These  strategic  decisions  would 
help  push  down  Nortel's  head  count 
to  about  24,000.  At 
that  level,  according 
to  Scilipoti  at  Veri- 
tas, its  revenue  per 
employee  jumps  to 
$440,000— hiking  each 
worker's  contribution 
to  the  bottom  line 
from  $90,000  to 
$130,000,  where  Nor- 
tel can  make  a  profit. 
Once  costs  are  sta- 
bilized, Nortel  can  fo- 
cus on  replacing  lost 
growth.  It  should  start  by  looking 
overseas.  Right  now,  the  company 
gets  55%  of  its  sales  from  the  U.  S. — 
nearly  as  high  as  struggling  Lucent 
Technologies'  65%.  That's  too  much, 
especially  since  Nortel's  chief  cus- 
tomers in  North  America  are  mired 
in  financial  strife.  Spending  in  Eu- 
rope is  expected  to  decline  only  15% 
this  year,  vs.  a  41%  drop  in  the  U.  S. 

No  doubt,  such  a  restructuring 
would  take  months  for  Nortel  to 
work  through.  But  it  would  almost 
ensure  an  operating  income  in  2003, 
says  telecom  analyst  Mark  Lucey  of 
TD  Securities  in  Toronto.  That  won't 
bring  the  boom  years  back,  but  it 
would  halt  the  bleeding  and  set  Nor- 
tel up  for  long-term  growth. 

Crockett  covers  telecommunica- 
tions from  Chicago. 


TO-DO  LIST 

Nortel  has  lost 
$5.3  billion  in  the 
past  six  quarters. 
Restructuring  hasn't 
gone  far  enough.  With 
its  shares  near  $1. 
Dunn  must  do  more. 

Data?  Company  reports,  Dell  Oro  Group 


CUT  COSTS 

Dunn  plans  to  ax  7,000 
jobs,  to  35,000,  betting 
that  quarterly  revenue 
will  stabilize  at  a  break- 
even $2.6  billion.  By 
cutting  more  jobs  and 
pushing  for  profits,  he 
could  prepare  Nortel  for 
a  worsening  market. 


EXPAND  OVERSEAS 

Nortel  gets  55%  of  its 
sales  from  the  slumping 
U.S.  market.  Dunn 
needs  to  invest  scarce 
dollars  to  beef  up 
his  product  mix  and 
sales  staff  in  stronger 
markets  such  as 
China  and  Korea. 


OVERHAUL  OPTICAL 

Sales  of  long-distance 
optical  gear  have  fallen 
84%  in  two  years,  to  an 
expected  $1.4  billion 
this  year.  Dunn  should 
quit  the  crowded  optical 
biz  and  focus  on 
promising  units  such  as 
wireless  and  data  gear. 
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There  are  plenty  of  them  out 
there.  Here  are  just  a  few  who 
built  enduring  U.S.  companies 
without  bending  the  rules 


It  was  a  crucial  moment  for  Ara- 
mark Worldwide  Corp.  After 
months  of  negotiating  and  mil- 
lions spent  on  due  diligence,  the 
$7.8  billion  outsourcing  service 
company  was  close  to  wrapping 
up  deals  for  a  pair  of  overseas 
acquisitions.  The  target  compa- 
nies fit  perfectly  with  Aramark's  goal 
of  expanding  internationally,  and  the 
price — more  than  $100  million — was 
right,  too.  But  when  Chief  Executive 
Joseph  Neubauer  finally  got  a  close 
look  at  the  operations  and  books,  he 
didn't  like  what  he  saw.  Despite  the 
huge  investment  in  time  and  money,  he 
didn't  think  twice.  Neubauer  walked 
away.  "It  takes  a  lifetime  to  build  a 
reputation,  and  only  a  short  time  to 
lose  it  all,"  he  says  matter-of-factly. 
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to  look  at  those  who,  like  Neubauer, 
built  solid,  enduring  companies  in  the 
age  of  Enron.  Despite  the  ugly  head- 
lines, there  are  still  many  such  execu- 
tives out  there.  Our  search  for  those 
who  embodied  the  best  in  manage- 
ment excellence  began  with  a  simple 
premise:  Where  we  saw  superior  cor- 
porate performance  over  many  years, 
we  would  find  a  superior  leader.  We 
focused  on  companies  that  had  exem- 
plary earnings  and  sales  growth  both 


THE 


GOOD 


"We  chose  to  eat  the  loss  on  the  time 
and  the  money  because  we  couldn't 
live  with  their  business  practices." 

An  unerring  sense  of  right  and 
wrong  should  be  a  cardinal  quality  of 
any  corporate  leader.  But  at  a  time 
when  a  host  of  high-profile  CEOs  have 
been  exposed  as  moral  equivocators, 
out  to  build  a  fast  fortune  instead  of  a 
lasting  enterprise,  Neubauer  stands 
out.  The  1990s  gave  rise  to  the 
celebrity  ceo,  the  larger-than-life  hero 
who  muscles  his  way  to  the  top  of  an 
organization  and  by  sheer  force  of  will 
remakes  it  in  his  own  image.  But  with 
that  myth  shattered  by  the  likes  of 
Kenneth  Lay,  Dennis  Kozlowski, 
Bernard  Ebbers,  and  other  disgraced 
corporate  chieftains,  it's  time  to  re- 
assess the  very  nature  of  leadership. 

That's  why  BusinessWeek  decided 

80  BusinessWeek  /  September  23,  2002 


over  time  and  against  their  peers.  The 
companies  of  each  of  the  CEOs  we  se- 
lected have  outperformed  the  broader 
market,  some  by  huge  percentages. 
We  also  included  measures  of  manage- 
ment skill,  such  as  return  on  invested 
capital.  Most  important,  perhaps,  we 
drew  on  our  own  analysis  of  how  well 
these  leaders  met  the  challenges  fac- 
ing their  companies. 

We  weren't  sure  what  characteris- 
tics would  set  these  bosses  apart,  but 
Jim  Collins,  author  of  Good  to  Great, 
gave  us  a  few  hints.  While  studying 
corporations  that  made  the  leap  from 
good  to  exceptional  performance, 
Collins  found  that  every  one  of  the 
CEOs  shared  an  essential  trait:  a  burn- 
ing ambition  focused  on  their  compa- 
nies— not  themselves.  "They  looked  a 
little  like  tofu,"  he  says.  "They  were 


- 


iff 


Cover  Story 


M 


clearly  part  of  the  meal.  They  seemed 
to  be  integral  to  the  nutrition  of  the 
meal.  But  they  did  not  stand  out. 
Everything  else  was  the  spice." 

Such  unsung  chief  executives 
abound.  We  selected  six  to  feature 
here.  Although  responsible 'for  over 
$80  billion  in  shareholder  wealth  and 
the  livelihoods  of  hundreds  of  thou- 
sands of  employees,  most  are  unfamil- 
iar names.  They  don't  run  glamorous 
companies.  Indeed,  many,  like  Harold 
Messmer  Jr.  of  staffing  company 
Robert  Half  International  Inc.  and 
James  Keyes  of  automotive  supplier 
Johnson  Controls  Inc.,  work  in  mun- 
dane industries.  One,  Colgate-Palmo- 
live Co.'s  Reuben  Mark,  wouldn't  even 
comment  for  this  story,  citing  his  be- 
lief that  talking  to  the  press  does 
nothing  to  improve  his  operations. 

But  comportment  is  not  the  only 
way  in  which  these  ceos  defy  the 
management  ideal  of  the  1990s.  None 
of  them  are  "change  agents"  or  recent 
recruits  charged  with  remaking  cul- 
ture or  strategy.  In  fact,  they  have  led 
their  companies  an  average  of  18 
years  and  worked  in  them  for  an  aver- 
age of  26  years.  James  D.  Sinegal,  of 
Costco  Wholesale  Corp.,  co-founded 
his  company  19  years  ago,  while 
James  C.  Morgan  has  been  in  charge 
at  Applied  Materials  Inc.  for  25  years. 

Different  companies,  of  course,  re- 
quire different  skills.  What  works  for 


a  Silicon  Valley  tech  shop  may  not 
work  for  a  retailer.  These  six  reflect 
that.  They  come  from  diverse  back- 
grounds and  industries.  Their  styles 
and  strengths  vary.  What  they  share, 
however,  is  a  passion  for  their  compa- 
nies. It  drives  them  to  study  and  re- 
fine even  the  smallest  details.  It  turns 
them  into  constant  communicators  of 
company  values.  It  compels  them  to 
seek  people  outside  the  normal  ceo  or- 
bit, from  factory  workers  to  suppliers 
to  customers,  to  give  them  the  in- 
sights they  need  to  run  their  compa- 
nies better. 

Armed  with  an  almost  molecular 
understanding  of  their  organizations, 
these  leaders  are  confident  taking 
risks  and  invariably  plan  for  the  long 
term.  Yes,  they  may  go  through  tough 
periods  when  their  companies  or  their 
industries  are  stagnating.  But  they're 
constantly  thinking  ahead  to  the  next 
change  of  cycle.  Morgan,  for  instance, 
invested  several  hundred  million  dol- 
lars last  year  in  a  new  research  lab, 
even  though  his  industry  has  never 
been  in  wc^se  shape. 

Ultimately,  though,  each  of  these 
ceos  leads  in  his  own  way.  They're  not 
always  popular.  They're  certainly  not 
perfect.  But  they've  been  more  right 
than  wrong,  and  they've  done  better 
than  survive:  They've  thrived.  Togeth- 
er, they  provide  an  unusual  picture  of 
what  true  leadership  looks  like. 
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The  Bargain  Hunter 

When  66-year-old  Sinegal  has  a  meeting  with  a  visitor 
at  the  company's  headquarters  in  Issaquah,  Wash.,  he 
goes  down  to  the  lobby  himself  to  escort  the  guest  to 
his  fourth-floor  office.  The  head  of  the  nation's  top 
warehouse  retailer  doesn't  go  in  for  many  corporate  perks.  He 
answers  his  own  phone.  He  doesn't  have  an  executive  wash 
room  or  even  an  office  with  walls.  His  furniture  is  more 
than  20  years  old.  ."We're  low-cost  operators,  and  it  would  be 
a  little  phony  if  we  tried  to  pretend  that  we're  not  and  had  all 
the  trappings,"  Sinegal  says. 

A  lifelong  retailer,  Sinegal  opened  the  first  Costco  ware 

house,  in  1983  in  Seattle,  with  Jeffrey  H.  Brotman,  who  is 

chairman.  Their  strategy  was  to  offer  lower  prices  and  better 

value  by  stripping  away  everything  they  deemed  unnecessary. 

including  deluxe  store  fixtures,  salespeople,  even  deliven 

and  backup  inventory.  And  it  works.  Over  the  past  fiv 

years,  sales  have  grown  11.7%  annually  as  earnin 

climbed  13.2%  a  year. 

Their  original  concept  has  led  to  some 
revolutionary  behavior.  One  of  Sine 
gal's  rules,  for  example,  is  to  strictly 
limit  markups  to  12%  on  national 
brand  items  and  14%  for  private- 
label,  Kirkland  Signature,  goods 
And  he  means  strictly.  Back  i 
1996,  Costco  was  selling  Cal 
Klein  jeans  for  $29.99  and  got 
better  deal  for  another  bate 
that  would  drop  the  price  to 
$22.99.  The  pants  were  selling 
briskly  at  the  higher  price.  "In 
theory,  we  could  have  kept 
selling  them  and  pocketed  the 
seven    bucks    and    had    a 
great  quarter,"  recalls  John 
McKay,  senior  vice-president 
for  Costco.  "But  we  didn't.  The 
members  count  on  us  to  deliver  the 
best  deal.  Jim  doesn't  cheat  on  that." 
Some  on  Wall  Street  wish  he 
would.  Analysts  have  pres- 
sured Sinegal  to  lift  the 
markup  ceiling,  com 
plaining  that  it  lim- 
its profits.  "We  be- 
lieve [it]  places  club 


JAME  S    D  .     SINEGAL 


BORN  Jan.  1,  1936, 
Pittsburgh 

EDUCATION  Associate  arts 
degree,  San  Diego  Junior 
College,  1955.  Attended 
San  Diego  State  University 
while  working  for  Fed-Mart 
Corp.,  a  discount  retail 
chain.  Dropped  out  after 
getting  a  promotion. 

2001  PAY  $6.1  million  in 
salary  and  option  exercises. 
Waived  a  bonus  because  of 


downturn.  Holds  less  than 
1%  of  the  company's  stock. 

CAREER  Worked  his 
way  up  at  Fed-Mart  to 
executive  vice-president 
in  charge  of  merchandising 
and  operations.  Moved 
to  Price  Co.  in  1979. 
Co-founded  Costco  in 
1983. 

TRAVEL  REGIMEN  Visits 
about  30  Costco  stores 
every  month. 


MERCHANDISING 
STRATEGY  25%  of  goods 
are  "treasure-hunt"  items, 
such  as  deeply  discounted 
Waterford  crystal  and  Dom 
Perignon  champagne. 

WHERE  HE 

WINDOW-SHOPS  Stew 
Leonard's  supermarkets, 
Trader  Joe's,  and  Target. 

FAMILY  Married  Janet  in 
1961;  two  sons  and  a 
daughter. 
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member  interests  too  far  ahead  of  shareholder  interests," 
says  Bill  Dreher,  an  analyst  with  W.  R.  Hambrecht  &  Co.  Wall 
Street  also  takes  issue  with  Costco's  pay  levels,  the  highest  in 
the  industry.  A  cashier  with  four  years  of  experience  can  earn 
more  than  $40,000  with  full  benefits.  "Paying  good  wages  is 
not  in  opposition  to  good  productivity,"  insists  Sinegal.  "If  you 
hire  good  people,  give  them  good  jobs,  and  pay  them  good 
wages,  generally  something  good  is  going  to  happen." 

Sinegal  doesn't  much  worry  about  complaints  from  Wall 
Street.  As  he's  fond  of  saying,  "you  have  to  take  the  shit  with 
the  sugar."  And  can  shareholders  really  complain?  Someone 
who  put  $10,000  in  the  stock  10  years  ago  and  held  on  would 
be  looking  at  $43,564  today — a  gain  of  354%,  compared  with 
237%  for  the  Standard  &  Poor's  500-stock  index. 


REUBEN  MARK  COLGATE-PALMOLIVE 


The  Detail  Man 
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ark,  63,  has  an  MBA  from  Harvard  Business  School. 
Other  than  that,  he  shares  little  with  the  popular 
conception  of  a  ceo.  He's  not  a  strapping  former 
athlete.  He  sometimes  pulls  his  hair  back  in  a  pony- 
tail.  When  he  travels  overseas,  which  is  often,  since  Colgate 
operates  in  218  countries  and  gets  75%  of  its  sales  from  out- 
side the  U.  S.,  it's  not  on  a  corporate  jet.  He  likes  to  curse, 
hates  publicity,  and  doesn't  play  golf.  He  rode  a 
motorcycle  when  he  was  younger  and  now  hunts 
igame  birds  such  as  Colombian  doves.  Sheila 
Wellington,  president  of  women's  advocate 
Catalyst,  recalls  bumping  into  him  one 
evening  on  the  street  in  Manhattan:  he 
looked  anything  but  the  ceo  in  his  weather- 
beaten  parka.  "He  wants  his  company  to  be 
the  superstar,  not  him,"  she  says. 

The  way  he  runs  Colgate  is  different, 
!too.  Although  he  assiduously  courts 
institutional  investors — Colgate's 
ifive  biggest  shareholders  con- 
trol 20%  of  its  stock— he 
holds  in  great  disdain  many 
lof  the  things  Wall  Street 
loves  most.  His  record  of 
I  meeting  or  beating  quar- 
terly earnings  estimates  is 
near  perfect,  but  he  doesn't 
go  in  for  radical  business 
moves.  At  the  company's 
annual   meeting   in    May, 
Mark  played  dramatic  clas- 
sical music  before  announc- 
ing    several     mundane 
changes.  The  point  was  to 
mock  Wall  Street's  calls  for 
a  "needle-moving  event." 

Since  Mark  took  over  18 
years  ago,  Colgate  has  made 
only  two  large  acquisitions  and 
has  exited  numerous  business- 
es where  it  was  not  a  leader. 
The  company  relies  heavily  on 
new  products,  but  Mark  de- 
liberately does  not  stray  out 
of  four  core  areas  of  expert- 
ise: oral  care,  personal  care, 
household  cleaners,  and  pet 
food.  That  focus  paid  off  in 


REUBEN    MARK 

BORN  Jan.  21,  1939, 

Jersey  City,  N.J.  eo-- 

- COLGATE'S  GROSS 

EDUCATION  BA,  economic  PROFIT  MARGIN 

theory,  Middlebury  College,        55' 

I960;  MBA,  Harvard 

University,  1963.  50 

2001  PAY  $11.4  million 

in  2001,  including  $6 

million  in  restricted 

stock  and  a  $3.5  million 

bonus,  substantially  lower  '95   '96   '97   '98   '99   '00   'oi 

than  the  two  previous  years.        a  percent 
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Gets    premium-priced 

options,  which  require  large 

stock-price  increases  before  they  pay  off. 

CAREER  Joined  the  company  39  years  ago  right  out  of 
graduate  school.  In  the  1970s  held  key  positions 
overseas,  then  ran  household-products  division  from  1975 
to  1979  before  rising  to  head  of  domestic  operations, 
COO,  and  then  president.  Appointed  CEO  in  1984. 

BIGGEST  CHALLENGE  Selecting  a  successor.  Once 
widely  believed  to  be  the  front-runner,  COO  Lois  Juliber  is 
now  competing  against  two  other  executives,  Javier  Teruel 
and  Ian  Cook. 

HOBBIES  A  one-time  Las  Vegas  floor  man,  he's  a 
fierce  poker  player  and  a  bird  hunter.  Also 
volunteers  at  programs  that  educate  needy  children. 

FAMILY  Married  to  wife,  Arlene,  for  38  years;  one 
daughter  and  two  sons. 

1998  when,  in  the  coup  of  his  career,  he  pushed  Colgate 
toothpaste  past  long-term  rival  Crest  in  the  U.  S. 
Mark  has  effected  major  business  improvements  over  his 
tenure  by  focusing  intensely  on  incremental  business  im- 
provement. He's  obsessed  with  profitability  and  has  in- 
creased Colgate's 
gross  profit  mar- 
gin to  55.1%  in 
2001,  a  steady 

climb  from  47.9%  in  1995.  His  goal  is  to  reach  60%  by 
2008.  That  kind  of  control  over  costs  has  helped  Col- 
gate record  higher  profits  without  increasing  the 
price  of  a  tube  of  toothpaste  in  the  U.  S.  in 
the  past  decade. 

Searching  for  savings  as  well  as  better 
quality,  Mark  unified  all  of  his  advertising 
with  one  agency  in  1996,  Young  &  Rubicam 
Inc.  Since  then,  the  company  has  cut  the 
number  of  commercials  shot  by  more  than  a 
quarter  and  reduced  the  number  of  offices  cre- 
ating ads  from  some  100  to  fewer  than  a  dozen. 
But  that  doesn't  mean  Colgate  isn't  concentrating 
just  as  sharply  on  marketing.  Twice  a  year,  Y&R 
execs  spend  two  days  in  Colgate's  Manhattan 
headquarters,  where  they  review  their  ads  with 
Mark  and  other  executives.  It's  an  amazing  level 
of  involvement  for  a  ceo  of  a  $9  billion  company. 
"I've  never  heard  of  it  before  or  since,"  says 
Y&R  chief  marketing  officer  Craig  Middleton. 

Still,  Mark  has  his  challenges.  Revenue  has 
grown  only  1.4%  annually  over  the  past  five 
years,  depressed  partly  by  currency  exchange 
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fluctuations.  And  continuing  to  cut  costs  from  an  already 
lean  operation  will  be  tough.  It's  also  unclear  who  his  suc- 
cessor will  be,  though  Mark  has  said  there  are  several  inter- 
nal candidates.  For  now,  though,  Mark  is  the  standard-bear- 
er of  his  industry. 

JAMES  MORGAN  APPLIED  MATERIALS 

The  Forward  Thinker 


He  doesn't  have  William  H.  Gates  ill's  notoriety  or 
Lawrence  J.  Ellison's  swagger,  but  Morgan  has  them 
beat  when  it  comes  to  tenure.  He  is  perhaps  the 
longest-serving  ceo  in  Silicon  Valley  (25  years,  to  be  ex- 
act). Although  his  southern  Indiana  drawl  brings  to  mind  a 
quiet  afternoon  on  the  farm  and  he  likes  to  talk  about  spend- 
ing time  with  his  family,  Morgan  is  hardly  some  quaint 
throwback.  He  hasn't  lasted  this  long  without  taking  major 
risks  at  what  seem  the  most  inopportune  times. 

Morgan,  64,  has  been  through  serious  downturns  before, 
and  that  experience  is  helping  him 
manage  the  semiconductor-equip- 
ment  maker  today   at   a   time 
when  demand  for  its  products, 
as    measured    by    revenue, 
dropped     23%     last     year. 
Things  aren't  looking  up  for 
the  immediate  future,  either. 
Morgan  recently  told  analysts 
that  a  chip-industry  recovery 
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is  stalling  and  that  Applied  Materials  expects  to  see  its  orde: 
fall  as  much  as  15%  in  the  quarter  ending  in  October,  fron 
the  previous  period.  That  explains  why  the  stock  is  off  mor 
than  50%  from  its  52-week  high  in  April,  to  about  $13. 

But  in  the  past,  it  has  often  been  Morgan's  boldness  durinj 
the  industry's  slow  periods  that  has  set  up  Applied  Material 
for  big  market-share  gains  and  revenue  growth.  Such  forwart 
thinking  has  helped  Morgan  oversee  the  growth  of  the  com 
pany  to  $7.3  billion  in  annual  sales  in  2001,  well  ahead  of  it: 
nearest  rival  (and  onetime  industry  leader)  Tokyo  Electro: 
Ltd.'s  $4  billion.  It's  also  helped  Applied  Materials'  stock  ap 
predate  more  than  5,600%  since  1983,  compared  with  a  5009. 
rise  in  the  Standard  &  Poor's  500-stock  index. 

Amid  a  heap  of  scorn,  Morgan  charged  into  developinj 
Asian  markets  in  the  1980s,  long  before  most  U.  S.  companie 
saw  the  potential  rewards.  "We've  always  been  a  little  early  oi 
everything,"  says  Morgan.  "That  has  really  paid  off  for  us  ove 
the  years."  During  the  past  decade,  he  has  been  cultivatinj 
contacts  and  engineering  talent  in  China,  a  challenging  marke 
with  a  huge  potential.  Morgan  even  knew  President  Jianj 
Zemin  back  when  he  was  the  vice-minister  of  electronics  in  tto 
early  1980s.  Applied's  competitors  entered  the  Chinese  marke 
more  than  10  years  later  and  have  yet  to  make  much  headwa; 
there.  Last  year,  however,  Applied  won  a  $200  million  orde: 
from  a  Chinese  company  for  foundry  equipment  and  expects  t 
get  at  least  5%  of  its  revenues  from  China  by  2005. 

Now  Morgan  has  opened  that  new  research  facility,  evei 
though  it  meant  more  layoffs  and  less  cash  on  hand.  And  Ap 
plied  Materials  is  already  testing  equipment  for  making  chip: 
that  won't  be  out  until  2007.  "We  try  to  anticipate  the  nex 
change,  because  change  is  the  medium  of  opportunity,"  Mor 
gan  says. 


BORN  Aug.  27,  1938,  Danville,  II 


EDUCATION  BS,  mechanical 
engineering,  Cornell  University,  1962; 
MBA,  Cornell  University,  1963. 


2001  PAY  $817,208,  including  two  pay 
cuts  requested  by  Morgan  as  performance 
slipped  in  downturn.  Also  declined 
his  bonus. 


HOW  HE  GOT  INTERESTED  IN 
MANAGEMENT  As  a  boy  on  his 
family's  farm  and  cannery  in  Indiana, 
helped  oversee  farmhands. 


FIRST  OVERSEAS  TRIP  Visited  Japan  in 
1977.  Now  travels  extensively,  including 
to  China  at  least  twice  a  year. 


18- 


WHEN  HE'S  NOT  ON  THE  ROAD 

Heads  to  a 
second 
home  in 
California's 
Lake  Tahoe 
for  the 
skiing. 


APPLIED  MATERIALS 


FAMILY 

Married  to 
wife,  Becky, 
for  42  years; 
a  son  and 
daughter. 
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JAMES  KEYES  JOHNSON  CONTROLS 

The  Customer  Advocate 


A: 


sk  someone  from  the  United  Auto  Workers  for  an 
opinion  about  the  ceo  of  a  largely  nonunion  automotive 
supplier  and  you'd  expect  to  hear  a  few  choice  words. 
But  the  ones  uaw  President  Ronald  A.  Gettelfinger 
chooses  to  describe  Keyes,  62,  are  surprising.  "He  has  lived 
up  to  every  commitment,"  says  Gettelfinger  approvingly. 

Keyes  won  that  respect  in  June  when  workers  at  four 
Johnson  Controls  parts  factories  went  on  strike,  charging 
A  the  company  failed  to  bargain  with  the  union,  which  had 
5  won  the  right  to  represent  them.  In  truth,  the  uaw  wanted 
r  more  than  contracts  at  those  plants.  It  also  wanted  to  or- 
:  ganize  workers  at  the  company's  other  factories. 

Keyes  was  in  a  bind.  He  wasn't  worried  about  high- 
er labor  costs,  since  his  company  already  paid  com- 
apetitive  wages.  But  he  feared  losing  the  flexibility  he 
it. needs  to  compete  with  other,  nonunion  suppliers.  Plus, 
he  was  under  pressure  from  General  Motors  Corp. 
and  DaimlerChrysler:  They  wanted  him  to  settle 
the  strike  because  it  had  shut  down  production  of 
GM's  Chevrolet  TrailBlazer  and  Chrysler's  Jeep 
Liberty. 

The  high  price  of  not  satis- 
fying   a    customer    weighed 
heavily  on   Keyes,  who  has 
rjlbeen  with  Johnson  Controls  for 
nearly  37  years  and 
has  run  it  for  the 
past    15.    In    1997, 
his  refusal  to  bar- 
gain with  the  uaw 
prompted  Ford  Mo- 
tor Co. — which  feared  a 
walkout   of  its   own   union 
workers — to  yank  a  lucrative  seat 
contract.  So  Keyes  flew  from  his  of- 
fice in  Milwaukee  to  suburban  Detroit  to 
Join  John  M.  Barth,  company  president  and 
'  the  man  who  will  take  over 
from  him  on  Oct.  1.  The  two 
met  with  union  officials  un- 
til 4   a.m.   The   resulting 
agreement  was  seen  as  a 
huge  uaw  victory,  giving 
higher  wages  and  bene- 
fits at  the  four  plants  and 
the    right   to    organize 
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workers  at  26  other  U.  S.  factories  that  supply  the  Big  Three. 
Analysts  were  shocked;  competitors  feared  they  were  next. 
But  Keyes  says  the  move  makes  sense  because  it  will  help 
the  company  land  more  business  from  its  three  largest  cus- 
tomers. GM,  Ford,  and  Chrysler,  he  says,  will  more  likely 
award  big  outsourcing  contracts  to  a  unionized  supplier,  since 
doing  so  helps  them 
maintain  their  own  la- 
bor peace.  Keyes  has 
always  been  careful  to 
consider  his  customers'  point  of  view — even  seeking  then- 
approval  before  making  an  acquisition.  "Jim  is  very  flexible  in 
his  way  of  thinking,"  says  Fujio  Cho,  the  president  of  Toyota 
Motor  Corp.,  who  has  known  Keyes  for  20  years. 

Keyes's  final  trial  as  ceo  will  come  in  the  handoff  to  Barth, 
56.  In  117  years,  Johnson  Controls  has  had  only  six 
chief  executives.  Keyes  and  Barth  have  been 
preparing  for  the  transition  for  years.  Barth, 
along  with  three  other  senior  executives, 
will  make  up  the  office  of  the  CEO.  Keyes  is 
expected  to  stay  on  as  chairman 
for  three  more  years.  It's  a  plan 
designed  to  continue  the  su- 
perb performance  the  compa- 
ny achieved   under   Keyes: 
Over    the    past    de- 
t   *  cade,  sales  have 

\]?l        grown  17%  a 
year  and  net 
income  20%. 


JAMES    H  .    KEYE  S 


BORN  Sept.  2,  1940, 
Belmont,  Wis.  Third  of 
11  children. 

EDUCATION  BA,  business, 
Marquette  University, 
1962;  MBA,  Northwestern 
University,  1963. 


2001  PAY  $11.3  million 
in  pay,  bonus,  and  option 
exercises.  Board  cut  bonus 
by  more  than  half  despite 
strong  stock  performance 
after  he  failed  to  meet 


certain  benchmarks. 

FIRST  JOB  Worked  at 
his  father's  lumber 
yard  from  grade  school 
through  college. 

CAREER  Joined  Johnson 
Controls  37  years  ago  as  a 
systems  analyst.  Rose  to 
CFO  in  1978,  CEO  in 
1988. 

WHAT  HE  DRIVES  A 

Mercedes  M-class  SUV 


AFTER  HOURS  Is  in  the 

middle  of  a  six-year  term 
as  a  director  of  the 
Chicago  Federal  Reserve 
Board.  Helped  secure 
government  funding  for  a 
new  Milwaukee  baseball 
stadium,  which  opened  in 
2001.  Recently  built  a 
3,000-bottle  wine  cellar  in 
his  home. 

FAMILY  Divorced,  three 
sons. 


500 

JOHNSON  CONTROLS 
400---     NET  INCOME* 
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•EXCLUDING  A  $1  BILLION  PLASTICS  BUSINESS  SOLD 

IN  1997.  Br  COMPANY  PRACTICE,  INCLUDES  COSTS 

MANY  RIVALS  DON'T,  LIKE  PLANT  CLOSINGS. 

Data:  Company  reports 
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HAROLD  MESSMER  ROBERT  HALF  INTERNATIONAL 

The  Contrarian 


Back  in  the  1990s,  consolidation  was  all  the  rage  in  the 
staffing  industry.  Except  at  Robert  Half  International. 
Investment  banks  were  knocking  at  Messmer's  door 
hawking  dozens  of  potential  acquisition  targets.  When 
the  ceo,  now  56,  refused  to  bite,  Wall  Street  analysts  took 
him  to  task.  "They  said  I  didn't  understand  acquisitions," 
Messmer  recalls.  Never  mind  that  before  joining  the  compa- 
ny in  1987,  Messmer 
had  been  a  mergers- 
and-acquisitions  attor- 
ney for  11  years. 
Messmer  resisted  out  of  a  firm  belief  in  providing  a  strong 
return  on  invested  capital.  He  was  sure  that  building  his 
business  internally  in  a  reasonable  time  frame  would  generate 
a  much  higher  return  than  he  could  get  by  buying  up  other 
companies.  And  he  was  right.  Robert  Half  has  flourished 
over  the  past  five  years.  Since  1997,  revenue  has  grown 
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HAROLD    M  . 
MESSMER 


"MAX 
JR  . 


BORN  Feb.  20,  1946,  Jackson,  Miss 

EDUCATION  BA  in  history  and 
English,  Loyola  University,  1967; 
JD,  New  York  University,  1970 

2001  PAY  $9.1  million, 
including  bonus  and  restricted 
stock.  Bonus  cut  by  one-third, 
reflecting  downturn. 

CAREER  Spent  1 1  years  as 
M&A  attorney  at  Los  Angeles 
firm  O'Melveny  &  Myers. 
Joined  Robert  Half  as 
CEO  in  1987. 


AFTER  HOURS  Author 
of  advice  books 
including  50  Ways  to 
Get  Hired,  Managing 
Your  Career  for 
Dummies,  and 
Motivating  Employees 
for  Dummies. 

FAMILY  Married  to  wife, 
Marcia,  for  29  years;  two 
sons. 


'  ROBERT  HALF 


S&P500 


30- 


RETURN  ON  INVESTED  CAPITAL 


20 -i 
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88.2%,  to  $2.45  billion  in  2001,  more  than  twice  the  rate  of  th< 
industry  overall.  And  in  that  time,  earnings  have  jumper 
29%,  to  $121.1  million.  But  the  company  hasn't  been  immun* 
to  the  recent  troubles  in  the  labor  market:  Earnings  over  th< 
past  12  months  dropped  59%  from  the  year  before. 

Messmer  has  steadily  moved  the  company  beyond  its  orig 
inal  specialty  of  finding  jobs  for  accountants  and  financis 
managers.  Today,  Robert  Half  places  everyone  from  secretarie: 
to  lawyers,  all  businesses  that  have  been  developed  in-house 
"I  do  think  some  firms  make  acquisitions  to  keep  the  revenue 
and  earnings  machine  going.  I've  never  approved  of  that,"  h< 
says.  "You  have  to  be  willing  to  resist." 
Messmer  doesn't  find  that  too  hare 
Although  Robert  Half  is  based  ii 
Menlo  Park,  Calif.,  in  the  heart  o 
jeans-and-T-shirt  Silicon  Valley,  h< 
arrives  at  work  in  a  suit,  tie,  anr 
starched  shirt  every  day  and  oftei 
keeps  his  jacket  on  in  the  office 
Tall  and  impeccably  groomed,  as  an 
alysts  and  directors  note  withou 
prompting,  Messmer  grew  accustome< 
to  formality  as  a  child  growinj 
p*>  up  in  the  Deep  South,  wher 

^V         no   one   went   to    churcl 
^^       dressed  any  other  waj 
At  Robert  Half,  employ 
ees  and  even  director 
are  expected  to  matel 
his  decorum. 

In  an  era  of  cater 

ing  to   Wall   Street 

Messmer       rarely 

seems  to  have  mad 

decisions  that  wer> 

calculated  to  pleasi 

analysts.    In    199i 

revenue     growtl 

slowed  significantl; 

because  of  the  tigh 

labor  market.  Rathe 

than    rein   in    costs 

however,  Messmer  de 

cided    to    boost    hi 

technology    spending 

even  if  it  temporaril; 

hurt  earnings.  He  fig 

ured  that  the  more  in 

formation     that     wa 

available  electronicall; 

to     employees     an« 

clients,  the  more  effi 

ciently  they  could  worl 

over  the  long  haul. 

Wall  Street  promptl; 

pummeled  the  company' 

stock,   but   revenue   am 

earnings  growth  picked  u 

again  in  2000  largely  be 

cause  of  those  infrastructur 

improvements,  analysts  saj 

"Even  when  profits  are  undo 

pressure,  they  still  think  Ion; 

term,"  says  Ronald  Baron,  CE' 

of  Baron  Capital  Managemenl 

one    of    Robert    Half 

largest  shareholders. 

Story  continues  on  page  88 
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JOSEPH  NEUBAUER  ARAMARK 


Cover  Story 


The  Straight  Shooter 

There  are  moments  of  truth  in  everyone's  life.  For  Joseph 
Neubauer,  such  a  moment  occurred  in  1984  when  two 
corporate  raiders  backed  by  Drexel  Burnham  Lambert 
Inc.  took  a  run  at  his  company.  Trying  to  coax  ceo 
Neubauer  aboard  the  hostile  takeover,  one  raider  offered 
him  10%  of  Aramark,  half  for  himself  and  half  for  his  friends. 
Neubauer  turned  him  down  flat.  Instead,  he  mortgaged  his 

house,  took  out  a  per- 
sonal loan,  and  helped 
lead  a  management 
buyout  with  70 
other  execs  to  fend  off  the  raiders.  "I  felt  an  obliga- 
tion to  the  people  who  worked  with  me,"  he  says. 
"We  wanted  to  control  our  destiny.  " 

It  was  a  winning  bet.  Last  year,  he  took  a  larger, 
more  successful  Aramark  public  again  to  finance 
overseas  growth.  "We  made  250  people  millionaires 
from  hot  dogs  and  dirty  laundry.  Only  in  America," 
he  quips.  Neubauer,  who  took  on  the  biggest  risk 
back  in  1984,  made  out  pretty  well,  too:  His  17.6% 
stake  is  now  worth  $620  million. 

It  would  be  hard  to  find  a  more  grateful 
beneficiary  of  America's  free-enterprise 
system.  Neubauer,  60,  emigrated  from 
Israel  at  age  14.  He  barely  spoke  Eng- 
lish, but  over  the  years  he  found  men- 
tors:   a    high-school    teacher    who 
worked  with  him  after  class,  a  Tufts 
University  economics  professor  who 
helped  him  win  a  scholarship  to  the 
University  of  Chicago,  and  men- 
tors in  David  Rockefeller  at  Chase 
Manhattan  Bank  and  Don  Kendall 
at  PepsiCo  Inc. 

He  joined  Philadelphia-based 
ara  Services  in  1979  as  chief  fi- 


BusinessWeek  online 


For  a  Q&A  with  Jim  Collins  on 
leadership,  go  to  the  Sept.  23  issue 
online  at  www.businessweek.com. 


nancial  officer  and  rose  to  ceo  in  1983.  Neubauer  has  built 
mark  into  a  $7.8  billion  leader  in  managed  services,  averag 
a  30%  annual  total  shareholder  return  over  the  past  15  yea 
The  stock  has  fallen  7%,  to  $21.50,  since  December's  initial  pi; 
he  offering,  but  that's  less  than  the  s&P  500  index,  and  thii 
quarter  sales  were  up  13%  and  net  income  51%.  With  over 
million  clients  in  17  nations  and  200,000  employees,  the 
serves^filet  mignon  to  Goldman,  Sachs  &  Co.  execs,  hot  dogs 
the  baseball  fans  at  Camden  Yards,  and  lattes  to  New  Yor 
University  students.  The  company  also  runs  the  child 
center  at  the  Pentagon  and  cleans  the  uniforms  of  Americ 
Airlines  mechanics.  It  consistently  posts  higher  profit 
gins  than  rivals  Compass  Group  and  Sodexho  Alliance. 

Neubauer's  management  precepts  are  simple:  The  rigll 
investment  in  the  right  people  flows  to  the  bottom  line;  rl 
member  where  you  came  from  and  help  those  followin| 
Some  8,000  employees  have  a  stake  in  the  compa 
Each  year,  Neubauer  visits  hundreds  of  clientl 
many  of  whom  have  worked  with  the  company  flf 
decades  and  do  business  with  little  more  than 
handshake.  Typical  is  Baylor  University,  a  43-yea 
customer  that  does  $27  million  in  annual  busine^ 
with  Aramark.  "We  have  a  contract  that  can 
cancelled  in  90  days,"  says  Neubauer.  "But  that 
the  greatness  of  this  company.  That  is  the  heart 
soul  of  it,  and  that's  what  I  was  protecti 
back  in  1984." 

•  •  • 

Perhaps  Neubauer  and  the  rej 
of  our  group  will  become  exar 
pies  for  the  next  generation 
chief  executives:    leaders    wl 
throw  themselves  into  building 
company  that  authors  such  ;| 
Jim  Collins  will  one  day  a 
great.  If  so,  they'll  probabj 
be  the  last  to  notice.  They| 
be  too  busy  running  th« 
businesses. 

By    Nanette    Byrne 

with  John  A.  Byrne   i\ 

New  York,  Cliff  Edward 

and    Louise    Lee     <j 

San  Mateo,  Calif,  Stai 

ley  Holmes  in  Seattq 

and  Joann  Muller 

Milwaukee 


JOSEPH    NEUBAUER 


BORN  Oct.  19,  1941,  in 
Tel  Aviv,  Israel,  son  of 
Holocaust  survivors. 

EDUCATION  BS,  chemical 
engineering,  Tufts  Universi- 
ty, 1963;  MBA,  University 
of  Chicago,  1965. 

2001  PAY  $2.6  million  in 
salary,  bonus,  and  option  ex- 
ercises. Owns  17.6%,  worth 
$620  million,  of  Aramark. 


CAREER  Spent  six  years  at 
Chase  Manhattan  Bank  be- 
fore joining  PepsiCo  as  as- 
sistant treasurer  in  1971. 
After  eight  years  with  Pep- 
si, joined  ARA  Services, 
predecessor  to  Aramark,  as 
CFO.  Rose  to  CEO  in  1983. 

EARLY  CHALLENGE 

Parents  sent  him  alone  by 
ship  to  America  from  Israel 
at  the  age  of  14  to  live  with 


relatives  outside  Boston.  He 
spoke  little  English — mainly 
phrases  learned  from  John 
Wayne  movies. 

FIRST  JOB  Paid  his  way  at 
Tufts  working  as  a  part-time 
waiter  in  a  fraternity. 

FAMILY  Married  second 
wife,  Jeanette,  on  Ellis  Is- 
land in  1996;  a  son  and 
daughter. 
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The  Better  Online  CRM  Solution 


Third-party  research  study  of  companies  that  purchased  online  CRM  solutions  between  March  2001  and  February  2002-Topline  Strategy  Group. 
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When  UpShot  and  salesforce.com  go  head  to  head,  nearly  twice  as  many  companies  choose  UpShot. 
UpShot  is  single-mindedly  dedicated  to  increasing  companies'  sales  results.  Boosting  their 
revenue  with  a  solution  that  includes  superior  forecasting,  reporting  and  analytics,  integrated 
sales  and  marketing  modules,  and  a  fully  functional  offline  capability.  Consequently,  UpShot  . 

has  become  the  leading  web-based,  sales-focused  CRM  solution.  Want  a  bigger  piece  of  the  pie?      ■  ■ 
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CAN  THIS  MAN  BE  A 

WALL  STREET 

REFORMER? 


John  Mack's  objective: 
Turn  CSFB  into  an 
'ethical'  investment  bank 

By  Emily  Thornton 

The  day  started  out  painfully  enough.  John  J.  Mack,  CEO 
of  investment  bank  Credit  Suisse  First  Boston,  had 
just  learned  of  reports  that  regulators  in  Massachu- 
setts had  uncovered  damning  e-mails  showing  that 
the  firm's  bankers  may  have  pressured  analysts  to 
give  positive  stock  recommendations  on  investment-banking 
clients.  On  top  of  that,  Mack  had  to  get  a  cracked  filling  re- 
placed. "You've  caught  me  in  a  stressed  position,"  he  told 
BusinessWeek  a  few  hours  later  on  Sept.  6.  "But  that's  O.  K." 
Stress  is  a  way  of  life  for  Mack.  With  every  passing  week. 
federal  and  state  regulators  and  Congress  are  turning  up  the 
heat  on  csfb.  When  he  was  brought  in  a  year  ago  to  clean  up 
one  of  Wall  Street's  most  troubled  institutions,  federal  au- 
thorities were 
cracking  down  on 
csfb  for  allegedly 
overcharging  fa- 
vored investors  in 
exchange  for  shares  of  hot  initial  public  offerings.  Mack  set- 
tled that  case  for  $100  million — and  surprised  many  by  avoid- 
ing criminal  prosecution  of  the  firm.  But  now  legislators  and 
regulators  are  back,  probing  to  see  if  csfb  analysts  misled  in- 
vestors to  win  investment-banking  deals  or  if  its  bankers 
used  IPO  shares  to  curry  favor  with  clients. 

The  former  Morgan  Stanley  president  isn't  fighting  the 
inquiries.  Instead,  Mack  is  launching  his  own  assault  on  du- 
bious Wall  Street  practices.  In  the  1990s,  investment  banks 
like  csfb  became  dominated  by  egomaniacal  personalities 
who  competed  fiercely  for  deals,  he  argues,  often  at  the  ex- 
pense of  their  own  clients  and  investors.  "This  firm  had  a  his- 
tory of  tolerating  cowboys,"  he  says.  "I  don't  like  cowboy?." 
Mack  wants  to  return  to  a  bygone  era  when  client  rela- 
tionships mattered  more  than  the  pursuit  of  ever  higher 
fees.  To  do  that,  he's  dismantling  csfb's  star  system,  forcing 
executives  to  adhere  to  strict  codes  of  conduct,  and  over- 
hauling how  the  company  does  everything — from  issuing  ini- 
tial public  offerings  to  trading  and  lending — to  ensure  that 
clients'  interests  come  first. 
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Finance 


In  Mack's  view,  only  those 
investment  banks  deemed 
trustworthy  will  survive  the 
current  turmoil.  It's  not  that 
he  thinks  Wall  Street's  busi- 
ness model  is  fundamentally 
flawed.  But  he  thinks  many 
of  today's  one-stop  financial 
giants,  designed  to  offer  an 
unprecedented  range  of  serv- 
ices, have  been  very  poorly 
managed,  giving  rise  to  end- 
less conflicts  of  interest. 

The  breadth  of  advice  is 
not  nearly  as  important  as  ex- 
ecution, Mack  argues.  "The 
well-managed  firms  will  sur- 
vive," he  says.  That  means 
shifting  emphasis  away  from 
making  money  at  all  costs. 
And  clients  approve.  "What's 
changed  is  that  you  have 
someone  there  who  is  saying 
the  client  counts,"  says  Henry 
R.  Kravis,  a  founder  of  pri- 
vate equity  firm  Kohlberg 
Kravis  Roberts  &  Co.  "It's 
just  like  night  and  day." 

Indeed,  for  csfb,  the  change  is  radical.  For  most  of  its  hi: 
tory,  csfb — a  subsidiary  of  the  Zurich-based  Credit  Suiss 
Group — was  arguably  the  Street's  most  freewheeling  ban! 
When  Mack  took  over  in  July,  2001.  the  money-losing  firi 
was  a  symbol  of  the  IPO  con  game.  Its  top  tech  banke 
Frank  Quattrone,  was  running  his  own  West  Coast  fiefdon 
overseeing  corporate  finance  and  research,  csfb  banker 
lavish  spending,  combined  with  then-  astronomical  pay  pacl 
ages,  had  gotten  so  out  of  control  that  the  firm  was  facing 
$1  billion  loss.  And  when  it  came  to  execution,  csfb,  know 
for  its  merger  expertise,  had  bungled  its  own  $12  billio 
purchase  of  rival  Donaldson,  Lufkin  &  Jenrette  in  2000.  Noa 
fewer  than  half  of  du's  2,000  bankers  remain,  "csfb  tries  t 
destroy  itself  every  couple  of  years,"  says  one  rival  bankei 

Yet  this  distress  actually  played  into  Mack's  efforts  to  di: 
mantle  csfb's  star  system.  His  first  target:  Wall  Street 
penchant  for  overspending.  To  bring  csfb  back  from  tr 
brink,  he  got  many  of  his  high-priced  bankers,  who  wei 
pampered  like  movie  stars,  to  give  up  25%  of  their  salarie 
(He  threw  in  25%  of  his,  too.)  He  also  laid  off  some  3,0C 
bankers.  19%  of  the  total,  and  took  away  even  the  most  bas 
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J  RESEARCH 

I  We  may  have  to  separate 
jsearch  from  investment 
anking.  I  hope  we  don't  get 

i  lere.  But  if  that's  what  it 

^kes,we'lldoit77 


ON  REPUTATION 

1 1  Risks  to  our  reputation 
and  our  integrity  could  put 
us  out  of  business.  Volatile 
markets  are  not  going  to  put 
us  out  of  business  7? 


ON  COMPLIANCE 

L  k  I  don't  care  how  much 
revenue  you  produce.  If 
you're  not  following  the  code 
of  conduct,  you  cannot  be 
here J T 


>erks,  including  the  ability  to  dial  the  phone  company  for  in- 
j  brmation  (which  saved  $800,000).  In  all,  "Mack  the  Knife,"  as 
i  le's  known  on  Wall  Street,  managed  to  slash  almost  $2  billion 

n  costs  and  enabled  the  firm  to  post  a  modest  $61  million  net 
i  )rofit  on  $3.5  billion  in  revenues  in  the  second  quarter. 

At  the  same  time,  Mack  began  to  tackle  his  second,  more 
difficult,  goal:  Making  csfb  an  "ethical"  investment  bank, 
lie  hired  a  cadre  of  compliance  officers,  including  former 

securities  &  Exchange  Commission  enforcement  chief  Gary  G. 


Lynch,  who  oversaw  investigations  of  junk-bond  impresario 
Michael  R.  Milken  and  arbitrageur  Ivan  F.  Boesky  for  insid- 
er trading  in  the  1980s,  to  scrutinize  his  bankers'  deals. 
Those  who  fail  to  collaborate  or  to  give  clients  good  advice 
will  be  shown  the  door.  He  is  also  holding  a  marathon  of 
meetings  to  personally  tell  his  25,000  employees  that  he 
wants  them  to  "do  the  right  thing." 

But  Mack  will  only  go  so  far.  To  the  surprise  of  many, 
Mack  refused  to  sack  Quattrone,  a  symbol  of  1990s  excess,  ar- 
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ON  ETHICS 

i  1 1  won't  compromise  values 
even  if  that  means  we  end  up 
with  a  firm  half  the  size?  1 


ON  STARS 

■ 1  This  firm  had  a  history  of 
tolerating  cowboys,  and  I 
don't  like  cowboys?  7 


ON  GREED 

£ ■  You  cannot  be  held 
hostage  to  the  best  produce 
in  the  firm  11 


Finance 


guing  that  the  former  highflier  has  bought  into  the  new  order. 
Once  Quattrone  agreed  to  Mack's  terms  to  break  up  his  fief- 
dom  and  accept  pay  cuts,  then  others  hopped  on  board.  "I 
think  Frank  in  his  heart  of  hearts  believes  in  what  I'm  trying 
to  do,"  says  Mack,  who  had  ordered  an  internal  investigation 
that  cleared  Quattrone  of  any  wrongdoing. 

Mack  is  also  reluctant  to  separate  research  from  investment 
banking,  though  he's  the  only  Wall  Street  CEO  who  says  he 

will  seriously  consider 
it — if  that's  what  it 
takes  to  restore  confi- 
dence. When  word  got 
out  at  csfb  that  Mack  was  willing  to  spin  off  research,  ana- 
lysts shuddered.  "If  he  could  replace  us  with  a  computer,  he 
would,"  quips  one.  But  Mack  refuses  to  go  it  alone  on  this  is- 
sue, continuing  to  send  analysts  on  road  shows  and  pitches. 
While  he  says  he  doesn't  want  to  use  lending  to  woo  new 
clients,  he  sees  no  harm  in  extending  loans  to  improve  rela- 
tionships with  existing  clients.  This  leads  some  detractors  to 
conclude  that,  despite  Mack's  best  efforts,  it  may  not  be  pos- 
sible to  have  a  scrupulous  investment  bank  in  an  industry 
where  conflicts  of  interest  are  a  way  of  life. 

Mack  has  his  work  cut  out  for  him — and  the  stakes  couldn't 
be  higher.  If  he  succeeds  in  making  csfb  into  a  model  invest- 
ment bank,  he  may  force  rivals  to  follow  suit,  helping  to  clean 


up  the*  mess  on  Wall  Street.  Clients  such  as  kkr,  Genen 
Motors,  and  General  Electric  are  already  throwing  more  bus 
ness  csfb's  way.  Competitors  are  also  taking  notice.  'We  fe< 
his  presence,"  says  Goldman,  Sachs  Group  Inc.  ceo  Henr 
M.  "Hank"  Paulson  Jr.  "His  leadership  has  made  a  big  diffei 
ence  internally  and  externally,  particularly  with  clients." 

But  as  the  firm's  troubles  mount,  Mack  faces  stiff  odd; 
For  starters,  if  he  can't  turn  the  company  around,  the  parer 
Credit  Suisse  Group  might  well  hang  out  a  for-sale  sign.  Ir 
deed,  the  group  faces  deep  financial  woes  of  its  own,  posting 
net  loss  of  $348  million  last  quarter.  Although  Mack  says  a  sal 
is  unlikely,  he's  also  aware  of  the  possibility  if  he  doesn't  sue 
ceed  in  his  mission:  "The  consequences  of  failure  are  that  eithe 
this  business  gets  very,  very  small  or  it's  sold  to  someone." 

Then  there's  the  issue  of  morale.  With  Credit  Suisse  Group 
stock  down  52.5%  since  January,  some  of  his  best  banker 
who  agreed  to  be  paid  with  equity  may  bolt  when  their  cor 
tracts  are  up  at  the  end  of  the  year.  Others  simply  detes 
Mack's  new  mandates  but  right  now  have  nowhere  else  to  g< 

It  also  doesn't  help  that  parent  csg  increasingly  looks  lik 
a  takeover  target.  "Many  of  us  in  the  bank  were  worried  tru 
there  could  be  a  hostile  takeover  move  for  the  group  as 
whole,"  says  a  former  csg  senior  executive.  "I  think  that 
still  possible." 

Mack  is  undaunted.  He  has  dreamed  for  three  decades  < 


THE  HIGHS 
AHD  LOWS  OF 
CREDIT  SOISSE 
FIRST  BOSTON 


Credit  Suisse  and  First 
Boston  become  joint-ven- 
ture partners.  Deal  gives 
CS  a  25%  indirect  stake  in 
First  Boston. 


1980-88 


Bruce  Wasserstein  and 
Joseph  Perella  make  First 
Boston  a  mergers-and-ac- 
quisitions  powerhouse. 


CS  and  First  Boston  unwind 
the  joint  venture.  CS  takes 
40%  direct  stake  in  First 
Boston.  Wasserstein  and 
Perella  go  out  on  their  own. 


CS  injects  $400  million 
and  ups  stake  to  60%  after 
loans  to  Ohio  Mattress  and 
Federated  and  Allied 
Stores  go  sour. 


SEPTEMBER  CS  cuts 
bankers'  pay.  First  Boston 
CEO  Archibald  Cox  quits 
partly  in  protest. 


CS  buys  rest  of  bank;  puts 
Swiss  investment  banking 
and  non-Swiss  commercial 
banking  under  it. 


Bank  buys  British  invest- 
ment bank  Barclays  de 
Zoete  Wedd;  CS  derivatives 
unit  merged  into  CSFB. 


Allen  Wheat  made  CEO;  glob- 
al expansion 
in  full  swing. 
Bank  pays 
$52.5  mil- 
lion to  settle 
charges  of 
selling  risky 
wheat        securities  to 

Orange  County,  Calif. 

Firm  writes  off  $1.3  billion 
in  Russian  losses. 

JULY  Deutsche  Bank  star 
tech  banker  Frank  Quattrone 
and  team  defect  to  CSFB. 


■  >^^^_     DECEMBER  Posts  $939 

million  loss  for  fourth 

CSFB  becomes  lead  bank        quarter  of  2001 

for  tech  IPOs.  ^^.r.  ' 
- - WW 

JANUARY  CSFB  bankers  in 

Japan  shred  documents  JANUARY  CSFB  agrees  to 

while  under  investigation  for     PaV  $100  milllon  t0  settle 
allegedly  helping  clients  hide     alleged  lpo  kickback 

losses.  The  firm  loses  its  li-     charges  with  regulators. 

cense  in  Japan  for  a  year.        AUGUST  CSFB  posts 
AUGUST  Real  estate  group     $61  million  second-quarter 
head  Andy  Stone  leaves  af-     net  Proflt  after  first-quarter 

ter  big  losses.  'oss; 

K»!»?»M  Regulators  suspend  two 

CSFB  execs  in  IPO  case. 

AUGUST  Buys  Donaldson,       

Lufkin  &  Jenrette  for  $12.4     SEPTEMBER  House 
billion,  fires  17%  of  its  staff,     committee  widens  IPO 

ktttv  abuse  probe  to  include 

^^™2i!l!UHHB  ^      IJjj^  CSFB.  Massachusetts 
JUNE  Bank  fires         ^^^^^   regulators  investigate 
three  brokers.  They    lt^   VL   allegations  CSFB 
allegedly  over-  W  \|    pressured  analysts 

charged  clients  for       1M       /   to  give  investment- 
shares  in  IPOs  led        W  '    bank  clients  good 
by  Quattrone's                W^       •     reviews. 

§r0UP  A^t#tl^  TECH  BANKER 

JULY  £\Y^Cf;  QUMAiTRB°ENA 

Wheat         ^        i  k       \      x  symbol 

OUSted,         I»        11  /|  0  OF  1990s 

and  John  Bfl  \\        *I           L              "J*5* 

J.  Mack  E  )         -    "xv"    ^^^£             RETAINS 

replaces  W  his  job 
him. 


:  2002  NE0\  Corporation 


Leading  Semiconductor  Solutions 


i 


Custom  semiconductors  that  empower  performance 


A  world  leader  in  creating  innovative  solutions  for  advanced  systems,  NEC  delivers  competitive  advantages.  Our 

custom  LSIs  for  example,  improve  overall  system  performance  and  functionality  for  mission-critical  computer  and 
networking  applications.  So  we  can  deliver  a  broad  range  of  high-quality  solutions  to  meet  your  time-to-market 
requirements.  From  networking,  systems  integration  and  custom  semiconductor  solutions,  we  empower  people 
through  innovative  technology.  Call  1.800.338.9549  or  visit  www.necus.com. 


Empowered  by  Innovation 


ON  FAILURE 

1 1  We're  intent  on  succeed- 
ing. The  consequences  of 
failure  are  that  either  this 
business  gets  very,  very 
small  or  it's  sold  T 7 


ON  TRADING 

i  i  I'm  prepared  to  take  a 
fair  amount  of  market  risk 
for  clients.  I'm  not  prepared 
to  take  outsized  risks  for  the 
firm's  accounts 


ON  BEAR  MARKETS 

I  k  Any  firm  can  look  good 
in  a  bull  market.  This  is 
when  firms  like  ours  that 
keep  edging  up  slowly  can 
make  big  moves?? 


Finance 


running  his  own  investment  bank.  As  the  youngest  of  six  sons 
of  a  Lebanese-American  wholesale  grocer  in  Mooresville, 
N.  C,  Mack,  57,  has  little  tolerance  for  big  shots.  He  attend- 
ed Duke  University  on  a  football  scholarship,  then  started 
working  in  a  small  brokerage  in  North  Carolina,  which  led  to 
a  job  as  a  bond  salesman  for  Smith  Barney.  At  the  time, 
Duke  classmate  Charlie  Rose,  the  TV  host,  introduced  Mack  to 

Rose's  first  wife  at  a 
party.  Mack  was  im- 
pressed. "Do  you  have 
a  sister?"  he  asked 
her.  Four  years  later,  when  the  sister,  Christy,  came  to  New 
York,  they  met — and  married  soon  after. 

Mack  also  caught  the  attention  of  Morgan  Stanley,  which 
recruited  him  to  sell  bonds.  He  worked  his  way  up  through 
the  ranks.  As  head  of  fixed  income  at  Morgan  Stanley,  he 
built  a  powerful  empire  so  heavily  guarded  that  people  had  to 
get  permission  slips  just  to  go 
on  the  trading  floor.  A  former 
master  of  the  universe  himself, 
Mack  understood  firsthand  the 
drawbacks  of  the  star  system. 
In  1992,  he  became  chief  oper- 
ating officer  and  metamorphosed 
into  a  tough  cost-cutter.  A  year 


THE  BATTLE  FOR  BUSINESS 


man,  Stephen  R.  Volk,  was  an  outside  lawyer  who  advise 
Mack  on  the  Dean  Witter  merger.  He  also  brought  in  sevei 
al  Morgan  Stanley  administrative  managers,  including  Thoma 
R.  Nides  as  chief  administrative  officer  and  Eileen  K.  Murra 
to  head  information  technology.  But  it's  not  completely 
Morgan  Stanley  takeover:  Mack  also  brought  back  forme 
CSFB  merger  expert  Brian  D.  Finn  to  advise  him  on  strateg 
and  he  hired  Merrill  Lynch  &  Co.'s  former  head  of  asse 
management,  Jeffrey  M.  Peek. 

When  he  arrived  at  csfb,  Mack  found  an  investment  ban 
living  on  borrowed  time.  Employees  at  the  money-losin 
firm  were  spending  wildly.  Bankers  were  budgeting  events 
$200,000  a  pop  to  entertain  clients.  Now,  Mack  must  persor 
ally  approve  any  event  costing  more  than  $50,000.  The  fin 
was  paying  $10  million  annually  to  help  subsidize  leases  o 
Mercedes-Benzes  and  bmws  for  500  managing  directors 
part  of  its  merger  agreement  with  dlj.  "I  had  never  see 

spending  like  this  in  my  life, 
says  Mack.  The  firm  also  boas 
ed  an  antique  American  art  an 
furniture  collection,  valued  i 
the  millions,  along  with  a  three 
person  curator  team.  They  wer 
dismissed  within  six  months. 
Strategically,  the  firm  was  in 


UNDER  MACK.  CREDIT  SUISSE  FIRST  BOSTON  HAS 
SNATCHED  SHARE  IN  KEY  AREAS  THIS  YEAR*... 

M&A  GLOBAL  DEBT 

MARKET  SHARE  MARKET  SHARE 


later,  Mack  took  over  as  presi-  1.  GOLDMAN  SACHS         23.4%  1.  CITIGROUP  10.5%  tough  spot.  With  only  a  $436  bi 

dent  and  championed  a  "one-firm  2.  CSFB  (up  from  No.  5)    18.3  2.  MERRILL  LYNCH  8.4  kon  balance  sheet,  it  couldn't  ai 

firm"  where  teamwork  was  in.  3  c|T|GR0Up  16g  3.]^  MORGAN  CHASE       8.0  ford  toJ^7  mOT^  *  <*ent 

But  he  still  had  at  least  one  star  as  could  Citigroup,  with  its  $ 

analyst:  Internet    guru    Mary  4:  M0RGAN  .S™*^ 15;5  4.  CSFB  (down  from  No.  3)  8.11  trillion  in  assets.  It  also  lacke 


Meeker. 

His  grip  weakened  in  1997  af- 
ter he  engineered  a  merger  with 
Dean  Witter.  He  left  three  years 
later  after  losing  a  bruising  bat 


5.  J.P.  MORGAN  CHASE      15.4        5.  MORGAN  STANLEY 


7.2 


GLOBAL 
EQUITY 


MARKET  SHARE 


CORPORATE 
HIGH-YIELD  DEBT 

MARKET  SHARE 


the  coordinated  brain  trust 
Goldman  Sachs  or  Morgan  Star 
ley.  Many  of  csfb's  superstar 
were  so  wrapped  up  in  thei 
own  worlds  that  they  had  neve 


tie  for  control  tvith  ceo  Philip  IJOLDMAN  SACHS 157%  1.  CSFB  (held  No;  1  spot)  17.1%  met  each  ^^ 

J.  Purcell.  That's  when  Lukas  2.  CITIGROUP  12.2  2.  DEUTSCHE  BANK  10.8  To  force  bankers  to  work  ti 

Miihlemann,  chairman  and  ceo  3.  CSFB I  (up  from  No.  5)      8.1  3.  CITIGROUP  10.7  gether,  Mack  quickly  establishe 

of  Credit  Suisse  Group,  offered  ^MERRILL  LYNCH  74  4'  LP  MORGAN  CHASE      El ^"f  ™!f-  "If  you  "f5 

Mack  the  top  job  at  csfb,  hoping  ■  big    deal,    and    you    involve 

to  reverse  its  downward  slide.  5-  MU^CHE :..?*!l!.f 6:.°  5; BfNGJ)F  AMER"'A        ?:J  everyone  who  could  have  helpe 


Observers  both  inside  and 
outside  of  csfb  often  wonder 
why  Mack  took  on  these 
headaches.  "It's  such  a  snake 
pit,"  says  one  rival  banker.  He 
certainly  didn't  need  the  work: 
He  left  Morgan  Stanley  with 
$544  million  worth  of  the  firm's 
stock  and  exercisable  options.  If 


♦Through  Sep.  10.  2002. 
Comparisons  are  to  full-year  2001.  Data:  Thomson  Financial 


...BUT  ITS  REVENUES 
LAGGED  COMPETITORS.. 

02  REVENUES 

MILLIONS 

SALOMON 

SMITH  BARNEY  $6,867* 


...AS  DID 
ITS  PROFITS 

02  NET  PROFIT 


MILLIONS 


SALOMON 
SMITH  BARNEY 


$1,445" 


you,  that's  O.  K.,"  says  Adebay 
O.  Ogunlesi,  head  of  investmer 
banking.  "But  if  you  win  a  dea 
and  you  didn't  bring  in  people 
you're  in  trouble.  It's  worse  tha 
if  you  lose  a  deal." 

Bankers  who  had  compulsive 
ly  pushed  deals  and  eve 
switched  sides  on  transaction 
to   collect   a   higher   fee   wer 


anything,  the  challenges  seem  to 

have  emboldened  Mack.  "This  is  JJR  MORGAN  CHASE  7.574**      J.P.  MORGAN  CHASE      1.014**       urged  to  reconsider.  The  reasor 

his  baby,"  says  friend,  Duke  bas-  MORGAN  STANLEY  5,302          MORGAN  STANLEY           802          Mack  would  rather  lose  a  de; 

ketball  coach  Mike  Krzyzewski.  MERR|LL  LYNch  ^951          MERRILL  LYNCH              624          Jhaf  a  client's  tnf  •  S™*MaC 

He  s  energized.  took  over,  csfb  has  withdraw 

One  reason  Mack  has  been  G0LDMAN LSACHS         3  851          G0LDMAN  SACHS 56.3. from  47  mergers  and  cancele 

able   to   make   such   sweeping  CSFB  3,493          CSFB                             61          or  postponed  11  equity  and  deb 

changes    is    because    he    has  '""  777.           7?               underwriting  deals — more  tha 

,           ,  .   ■               1  1      j    tt-       l   •  ncludes  corporate  banking                                   Data:  Putnam  Lovell  Securities                    ,        fi „T .  „^„i„  4 

brought  in  new  blood.  His  chan--  any  other  firm.    I  want  people  1 
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A  major  win  for 

and  for  couch  potatoes  everywhere 

In  what  has  been  billed  as  the  biggest-ever  patent  case 
before  the  International  Trade  Commission,  Gemstar  alleged 
that  EchoStar's  television  program  guide  technology  infringes 
a  number  of  Gemstar  patents.  Gemstar's  goal  was  to  shut 
down  EchoStar's  satellites.  The  judge  said  no  —  a  huge  victory 
for  EchoStar  —  for  the  multi-office  MoFo  team  —  and  for 
those  who  don't  like  anyone  messing  with  their  remotes. 


MORRISON 


E  R  S  T  E  R    LLP 


Lawyers  for  the  global  economy5 


on  the  web  at  www.mofo.com 


LEGAL  EAGLE 

Mack  hired 

former  SEC 

enforcer 

Lynch  to  be  his  legal  counsel. 

He  advised  Mack  that  Quattrone 

had  done  nothing  wrong 


feel  they're  doing  their  job  when  they 
tell  a  client,  'Don't  do  this,'"  says 
Mack. 

Case  in  point:  Just  weeks  on  the 
job,  a  banker  asked  Mack  to  tell  GM 
Chief  Financial  Officer  John  M.  Devine 
that  csfb  would  not  help  GM  sell  a 
chunk  of  Hughes  Electronics  Corp.  A 
buyer  offered  to  pay  a  higher  fee  than 
gm,  and  the  banker  wanted  to  switch 
sides.  Mack  disagreed.  He  told  Devine 
csfb  would  stick  by  GM.  "If  you  don't 
trust  your  adviser,  you  have  the  wrong 
one,"  says  Devine.  "We  respected 
John's  decision." 

Mack  is  also  pulling  the  plug  on 
ventures  that  could 
blur  ethical  lines.  In 
July,  csfb  spun  off 
a  private  equity 
fund  designed  to  in- 
vest in  distressed 
companies  even 
though  it  raised 
$2.2  billion.  Mack 
felt  the  risk  of  po- 
tential conflicts  was  ■^^^^^^^^^^"^^^^^^^^^^^ 
too  high.  That's  because  the  fund's  managers  would  be  pre- 
vented from  investing  in  the  assets  of  csfb's  investment 
banking  clients  in  financial  distress.  Investors  might  then  be 
penalized  from  getting  the  best  deals.  "I  don't  want  to  be  ne- 
gotiating against  my  clients,"  Mack  says. 

That's  where  com- 
pliance comes  into  the 
picture.  Codes  of  con- 
duct were  a  low  pri- 
ority when  Mack  took  charge.  Mack  quickly  hired  lawyers  and 
former  sec  officials,  and  put  them  in  high-profile  positions  re- 
porting directly  to  him.  "My  predecessor  was  two  levels 
down  from  the  chief  financial  officer,  and  I  think  that  said 
something,"  says  legal  counsel  Lynch,  the  former  sec  en- 
forcement director. 

Now,  compliance  officers  have  a  say  in  everything,  from 
stopping  deals  to  deteiTnining  who  gets  ipo  shares.  As  part  of 
its  January  settlement  with  regulators,  csfb  formed  an  ipo  al- 
location committee  made  up  of  man- 
aging directors  from  the  equity  de- 
partment and  a  compliance 
representative  to  make  sure  shares 
are  handed  out  fairly.  Salespeople 
must  assure  the  group  that  clients, 
for  example,  will  be  long-term  holders 
of  a  company's  shares. 

But  by  keeping  Quattrone  on  the 
payroll,  Mack  could  be  asking  for 
trouble.  Mack  asked  Lynch  to  help 
him  decide  how  he  should  handle 
Quattrone.  After  an  internal  inquiry, 
Lynch  advised  Mack  that,  despite  ap- 
pearances, Quattrone  had  done  noth- 
ing wrong.  So  far,  regulators  have 
disciplined  other  csfb  executives. 
Still,  many  don't  buy  it.  "It's  as  if 
[Enron  Corp.  finance  executive] 
Michael  Kopper  got  fired  and  [Enron 
cfo]  Andrew  S.  Fastow  remained  in 
charge  of  finance,"  says  Jay  Ritter, 
professor  of  finance  at  the  University 
of  Florida.  And  once  again,  Quattrone 
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is  attracting  attention  from  legisla 
tors  and  regulators  on  multiple  fronts 
They're  investigating  whether  re 
search  analysts,  who  once  reportec 
directly  to  Quattrone,  sweetened  re 
ports  to  gain  favor  with  investmen 
banking  clients. 

No  one  expected  Mack  to  keej 
Quattrone  around.  Their  relations  hav« 
been  notoriously  strained:  In  1996 
Quattrone  bolted  Morgan  Stanley  wit! 
his  platoon  of  bankers  for  Deutsch* 
Bank,  leaving  Mack  in  the  lurch  ii 
the  middle  of  the  tech  boom.  The  clas 
had  a  familiar  ring:  Quattrone  wante< 
to  build  an  empire  at  Morgan  Stanle\ 
Mack  wouldn't  have  it. 

It  may  turn  out  to  be  Quattrone' 
biggest  sales  pitch  yet,  but  Mack  say 
he  and  Quattrone  are  now  on  th 
same  philosophical  page.  Indeed 
Mack  made  Quattrone  an  example  b 
other  csfb  highfliers  of  how  the  era  of  oversize  bonuses  ha 
ended.  He  got  Quattrone  to  rip  up  a  contract  that  gave  hin 
a  third  of  the  revenues  collected  from  every  deal  he  landed— 
an  agreement  that  made  Quattrone  a  cool  $100  million  at  th 
peak  of  the  tech  boom  in  1999.  Now,  he  is  paid  mostly  in  eq 
uity,  just  as  Mack  is.  That's  fine  with  Quattrone — especiall; 
now  that  the  tech  banking  business  has  dried  up. 

Mack  also  redefined  Quattrone 's  job.  Although  Quattron 
remains  head  of  technology  banking,  Mack  put  him  on  th 
firm's  executive  board.  Quattrone  devotes  roughly  20%  q 
his  time  to  advising  the  rest  of  the  firm.  To  hear  Quattron 
tell  it,  his  relationship  with  Mack  is  clicking.  "When  we  carm 
in  here  and  started  talking  about  building  the  No.  1  firm  oi 
the  planet  four  years  ago,  people  looked  at  us  like  we  wer 
crazy,"  he  says.  "When  John  arrived,  people  began  to  embrao 
that  idea  and  have  set  about  to  accomplish  that  goal.  That' 
what  is  driving  us  right  now." 

Mack  has  a  massive  job  ahead.  He  predicts  it  will  take  uj 

to   18  months  fo 

GET  WITH  THE  PROGRAM 

Investment  banking  boss  Ogunlesi 
says  it's  better  to  lose  a  deal  than 

win  one 

that  fails  to 

involve  all  the 

key  players 


the  economy  to  re 
bound,  and  evei 
then  the  industry' 
head  count  ma; 
reach  only  199! 
levels.  He  also  say 
he  has  completec 
just  one  lap  o 
what  he  believe 
— -^^— ^^— —  will  be  a  three 
year  job  to  transform  CSFB. 

There  is  no  doubt  that  the  firm  i 
better  off  now  than  it  was  a  yea 
ago.  The  big  test  is  whether  he  cai 
persuade  employees  to  "do  the  righ 
thing"  in  the  future.  If  he  does,  hi 
cleanup  efforts  will  be  a  lesson  fo 
an  ailing  industry.  And  if  he  can'l 
Washington  will  be  happy  to  step  ir 
With  Anthony  Bianco  and  Juli* 
Lichtblau  in  New  York  and  Davi< 
Fairlamb  in  Frankfurt 


BusinessWeek 


For  an  interview  with  John  J.  Mack,  see 

the  Sept.  23  issue  online  at 

www.businessweek.com. 
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news 
for  inteiliaent 


businesses 
everywhere. 


(Business  Objects  acquires  Acta.) 


t  Ttis  is  the  news.  Business  Objects,  the  world  leader  in  business  intelligence  software,  has  acquired  Acta  Technology,  Inc.  and 
ts  highly  acclaimed  data  integration  (commonly  known  as  ETL)  software.  This  is  why  it's  good  news.  Together,  we  offer  you 

31  he  first  comprehensive  enterprise  analytic  platform  comprised  entirely  of  best-of-breed  solutions.  You  get  access  to  data  from 

a 

ty  ystems  throughout  your  company.  And  you  get  analytic  applications  to  turn  that  data  into  intelligence  and  action.  All  from  one 

it 

tj  ;ompany,  instead  of  several.  To  learn  more,  including  what  industry  editors  and  analysts  have  to  say  about  our  acquisition,  visit 

vww.businessobjects.com/goodnews.  Or  call  Business  Objects  at  1-800-527-0580  ext.  101. Because  if  s  about  time  you  heard  some  good  news. 


BUSINESS  OBJECTS' 

Business  Intelligence.  If  you  have  it,  you  know? 


THE  NEW  RANGE  ROVER. 


HIGHER  GROUND. 


Can  an  interior  surface  so  stir  the 


senses  as  to  be  irresistible  to  the  touch'' 


Can  its  rJesiqn  be  influenced  by 


architecture  or  find  inspiration  within  a 


yacht's  quarters9  For  more  of  this  unique 


chapter  in  the  Ranqe  Rover  story,  please  visit 


landrover  com/hiqherground.  The  completely 


new  Range  Rover  from  Land  Rover 


The  most  well-traveled  vehicles  on  earth. 
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STOCKS 


THE  BUYBACK 
BOOMERANG 

Stock  repurchases  can  enrich  execs  at  investors'  expense  I 


After  Stephen  Wolf  became  chief 
executive  of  loss-plagued  us  Air- 
ways Group  Inc.  in  1996,  he 
ordered  a  massive  share-buyback 
plan  to  pump  up  investor  confidence  and 
earnings  per  share.  From  1998  to  1999, 
he  spent  $1.9  billion  to  buy  stock.  But  it 
didn't  do  the  trick:  The  shares  fell  by 
70%  from  their  $83  high  in  July,  1998. 
By  the  time  the  airline  filed  for  bank- 
ruptcy in  August,  2002,  the  shares  trad- 
ed at  just  $2.  Now,  the  Arlington  (Va.) 
company  wants  the  government  to  back 
a  near  $1  billion  bailout — half  of  what 
Wolf  fruitlessly  spent. 

Wouldn't  it  be  nice  if  us  Airways  had 
that  spare  $2  billion  about  now?  The 
carrier  isn't  the  only  cash-strapped  com- 
pany that  used  up  a  small  fortune  buy- 
ing its  own  stock.  Much  of  Corporate 
America  went  bonkers  for  buybacks  in 
the  1990s,  with  little  to  show  for  it  now. 


*■*„- 


During  the  bull  market,  cash-rich  conl 
panies  bought  record  chunks  of  theij 
stock  at  peak  prices,  a  BusinessWeel 
analysis  of  Thomson  Financial 
shows.  The  buyback  boom  absorbed  tl 
bulk  of  profits  in  many  cases,  lea\ 
companies  strapped  in  these 
times.  "Share-repurchase  activity  we 
a  sign  of  overconfidence,"  says  Charle 
J.  Plohn  Jr.,  head  of  Merrill  Lynch 
Co.'s  special  equity  transactions  grouj 
which  specializes  in  buybacks.  "It... cor 
tributed  to  overpriced  markets." 

That's  not  what  they  were  suppose 
to  accomplish.  Buybacks  have  long  bee 
billed  as  a  good  use  of  excess  casll 
When  companies'  shares  are  underval] 
ued,  it  makes  sense  to  buy  them 
and    boost    the    share    price. 
That's  exactly  what  many 
did  in  the  two  weeks 
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following  the  October,  1987,  market 
crash.  Some  600  companies  an- 
nounced buyback  plans  worth  rough- 
ly $44  billion — more  than  was  spent 
in  each  of  the  two  previous  years.  To- 
day, with  most  executives  getting  the 
bulk  of  their  compensation  in  the  form 
of  stock  options,  buybacks  serve  anoth- 
er crucial  purpose:  As  options  are  exer- 
cised, buyback  programs  soak  up  the 
excess  stock  and  offset  the  dilution  of 
existing  share  values. 

But  in  the  go-go  '90s,  many  buybacks 
made  little  sense.  Companies  spent  huge 
sums — sometimes  even  borrowing  to 
buy  their  shares.  At  the  market's  peak 
in  2000,  they  spent  $216  billion  to  com- 
plete more  than  5,800  buybacks.  And 
those  shares  were  often  bought  at  the 
high.  Worse,  the  buybacks  couldn't  stay 
ahead  of  the  growing  number  of  cashed- 
out  options:  After  a  decade  of  huge  buy- 
backs, the  number  of  outstanding  shares 
remains  about  the  same. 

How  companies  should  spend  excess 
cash  is  a  classic  finance  question  that 


BINGEING  ON  THEIR  OWN  SHARES 


In  recent  years,  companies  have  spent  huge 

amounts  on  share  buybacks — in  some  cases, 

all  of  their  profits  and  more 

THE  LARGEST  SHARE-BUYBACK  PROGRAMS 

AMOUNT*      TOTAL  NET**  %  OF  PROFITS  USED 
PAID  (BILLIONS)     PROFITS    FOR  SHARE  BUYBACKS 


Even  worse:  Most  of  the  biggest  buybacks 
were  done  at  peak  prices.  Some  of  those 
companies  could  sure  use  that  cash  now 


IBM 

ORACLE 

HEWLETT-PACKARD 

INTEL 

MERCK 

GENERAL  ELECTRIC 


$43.95 
14.16 

JLZ49 
25.26 
16.83 
21.67 


$45.62 

15.05 

__. 

40.87 
37.07 
68.48 


says  Steven  Zamsky,  a  cor- 
porate bond  strategist  at 
Morgan  Stanley.  "After  the  buyback, 
they've  taken  cash  out  permanently.  It's 
just  gone." 

Consider  Hewlett-Packard  Co.  The 
computer-equipment  giant  spent  $6.4  bil- 
lion to  buy  back  its  shares  from  No- 
vember, 1998,  to  July,  2000.  At  the  time, 
HP  said  the  shares  were  a  bargain.  But 
it  overpaid:  The  shares  now  trade  at 
about  $14,  or  73%  less  than  the  $53.60 
they  paid,  on  average,  during  HP's  buy- 
back  binge.  If  HP  had  those  reserves 
now,  it  might  be  in  a  better  position  to 
weather  the  tech  downturn  and  its  own 
profit  slump.  "One  of  the  biggest  prob- 
lems is  that  managements  tend  to  be 
flush  with  cash  when  profits  are  high," 
says  veteran  auto  ana- 
lyst Maryanne  Keller. 
"And  that  is  absolute- 
ly the  wrong  time  to 
buy  back  shares." 

Keller  and  others 
argue  that  cyclical 
businesses  with  high 
fixed  costs,  such  as 
computer  manufactur- 
ers and  carmakers, 
should  avoid  buy- 
backs. "They  don't 
have  the  money  to 
burn,"  she  adds. 
Some  critics  believe 
45.4  the   buyback   frenzy 

3  j  g  was     nothing    more 

than  executives  seek- 


96.3 
94.0 
66.9 

61.8 


CITIGROUP 12.94 63.89 20.3 ing  to  maximize  their 

*Cumulative  figures,  1995  to  August,  2002  **Latest  available  full-year  figures      own    wealth.    "They 
Data:  Thomson  Financial,  Bloomberg  Financial  Markets 


has  dogged  academicians  and  executives 
for  decades.  Returning  cash  to  in- 
vestors— via  either  buybacks  or  divi- 
dends— can  build  shareholder  loyalty. 
But  it  also  uses  up  valuable  reserves 
that  could  be  used  to  pay  down  debt, 
upgrade  equipment,  or  finance  new 
products  and  acquisitions.  Or  the  cash 
can  be  kept  on  reserve  for  a  rainy  day. 
These  choices  are  not  necessarily  bet- 
ter. Indeed,  plenty  of  mergers  have 
gone  awry,  and  new  products  often  fall 
flat.  But  when  it  comes  to  buybacks, 
managers  routinely  get  the  timing 
wrong.  "One  of  the  major  ironies  in 
the  world  is  that  people  aren't  very 
good  at  evaluating  their  own  stock," 


own 

boost  the  price  in  the 
short  term  and  then 
sell  their  shares,"  says  Kathleen  M. 
Kahle,  a  University  of  Pittsburgh  fi- 
nance professor  and  author  of  the  Feb- 
ruary, 2002,  study  When  a  Buyback 
Isn't  a  Buyback.  Kahle  found  that  the 
higher  the  percent  of  in-the-money  op- 
tions held  by  top  brass,  the  more  likely 
the  company  was  to  execute  a  buyback 
plan.  The  cycle  of  issuing  options — and 
offsetting  shares  once  options  were  ex- 
ercised— pushed  share  prices  ever  high- 
er and  fed  the  stock  market  bubble.  "If 
the  marketplace  keeps  taking  your 
stock  higher  and  higher,  then  you're 
just  chasing  price  to  offset  dilution," 
says  Merrill's  Plohn.  "That  doesn't  make 
any  sense." 


Now,  even  with  the  market  depress€ 
and  fewer  executives  cashing  in  option 
investors  can't  breathe  a  sigh  of  relie 
The  average  "burn  rate" — jargon  fc 
the  pace  at  which  companies  issue  o\ 
tions — is  now  2.7%  of  outstanding  share 
a  year,  more  than  double  the  1.08%  rat 
of  1991,  according  to  executive-compei 
sation  firm  Pearl  Meyer  &  Partner 
That  means  millions  of  options  are  sti 
in  the  pipeline — enough  to  keep  con 
panies  buying  back  their  shares. 

What's  really  galling  is  that  man 
companies  went  into  hock  during  tr 
late  1990s  to  finance  buybacks.  In  199 
a  record  60%  of  the  corporate  debt  is 
sued  went  to  pay  for  stock  buyback 
according  to  Morgan  Stanley's  Zamsk 
"Companies  figured  the  cost  of  capit 
was  so  low  that  they'd  borrow,"  he  say 

Mounting  debt  is  why  Eastman  K( 
dak  Co.  decided  to  suspend  the  r< 
mainder  of  a  $2  billion  buyback  pis 
last  year.  Despite  spending  $1.8  billic 
over  almost  two  years,  Kodak's  stot 
plummeted  54%  from  its  $79  high  du 
ing  the  program.  Meanwhile,  profit 
cratered,  and  debt  more  than  tripled,  t 
$1.4  billion. 

Even  without  borrowing,  spendir 
cash  to  repurchase  shares  can  hurt  cre< 
it  ratings.  "Buybacks  are  all  well  an 
good,  but  if  there  are  no  profits,  th; 
impairs  the  balance  sheet  and  stymie 
future  growth,"  says  UBS  Warburg 
Justin  Pettit,  executive  director  < 
Strategic  Advisory  Group  in  New  Yor: 

Given  how  skeptical  investors  ai 
these  days,  buybacks  are  unlikely  t 
get  the  warm  welcome  they  once  di 
In  the  '80s  and  '90s,  the  mere  ai 
nouncement  of  a  buyback  would  gi\ 
a  stock  a  3%  to  4%  pop  without  spen< 
ing  a  cent.  Now,  such  signaling  is  lib 
ly  to  backfire,  says  Merrill's  Plohi 
Companies  that  announce  a  buybac 
but  never  follow  through  on  it  risk  cr< 
ating  a  credibility  problem  with  ii 
vestors.  "It  looks  like  you  were  ju: 
trying  to  hype  the  price  of  the  stock 
says  Plohn. 

Investors  must  realize  that  they  car 
take  buybacks  at  face  value.  Many  r 
purchases  have  been  little  more  ths 
costly  attempts  to  jack  up  share  pric< 
and  enrich  execs.  Ultimately,  the  on 
reliable  driver  for  share  prices  is  profit 
By  Mara  Der  Hovanesio 
in  New  Yoi 
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Our  communications  customer 

dream  of  a  world  that's  always  on 


FORTUNE' 


TO  WORK  FORI 


www.agiient.com 


Uninterrupted  access,  any  time,  any  place.  That's  the  world 
our  customers  are  dreaming  of.  And  Agilent  is  helping  them 
get  there  faster  than  ever  before.  By  providing  technologies; 
that  enable  broadband  wireless  devices  to  run  longer,  even 
as  they  shrink  in  size.  Helping  equipment  manufacturers 
build  optical  networks  that  run  without  bottlenecks.  Helping; 
service  providers  avoid  network  breakdowns.  Helping  to 
keep  the  lines  of  communication  perpetually  open. 


Agilent  Technologies 


dreams  made  real 


SPECIAL  ADVERTISING  SECTION 


BROADBAND 

LEAVES  THE  HEAD  OFFICE 


NEW  HORIZONS  FOR  CORPORATE  DATA  ACCESS 


BROADBAND  IS  EVERYWHERE,  OR  SO  IT  SEEMS.  and  the  huge  percentage  of  workers  who  don't  work  in 
Most  companies  of  any  size  have  high-speed  connections  gleaming  office  buildings,  from  traveling  salespeople  to 
to  the  Internet,  as  well  as  fast  Ethernet  networks  in  their         warehouse  staff  -  don't  have  the  fast  connections  to  the 


offices  that  give  staff  instant  access  to  corporate  data.  Sev- 


Internet  and  corporate  data  that  their  cubicle-ensconced 


eral  million  homes  are  now  wired  with  fast  Internet  access         colleagues  exploit  to  do  business  better. 


via  Digital  Subscriber  Line  or  cable  modem  technology. 


That's  why,  in  the  next  two  years,  analysts  expect  busi- 


But  broadband  is  by  no  means  a  done  deal.  Huge  nesses  to  adopt  broadband  even  more  widely,  taking  it 

swaths  of  business  —  small  firms,  firms  in  smaller  towns,  beyond  the  head  office. 


Yeah,  instant 
gratification 
is  cool, 
isn't  it? 


Introducing  the  wireless  Pocket  PC  Phone  Edition 
from  T-Mobile.  It's  a  PDA,  a  phone  and  much 
more.  So  you  can  surf  the  web  or  make  calls  or  use 
pocket  versions  of  Microsoft5  Word,  Excel  or 
Outlook  wherever  you  go.  All  because  we  have  the 
only  nationwide  GSM/GPRS  network.  See  for 
yourself  at  t-mobile.com  or  call  1-800-TMOBILE. 

T  ■  -Mobile 

Get  more  from  life  g 

T-MoMe  is  a  registered  trademark  of  Deutsche  Telekom  AG.  Microsoft*  Exce.  Outlook,  Windows,  and  Word  are  either  registered  trademarks  cc  tradernarks  of  Microsoft  Gp>oration.    . 
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BROADBAND 

LEAVES  THE  HEAD  OFFICE 

■■■■■■■■■■■■■■■■■■^^ 

I  A  wide  range  of  technologies  is  letting  companies  enhance  their  business  in  the  warehouses, 
I  training  centers,  support  operations,  and  on  the  road.  Providers  are  beginning  to  take  note. 


CONNECTING  TELECOMMUTERS  AND  SMALL  BUSINESSES 

Although  intended  for  the  home,  7%  of  businesses  now  use 
DSL  or  cable  modem  connections,  reports  research  firm 
Ovum.  One  reason  is  that  many  users  tend  to  do  at  least  some 
telecommuting,  such  as  accessing  email,  from  home.  And  small 
businesses  —  from  one-person  consultancies  to  local  real-estate 
firms  —  are  discovering  that  the  low  cost  of  DSL  and  cable 
modems  makes  high-speed  Internet  access  an  easy  decision. 

Real  benefits  wanted.  "Broadband  is  becoming  ubiquitous, "  notes 
Mack  Leathurby,  director  of  network  solutions  management  at 
Avaya  Inc.,  which  provides  broadband  infrastructure  and  appli- 
cations. "But  it's  only  now  that  we  are  seeing  practical  applica- 
tions that  make  businesses  money  or  save  them  money."' 

For  example,  Avaya  implemented  a  virtual  call  center  for  Jet- 
Blue Airways  Corp.  that  lets  its  Salt  Lake  City  call-center  staff 
work  from  home,  using  high-speed  network  connections  that  car- 
ry both  voice  and  data.  This  let  JetBlue  more  easily  add  staff  as 
demand  increases,  while  giving  employees  more  flexibility  in 
where  and  when  they  work,  he  says. 

"People  spend  only  if  they  can  get  a  payback."  agrees  Dave 
Muragishi,  a  strategic  marketing  vice  president  at  Nortel  Net- 
works Ltd..  a  broadband  infrastructure  provider.  He  sees  such 
payback  in  fleet  management,  dispatch,  health  care,  utility,  and 
construction  applications. 

Pricing  issues.  Providers  are  taking  note  of  the  business  interest 
and  staging  to  offer  the  security  and  service  levels  IT  demands. 
But  there's  a  dilemma:  "It's  difficult  for  the  service  providers  to 
build  in  these  new  applications  at  the  [typical  home  service's]  $50 
price."  says  Peter  Jarich,  senior  vice  president  at  Velo-Blue  Con- 
sulting. That's  why,  for  example,  Comcast  Corp.  and  Cox  Com- 
munications Inc.  both  offer  broadband  services  with  virtual  pri- 
vate network  (VPN)  security  and  faster  upload  speeds  —  but  at 
double  the  normal  cable-modem  service  rate.  For  many  poten- 
tial subscribers,  even  the  standard  pricing  remains  an  issue, 


•  AGILENT  TECHNOLOGIES:  www.agilent.com 

•  AT&T:  www.att.com 

•  AVAYA  INC.:  avaya.com/nowtwo 

•  NORTEL  NETWORKS:  www.nortelnetworks.com 

•  VOICESTREAM:  www.voicestream.com 
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Jarich  notes.  That's  why  cable  providers  Cox,  Comcast,  and  AOL 
Time  Warner  Inc.  are  investigating  different  rates  for  different 
speeds,  says  Imran  Khan,  a  senior  analyst  at  the  Yankee  Group 
research  firm. 

A  new  twist  on  T1.  There's  another  option  for  small  businesses: 
technology  from  companies  such  as  Focal  Communications  Inc. 
that  use  standard  telephone  lines  such  as  T1  or  frame-relay  but 
run  both  data  and  voice  rather  than  having  separate  lines  for 
each.  Micah  Systems  Technology  Inc.,  a  database  management 
firm  in  Silver  Spring.  Md.,  is  elated  with  its  integrated  voice/data 
service:  "We  used  to  use  frame  relay  but  it  would  slow  down  con- 
siderably when  there  was  a  large  amount  of  traffic,"  says  Eldna 
Smith,  the  firm's  vice  president.  "We're  saving  $400  per  month, 
half  the  previous  cost,"  she  adds. 

CONNECTING  SMALL  TOWN  BUSINESS 

Because  of  the  concentration  of  people  and  businesses, 
providers  have  concentrated  their  rollouts  of  broadband  tech- 
nologies to  urban  areas.  So  much  of  the  country  has  been  left 
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behind.  For  example,  Barry  Maher,  an  author  and  business  speak- 
er, was  shocked  when  he  bought  a  house  in  Silver  Lakes,  Calif., 
a  golf  community  in  the  desert  between  Los  Angeles  and  Las 
Vegas  and  discovered  no  one  offered  broadband  connections. 
"Nowadays,  it's  a  business  necessity.  I  couldn't  do  business  with- 
out it,"  he  says.  The  regional  DSL  and  cable  providers  in  Silver 
Lakes  "both  keep  saying,  'It's  coming,  it's  coming,"  but  Maher  has 
heard  that  now  for  more  than  nine  months.  Dial-up  modem  ser- 
vice is  unreliable,  with  slow  speeds  and  frequent  drop-offs,  he 
says  after  trying  several  providers.  So  Maher's  still  working  out 
of  Santa  Barbara,  an  eight-hour  drive  away. 

Options  will  get  better  for  people  like  Maher.  "We're  finding  an 
excellent  appetite  for  broadband  access  in  our  rural  communi- 
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Broadband  is  becoming  ubiquitous.  Now  we  are  seeing  practical  broadband  applications 
that  make  businesses  money  or  save  them  money.  People  spend  only  if  they  get  a  payback. 
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ties.  It's  a  win  for  the  local  communities  and  a  win  for  the  com- 
pany that  doesn't  have  to  buy  lots  of  real  estate  and  find  com- 
muters," says  Paul  Bertino,  marketing  director  for  Hickory  Tech 
Corp.,  a  Mankato,  Minn.,  carrier  serving  rural  Minnesota  and  Iowa. 
Mankato's  population  of  50,000  makes  it  a  big  city  for  HickoryTech; 
the  typical  size  of  city  served  is  2,000  to  1 0,000.  Bertino  points  to 
Waseca,  Minn,  (population  9,61 1),  as  an  example  of  rural  broad- 
band demand:  20%  of  the  HickoryTech  phone  customers  sign  up 
for  DSL,  despite  competition  from  cable  providers. 

Many  local  Internet  service  providers  offer  "wireless  DSL"  sys- 
tems in  rural  areas.  The  technology  transmits  a  Wi-Fi  signal  from 
a  tower  using  a  directional  antenna.  "The  biggest  issue  is  that 
they're  line-of-sight.  If  you're  in  a  flat  terrain,  you  can  serve  a  lot 
of  the  community.  We're  in  river  valleys,  so  you  can  serve  some 


and  you  can't  serve  others,"  Bertino  says.  But  he  adds  that  non- 
line-of-sight  technologies  are  coming  along. 

How  rural  providers  connect  their  customers  depends  on  the 
customer's  location,  density  of  users,  and  topography.  That's  why 
"there'll  be  some  usage  of  wireless  and  wireline  technologies 
to  be  able  to  provide  broadband  in  rural  areas,"  Bertino  says. 
"We're  trying  to  match  the  technology  with  the  concentration  of 
the  customers." 

CONNECTING  TO  NEW  LOCATIONS  VIA  WIRELESS 

The  broadband  rage  today  is  the  wireless  LAN,  known  by  the 
name  of  the  technical  standard  it's  based  on,  802.1 1,  as  well  as 
by  the  Wi-Fi  name  created  by  a  vendor  consortium.  Wi-F  lets 
users  connect  to  the  corporate  network  almost  anywhere  in  the 


Standard  3G  cellular  (GPRS.  2.G,  3G) 

Digital  Subscriber  Line  (OSL) 

Cable  modem 

ISDN  data  phone  line 

T3  data  phone  line 

Frame-relay  data  phone  line 

UMTS-TDD  cellular 

lOBaseT  Ethernet 

802.1  lb  (Wi-Fil  wireless  LAN 

802.1 1g,  802.1  la  wireless  UN 

T1  data  phone  line 

100BaseT  Ethernet 

Sonet  data  phone  line 

1000BaseT  Ethernet  IGigE) 

IEEE802.3ael10GigE) 


"Broadband"  encompasses  a  wide  range  of  speed  for  data  communications.  At  the  most  basic  level,  a  broadband 
connection  is  a  fast  one.  meaning  noticeably  faster  than  a  modem.  Speeds  are  usually  indicated  in  bits  per  sec- 
ond (bpsl,  with  a  typical  56K  modem  running  at  53.000bps.  Speeds  of  thousands  of  bits  per  second  are  indicated 
as  Kbps,  white  speeds  of  millions  of  bps  are  indicated  as  Mbps  and  billions  of  bps  as  Gbps.  A  letter  or  number  takes 
eight  bits,  as  does  one  pixel  in  a  medium-quality  color  image.  The  chart  below  shows  the  maximum  speeds  under 
ideal  conditions  for  popular  broadband  technologies.  Some  technologies  are  shown  with  a  range  because  they  can 
be  configured  at  different  speed  rates.  Note  that  most  high-speed  connections  are  split  among  several  users,  so 
each  user  would  get  a  proportion  of  the  bandwidth.  Real-world  speeds  are  typically  60%  to  75%  of  the  ideal. 
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building  just  as  fast  as  standard  wired  Ethernet 
connections.  "Wireless  networks  are  proven  in 
the  enterprise,"  says  Ovum  senior  wireless  ana- 
lyst Michael  Doherty.  "They  have  a  relatively  low 
cost  to  deploy.  They  can  prove  their  return  in  a 
relatively  short  amount  of  time.  They're  relatively 
easy  to  maintain." 

Specialty  industries  go  first.  Wireless  LANs  got 
their  start  —  and  have  their  biggest  user  base 
—  in  specialized  industries  such  as  health  care, 
where  workers  are  mobile  and  don't  sit  at  desks. 
"Those  workers  have  to  have  real-time  infor- 
mation right  in  front  of  them,"  says  Anthony 
Armenta,  executive  director  of  the  Wireless  LAN 
Association,  a  trade  group.  Although  wiring 
cubicles  and  desks  is  easy,  connecting  a  nurse's  station,  hospi- 
tal bed,  inventory  palette,  or  loading  dock  is  not.  That's  why,  says 
Ovum  analyst  Doherty,  "there's  a  lot  of  interest  in  the  WebPad 
[wireless  tablet  PC]  in  the  medical  industry,  and  why  inventory  and 
retail  have  been  proven  markets  for  companies  like  Symbol  Tech- 
nologies Inc.,"  which  offers  wireless  scanners  and  sales  termi- 
nals. The  next  major  adopters,  Doherty  expects,  will  be  the 
tourism  industry  (both  for  roving  check-in  and  for  letting  staff 
update  repair  and  room  status  immediately!  and  field-force  indus- 


(in  millions) 
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tries  (such  as  delivery  people,  salespeople, 
repair  technicians,  real-estate  agents,  and 
property  managers]. 

Corporate  Express  Inc.,  a  Broomfield,  Colo., 
distributor  of  office  supplies,  has  put  wireless 
LANs  into  20  of  its  30  North  American  centers, 
in  spaces  ranging  from  50.000  to  300,000 
square  feet.  A  wireless  LAN  "allows  the  ability 
to  move  around,  and  you  have  the  ability  to 
change  your  layout  without  having  to  rewire," 
says  Tim  Beauchamp,  senior  vice  president  of 
distribution  operations.  Corporate  Express  typ- 
ically gets  a  30%  return  on  investment  from 
wireless  applications,  he  says,  but  it  got  an  even 
higher  ROI  from  an  unexpected  application:  a 
voice  system  from  AccuCode  Inc.  With  that  sys- 
tem, warehouse  staff  wear  a  headset  attached  to  a  mobile  device 
that  connects  via  Wi-Fi  to  the  central  server.  As  a  worker  scans 
a  package,  the  server  relays  instructions  via  synthesized  voice, 
which  Beauchamp  says  is  easier  for  staff  to  understand  than 
peering  onto  a  handheld's  small  screen  in  varying  light  conditions. 
In  Lincoln,  Neb.,  Avaya  set  up  a  directional  wireless  connection 
for  the  state  Roads  Department,  which  had  a  cluster  of  10  build- 
ings two  miles  away  from  its  main  facility.  The  use  of  direction- 
al wireless  was  cheaper  and  faster  to  set  up  than  traditional  T1 
or  T3  lines,  says  Avaya s  Leathurby. 


White-collar  benefits.  Wireless  LANs  offer  a  benefit  to  general 
white-collar  business  as  well.  "It's  easy  to  convince  the  enterprise 
to  buy  wireless  LANs  by  saying  you'll  put  it  on  the  laptops,"  says 
Doherty,  because  that  lets  users  work  anywhere  in  the  building, 
such  as  in  conference  or  training  rooms.  For  that  reason,  "it  will 
be  very  hard  to  buy  a  notebook  in  three  years  without  Wi-Fi  in  it," 
notes  WLANA's  Armenta. 

A  great  Wi-Fi  use,  notes  Doherty,  is  putting  up  instant  networks 
for  temporary  workforces,  such  as  consultants,  auditors,  or 
accountants  who  come  in  for  a  specific  project.  The  technology 
can  also  be  used  off-campus:  Avaya  set  up  a  directional  wireless 
network  for  Novell  Inc.,  providing  high-speed  wireless  access  at 
home  to  executives  living  near  the  software  maker's  Provo,  Utah, 
headquarters. 

IT  issues.  Security  is  a  concern  for  corporate  IT  managers,  since 
wireless  LANs  are  easier  to  break  into  than  wired  networks.  "The 
IT  managers  who  are  resisting  are  resisting  for  credible  reasons," 
says  Larry  Birnbaum,  vice  president  of  the  Ethernet  Access  Tech- 
nology Group  at  Cisco  Systems  Inc.  "But  the  good  news  is  that  it 
can  be  dealt  with,"  he  adds.  "A  lot  of  people  are  investing  a  lot  of 
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While  wiring  cubicles  and  desks  is  easy,  connecting  a  nurse's  station,  hospital  bed, 
inventory  palette,  or  loading  dock  is  not.  Workers  have  to  have  real  time  information. 
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Avaya  scores  with  one  of  the  world's 
largest  IP  Telephony  networks. 

Billions  watched  the  FIFA  World  Cup™  as  the  vital  voice 
and  data  from  the  world's  largest  sporting  event  was  sent 
over  one  of  the  world's  largest  converged  networks,  designed, 
built  and  maintained  by  Avaya.  Typically  a  12-month  project,  it 
was  completed  in  just  four,  and  saved  hundreds  of  thousands  of 
dollars  in  costs.  Our  IP  Telephony  solutions  handled  close  to  100,000 
IP  phone  calls  per  day  and  peak  data  traffic  four  times  that  of  a 
typical  FORTUNE  500®  company.  Working  with  international  partners 
and  20  venues  in  two  countries,  Avaya,  a  global  leader  in  voice  and  data 
networks,  delivered  a  practically  flawless  performance.  Utilizing  the  expertise 
of  our  Global  Services  organization  and  patented  Avaya  EXPERT  Systems*" 
diagnostic  tools,  99.999%  of  packets  were  transmitted  securely  and 
reliably —  with  virtually  zero  downtime.  See  what  Avaya  can  do  for  your  business. 
For  a  case  study  of  the  FIFA  World  Cup™  network,  visit  avaya.com/nowtwo 
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WIRELESS  HOT  SPOTS  LIKE  WI-FI  HAVE 
stolen  the  thunder  from  cellular-based  data 
networks,  known  as  variously  as  2.5G. 
GPRS,  and  3G.  Those  networks  —  now 
being  rolled  out  by  AT&T  Wireless  Services 
Inc.,  Cingular  Wireless  LLC.  Sprint  PCS 
Group,  and  Deutsche  Telekom  AG's  T- 
Mobile  unit,  among  others  —  are  slower 
than  Wi-Fi,  though  somewhat  faster  than  a 
dial-up  modem.  But  they  let  business 
users  connect  almost  anywhere  their  cell 
phone  works. 

Cellular  data  technologies  also  offer 
unique  services,  such  as  location  detection, 
notes  Dan  Boerema,  a  senior  vice  president 
at  AT&T  Wireless,  for  example  letting 
someone  find  a  colleague  at  a  trade  show 
using  their  PDAs  location.  Likewise,  data- 
enabled  cell  phones  or  wireless  handhelds 
that  include  cameras  are  very  useful  to 
insurance  adjusters,  real  estate  agents,  and 
technicians,  he  says. 

Several  companies  are  looking  to  mar- 
ry Wi-Fi  with  cellular  technologies,  so 
users  get  the  benefits  of  both  Wi-Fi  and 
cellular  data.  Nokia  Corp.  plans  to  deliver 
notebook  cards  that  offer  both  technolo- 
gies, while  Avaya  Inc.  is  working  on  simi- 
lar technology  for  handhelds  and  phones. 


In  the  meantime,  T-Mobile  plans  to  provide 
users  unified  accounts  for  Wi-Fi  hot-spot 
service  and  cellular  data  connections. 
'The  key,"  says  T-Mobile  USA  chairman 
John  Stanton,  "is  being  able  to  access  your 
content  commonly  across  alt  connec- 
tions." AT&T  Wireless  is  investigating  a 
similar  approach:  "We  think  Wi-Fi  is  very 
complementary  to  our  nationwide  GPRS 
network,"  says  Boerema. 

Cellular  data  technologies  are  also 
expected  to  get  faster  in  the  next  few  years. 
One  way  is  through  a  3G  variant  called 
UMTS-TDD,  which  runs  as  fast  as  3Mbps. 
Using  technology  from  IPWireless  Inc.. 
several  carriers  (including  WorldCom  Inc.) 
have  made  UMTS-TDD  available  in  Mem- 
phis, Maui,  and  Missoula,  Mont.,  for  about 
$30  per  month.  IPWireless  plans  to  offer 
modem  cards  next  year  that  support  both 
UMTS-TDD  and  Wi-Fi. 

An  even  faster  technology  is  Motorola 
Inc.'s  Canopy,  which  runs  as  fast  as  6Mbps 
within  a  two-mile  radius  and  can  be  extend- 
ed to  10  miles.  Unlike  the  other  cellular 
technologies,  Canopy  doesn't  accommodate 
mobile  users:  Each  building  needs  a  receiv- 
er, and  each  computer  needs  to  connect  to 
that  receiver  via  an  Ethernet  connection. 


& 
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development  time  in  security,"  notes  Ovum  senior  analyst  Abby 
Christopher.  Advises  WLANAs  Armenta,  "You  need  to  apply  the 
same  security  technology  to  wireless  VPNs  that  you  do  to  your 
wired  networks."  The  IT  challenge  "is  to  bring  security  without 
limiting  the  access  and  services  for  the  enterprise,"  says  Tony 
Pereira,  a  Nortel  enterprise  product  development  director. 

Another  key  issue  is  proper  installation  of  access  points.  Too 
many  access  points  can  create  interference,  while  too  few  will  cre- 


802.1 1  testing  area  is  really  heating  up  now,  we're  expanding  our 
testing  tools  to  be  wireless-network-aware,"  he  says. 

Broadband  wherever  you  go.  Wireless  LANs  are  causing  excitement 
outside  the  corporation  as  well.  Wi-Fi  hot  spots  —  zones  in  pub- 
lic locations  like  hotels,  conference  centers,  subways,  airports,  and 
cafes  —let  travelers  connect  to  the  Internet  and.  using  a  VPN,  to 
their  corporate  systems  from  their  notebook  or  PDA. 
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Although  slower  than  Wi-Fi,  cellular  data  networks  let  business  users  connect  almost 
anywhere  their  cell  phone  works.  Cellular  data  also  offers  location  detection. 
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ate  gaps.  Furthermore,  different  building  materials  will  affect  an 
access  point's  range  and  signal  quality,  notes  Corporate 
Express's  Beauchamp.  But  IT  managers  can  take  heart:  Figuring 
out  the  access-point  layout  is  not  too  difficult,  says  Eric  McHen- 
ry,  vice  president  for  networking  testing  at  Agilent  Technologies 
Inc.,  a  provider  of  broadband  testing  equipment.  Because  "the 
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Noting  this  promise,  several  firms  —  including  Boingo  Wireless 
Inc.  and  Gnc  Communications  Inc.  —  are  stitching  together  net- 
works of  hot  spots,  so  users  can  sign  up  for  one  account  and  have 
access  at  multiple  locations.  An  industry  consortium  called  Pass- 
One  is  trying  to  create  standards  for  such  roaming. 

At  the  same  time,  Starbucks  Coffee  Co.  and  AMR  Corp.'s  Amer- 
ican Airlines  have  installed  hot  spots  from  Deutsche  Telekom  AG's 
T-Mobile  USA  unit  (formerly  VoiceStream  Wireless  Corp.)  in  more 
than  1.200  locations,  with  the  intent  of  creating  a  nationally  avail- 
able system.  Starbucks  reports  that  93%  of  its  customers  use  the 
Internet  at  home  or  work  and  that  people  increasingly  use  the  cafe 
as  a  meeting  location  while  en  route,  making  it  a  good  location 
for  business  travelers  and  mobile  workers  to  go  online.  • 
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data  storage  outsourcing. 


Success  means  growth.  And  for  Sarah,  growth  means  opening 
new  offices  in  select  markets  around  the  world.  But  when  the 
ifeline  for  those  offices  is  fast  access  to  data  resources,  the 
expense  of  providing  high-speed  connectivity  to  data  storage 
can  make  a  hard-coTe  bottom-liner  like  Sarah  question  the 
return  on  investment.  Which  is  why  to  Sarah's  relief,  Nortel 
Networks™  is  able  to  significantly  reduce  capital  expenditures  by 
combining  the  efficiencies  of  Ethernet  Switching  technology  in 
her  network  with  her  service  provider's  Broadband  optical 
capabilities.  So  now,  Sarah  is  able  to  outsource  network  data 
storage.  Which  means  she  and  her  colleagues  can  not  only  open 
new  offices  quickly,  they  can  also  securely  and  seamlessly  search 
a  centralized  database  and  offer  more  personalized  service  to 
their  customers  almost  instantly.  Helping  ensure  the  Merger 
Maven  retains  a  healthy  bottom  line.  It's  just  one  more  way 
Nortel  Networks  is  making  the  Internet  what  you  need  it  to  be. 
To  learn  more,  visit  nortelnetworks.com/datacenters. 
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It's  never  too  early  to  start  saving  for  college. 

It's  never  too  late,  either. 


FREE    GUIDE 

written  by  Joe  Hurley,  recognized 
expert  on  529  College  Savings  Plans 


the  kids  can  put  in  some  of  that 
summer  job  money.  (Good  luck  with 
that.)  There's  no  annual  minimum 
and  you  can  make  total  contributions 
of  up  to  $250,000. 

So  make  home  videos  of  those 
first  soccer  games.  Encourage  them  to 
become  champions.  But  somewhere 
in  between,  do  a  little  homework  and 
find  out  how  TD  Waterhouse  can  help 
get  your  kids  to  college.  It's  never  too 
early.  And  it's  never  too  late. 

Rl  Waterhouse 

You're  in  Control. 

esttfcheduntotteiaiegeSav^ 

atUNonB^andT.us.arfno.atTDWa^^ 

aiquatfiedvrtWawalsfromfede^^taxexp^^ 


There's  nothing  wrong  with  dreaming 
of  athletic  scholarships.  But  it  might 
be  smart  to  have  a  529  College 
Savings  Plan  from  TD  Waterhouse, 
just  in  case. 

Why?  Because  every  dollar  you 
put  in  grows  federal  tax-deferred.  And 
every  dollar  you  withdraw  for  college 
comes  out  free  of  federal  income  tax. 
So  when  you  pay  your  kids'  college 
bills,  there's  no  bill  from  Uncle  Sam 
to  go  along  with  it. 

And  anyone  can  contribute  to  a 
529  plan.  Parents,  grandparents,  even 
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Buying  Bonds 
Online:  Where's 
The  Upside? 

It  may  be  easy  to  do,  but  the  fees  can  be  stiff 


1 


BY  SUSAN 
SCHERREIK 


II  jfua  re  Hfinf  Buying 

a  few  bonds,  stay 

away  from  the 
secondary  market. 

A  better  bet  is 
to  buy  bonds 
designed  specifta% 
for  individual 
investors 


lould  you  buy  a  General  Electric  bond 
yielding  less  than  a  U.  S.  Treasury  se- 
curity? Of  course  not.  GE  debt  may 
boast  a  rare  AAA  credit  rating,  but 
investors  have  always  demanded  a 
better  return  on  money  lent  to  a  cor- 
poration than  on  a  risk-free  Treasury. 
Still,  Charles  Schwab's  Web  site  recently  of- 
fered such  a  seemingly  unattractive  deal  on  a  GE 
issue.  The  bear  market  in  stocks  has  prompted 
online  brokerage  firms  to  beef  up  their  bond  of- 
ferings, making  it  easier  than  ever  for  individual 
investors  to  purchase  corporate,  municipal,  and 
U.  S.  government  agency  bonds  as  well  as  Trea- 
suries. But  when  BusinessWeek  reviewed  the 
bond  sites  of  five  of  the  largest  online  players — 
Schwab,  Fidelity,  E*Trade,  TD  Waterhouse,  and 
Harrisdirect — we  found  that  investors  don't  nec- 
essarily get  a  good  deal  unless  they  buy  bonds  at 
the  time  they  are  issued. 

These  brokers  revolutionized  stock  trading, 
but  they  have  largely  stuck  to  industry  prac- 
tices when  it  comes  to  bonds.  These  include 
charging  stiff  commissions  on  small  transactions 
and  not  always  being  up  front  about  what  those 
fees  are.  Unless  you  do  big  trades,  you  will  find 
better  deals  with  new  issues  or  a  type  of  corpo- 
rate bond  tailored  for  the  individual  investor. 

For  many  sorts  of  bonds,  most  online  firms  al- 
low investors  to  purchase  as  little  as  one  bond  at 
a  time — approximately  a  $1,000  investment  (min- 
imums  for  municipal  bonds  run  from  $5,000  to 
$10,000).  But  we  found  that  the  prices  offered  on 
small  trades  were  so  high  and  the  yields  so  low 
that  they  weren't  worth  it.  For  instance,  Schwab 
recently  listed  the  price  of  a  GE  note  carrying  a 
5%  coupon  and  maturing  in  June,  2007,  at 
$1,111.20  for  investors  who  wanted  to  buy  a 
single  bond.  (A  bond's- face  value — the  amount 
you  receive  at  maturity — is  $1,000.  Because 
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the  ge  bonds  pay  investors  interest  at  their  5991 
coupon  rate,  they  sell  for  more  than  their  face! 
value  to  bring  the  yield  in  line  with  today's  low! 
interest  rates.)  For  investors  willing  to  buy  1(J| 
bonds,  Schwab's  price  dropped  to  $1,061.70,  oiT 
$49.50  less  per  bond.  In  the  first  case,  an  in- 
vestor would  earn  2.5%  vs.  a  3.6%  yield  on  the 
10-bond  purchase. 

Similarly,  Schwab  recently  asked  $1,216  for  ■< 
single  Treasury  note  maturing  in  May,  2007 
which  gives  it  a  yield  of  1.8%.  An  investor  buy 
ing  10  of  these  bonds  at  once  would  pay  $1,166.5( 
per  bond,  lifting  the  yield  to  2.8%.  The  only  waj 
to  know  that  Schwab  charges  different  price; 
for  the  same  bonds  depending  on  how  many  yoi 
buy  is  to  enter  different  investment  amounts 
when  using  the  site's  bond  inventory  search  func 
tions.  Otherwise,  the  site  doesn't  make  that  clear 

Why  are  small  trades  so  costly?  George  vor 
Zedlitz,  vice-president  of  sales  and  service  ii 
Schwab's  fixed-income  division,  says  that  Schwal 
charges  a  minimum  markup — typically  $54.95-^ 
regardless  of  whether  you  buy  one  bond  or  10 
What  is  the  markup  on  any  one  purchase?  Gooc 
luck  trying  to  find  out.  At  most  brokerage  hous 
es,  commissions  are  embedded  in  a  bond's  price 
rather  than  broken  out,  as  with  stocks.  Since 
most  bonds  don't  trade  on  centralized  exchanges 
it's  nearly  impossible  to  find  out  what  the  bro 
kerage  firm  paid  for  the  bonds  and  thus  deter 
mine  the  markup. 

Schwab,  for  instance,  doesn't  show  markups  or 
its  site,  although  von  Zedlitz  says  its  reps  wil 
disclose  a  markup  to  a  client  who  asks.  At  TE 
Waterhouse,  spokeswoman  Melissa  Gitter  says  in 
vestors  are  charged  a  $50  minimum  markup 
Like  Schwab,  it  will  give  more  information  i: 
the  customer  inquires.  Fidelity  and  E*Trade 
don't  disclose  their  markups. 

Harrisdirect,  however,  has  broken  ranks  b} 
spelling  out  commissions.  It  charges  a  flat  $4£ 
fee,  except  for  large  trades  of  more  than  4f 
Treasury  bonds  or  more  than  15  corporate,  U.  S 
agency,  and  municipal  bonds.  In  the  latter  case 
the  fee  is  $1  per  Treasury  bond  and  $3  for  eacr 
of  the  other  bonds,  up  to  50  bonds,  and  $2  pei 
bond  after  that.  "The  average  investor  is  only  re 
cently  getting  interested  in  bonds,  and  so  we 
didn't  want  to  confuse  our  customers  with  bone 
markups,"  says  Maryann  Wasik,  managing  di 
rector  of  product  development  at  Harrisdirect. 

In  addition  to  markups,  some  online  brokers 
tack  "service"  or  "transaction"  fees  on  small  pur 
chases.  Fidelity  levies  a  $50  charge  on  fewei 
than  21  Treasury  bonds.  And  E*Trade  slaps 
a  $40  fee  on  purchases  of  fewer  than  2( 
Treasury  bonds,  or  fewer  than  10  mu 
nicipal,  corporate,  or  agency  bonds. 
With  all  these  complicated  and  var 
ied  price  structures,  it's  difficult  to  com 
pare  costs  on  the  same  bonds  at  differen 
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is.  Of  course,  that's  true  even  if  you  use  a 
-service  broker.  When  it  comes  to  corporate 
i  municipal  bonds,  another  problem  is  that 
you'll  rarely  find  the  same  issues  listed  on 
the  different  brokerage  sites.  For  instance, 
Schwab  and  Fidelity  listed  only  a  handful 
of  the  same  issues  among  the  dozens  of 
California  municipal  bonds  recently  of- 
fered for  sale.  This  lack  of  uniformity 
makes  comparison  shopping  difficult. 
The  industry  practice  is  for  broker- 
age firms  to  buy  large  blocks  of 
bonds  from  dealers  and  hold  them 
in  inventory  for  customers.  There 
are  hundreds  of  thousands  of  cor- 
porate and  municipal  issues;  not 
all  firms  carry  the  same  ones. 
What  should  you  do?  Un- 


less  you're  going  to  invest  at  least  $10,000  to 
$20,000  in  a  single  fixed-income  security,  you 
should  avoid  buying  all  but  new-issue  bonds. 
And  take  a  look  at  a  new  type  of  medium-term 
corporate  note  that  is  designed 
specifically  for  individual  in- 
vestors. These  securities  are  is- 
sued by  big  companies  such  as 
IBM,  Household  Finance,  and 
United  Parcel  Service.  The  notes 
are  always  sold  at  their  face  val- 
ue of  $1,000,  so  you  pay  the  same 
price  regardless  of  where  you 
buy  them.  They  are  widely  avail- 
able through  brokers:  Fidelity 
makes  it  especially  easy  to  buy 
them,  listed  under  "Corporate 
Notes  Program."  The  coupons  on 
new  purchases  are  reset  weekly 
to  reflect  prevailing  interest 
rates.  Recently,  three-year  notes 
from  General  Motors  Acceptance 
Corp.  yielded  5.05%,  while  Cater- 
pillar Financial  Services'  five-year 
notes  yielded  3.65%.  These  bonds 
range  from  nine  months  to  30 
years  in  maturity.  One  caveat: 
Their  secondary  market  is 
small,  so  these  bonds  are 
meant  for  buy-and-hold 
investors. 

To  obtain  a  fair  price 
on   U.S.   Treasuries 
^      and  municipal 

bonds,  buy  new  is- 
^k^^  sues  as  well.  You 
^^    '   can  purchase  gov- 
ernment      bonds 
through  the  TreasuryDirect  on- 
line program,  which  charges  no 
commissions  and  will  send  you 
e-mail  alerts  of  coming  auctions. 
Many  of  the  online  brokers  will 
also   send   you   auction   e-mail 
alerts.  The  ones  we  reviewed, 
however,  charge  online  investors 
$25  to  $50  for  bonds  they  pur- 
chase on  an  investor's  behalf  at 
Treasury  sales. 

Online  brokers  can  help  you 
be  a  smart  bond  shop- 
per, mostly  by  putting 
a  lot  of  general  infor- 
mation at  your  fin- 
gertips. But  when 
you're    ready    to 
buy  specific  bonds,  view  any  on- 
line firm  as  a  research  source 
rather  than  your  one  and  only 
destination.  ■ 


How  Bond  Sites 
Stack  Up 


E*TRADE  (ETRADE.C0M) 


PROS  Provides  access  to  more  than  7,500 
bonds.  You  can  search  for  issues  according 
to  different  criteria,  such  as  maturity,  price, 
and  credit  ratings. 

CONS  Mum  on  price  markups,  except  to  say 
that  they  reflect  an  additional  $40 
transaction  fee  on  small  orders. 


FIDELITY  INVESTMENTS  (fidelity.com) 


PROS  Excellent  educational  info  on 
bonds.  Easy  to  buy  new  breed  of 
corporate  notes  designed  for  individual 
investors. 

CONS  Tacks  a  $50  charge  onto  small 
Treasury  bond  purchases,  which  makes  it 
tough  to  figure  out  your  actual  investment 
return.  Doesn't  reveal  markups. 


HARRISDIRECT  (harrisdirect.com) 


PROS  Charges  straightforward  commis- 
sions rather  than  embedding  fees  in 
bond  prices. 

CONS  Can't  easily  customize  searches  to 
sort  through  bond  inventory. 


CHARLES  SCHWAB  (schwab.com) 


PROS  E-mail  alerts  about  new  issues, 

terrific  educational  materials,  and  easy-to- 

search  inventory. 

CHS  Doesn't  reveal  exact  markups  unless 

you  ask  a  rep.  Doesn't  advise  that  you 

can  save  money  by  increasing  size  of 

investment. 


TD  WATERH0USE  (tdwaterhouse.com) 


PROS  A  well-organized  home  page  for 
bonds.  Easy  to  navigate  from  bond  selec- 
tion to  purchase. 

CONS  Lacks  some  of  the  educational  mate- 
rials found  on  other  sites.  Bond  search 
functions  don't  measure  up  to  some  rivals. 
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Mutual  Funds 


Searching  for  Safety 
In  Stable-Value  Funds 

They  have  high-quality  bonds-and  insurance 


M 


BY  LEWIS  BRAHAM 
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Ioney-market  mutual  funds  make  for  a  safe 
haven  in  turbulent  times,  but  the  returns 
are  lousy.  Today,  the  average  fund  yields  a 
microscopic  1.27%.  That's  less  than  sav- 
ings accounts  pay,  and  the  banks  throw 
in  federal  deposit  insurance  to  boot.  But  a  little- 
known  alternative,  the  stable-value  mutual  fund, 
is  nearly  as  safe  as  a  money  fund,  has  private  in- 
surance, and  now  yields  over  4%. 

These  funds  generally  invest  in  high  quality 
short-to-intermediate-term  bonds  as  opposed  to 
the  very  short-term  securities  found  in  money 
funds.  That  would  normally  mean  their  holdings' 
prices  would  be  far  more  volatile.  But  to  fix 
their  net  asset  value  firmly  at,  say,  $10  a  share, 
the  funds  purchase  insurance  that  insulates  them 
from  market  swings.  As  such,  the  returns  for 
the  funds  come  solely  from  their  yield. 

Stable-value  investing  has  been 
around  for  years,  but  mainly  in 
the  confines  of  401(k)s  and 
other         tax-deferred 
plans.  So  if  your  pen- 
sion plan  didn't  of- 
fer   that    option, 
there  was  no  other 
way   to   invest   in 
one.  Now,  a  growing 
number      of      mutual 
funds  is  practicing  sta- 
ble-value investing  (table). 
The  catch:  The  funds  can 
only  be  purchased  for  in- 
dividual   retirement    ac- 
counts or  similar   accounts. 
At  least  one  fund,  Scudder 
Preservation  Plus  Income, 
is  available  to  college  sav- 
ings plans,  too. 

Not  one  of  these  funds 
uses  the  term  "stable  val- 
ue" in  its  name.  That's  be- 
cause the   Securities   &     Gartmore  Morley  Capital  AcamMrfation  IRA  (MHRX) 
Exchange  Commission  pro-      -—^--— -——-—--      • 
hibits  mutual  funds  from        JHS IWC^™e$e^tl0i ." 
putting  the  term  in  the  ti- 
tle. A  stable-value  account 
created  specifically  for  a 
company's  401(k),  on  the 
other  hand,  is  a  private  of- 
fering and  not  subject  to 
mutual-fund  rules. 

In  many  respects,  sta- 


Reliable  Returns 


FUND  /SYMBOL 


Principal  Investors  Capital  Preservation*** 
Security  Capital  Preservation  (SIPJUQ 
Scudder  Preservation  Plus  Income  (DBPIX) 
Vantagepoint  Income  Preservation  (VPIPX) 

*Annualized  returns  include  reinvestment  of  dividends  for  three  years  ended  Sept.  9 

"As  of  Sept.  9   ***Call  800  521-1502  Data:  Morningstar  Inc.,  fund  companies 


ble-value  funds  are  like  any  other  high  qualit 
short-term  bond  fund.  The  pbhg  ira  Capit 
Preservation  Fund,  for  instance,  buys  only  AAi 
rated  bonds,  typically  with  maturities  of  le: 
than  five  years.  The  fund  owns  primarily  mor 
gage-backed  bonds  issued  by  private  compani* 
and  government-sponsored  entities  such  as  Fa 
nie  Mae.  It  also  purchases  asset-backed  secui 
ties.  The  fund  can  buy  top-rated  corporate  bone 
and  Treasuries,  although  right  now  it  is  fight 
these  sectors.  The  Scudder  fund  has  more  i 
vesting  leeway  and  can  put  up  to  10%  of  i 
portfolio  in  high-yield  bonds.  Still,  the  averaj 
credit  quality  of  its  bonds  is  AA.  Both  fum 
currently  yield  in  excess  of  4%. 

What  stabilizes  the  funds'  share  prices  ai 
"wrapper  agreements."  These  are  contracts  wil 
major  banks  such  as  Bank  of  America  and  J. 
Morgan  Chase,  and  insurance  companies  sue 
as  AIG  and  AEGON.  Each  wrapper  is  unique 
privately  negotiated  with  the  fund  manager,  bi 
the  basic  arrangement  is  that  if  the  fund's 
derlying  portfolio  value  falls  below  $10  per  sha 
to,  say,  $9,  the  wrapper  will  pay  the  difference 
$1  to  maintain  the  $10  value.  For  this  insu 
ance,  the  funds  pay  roughly  0.25%  of  assets  p 
year,  which  makes  their  fees  higher  than  shoi 
term  bond  funds. 

Wrapper  agreements  have  their  limitation 

"Wrapper  firms  often  will  not  make  good  on 

defaulted  bond,"  says  Laura  Daga 

portfolio  manager  of  pbhg's  stable  vs 

ue  fund.  "They're  not  in  the  cred 

risk  business."  Since  the  funds 

vest    mostly   in    high-qualii 

bonds,  defaults  aren't  a 

problem — PBHG  has  ne 

er  had  one.  Scu 

der  has  had  a  fe 

defaults      in 

high-yield  portfol 

but  it  has  structure 

its  wrappers  to  cover 

minimal  level  of  default 

The    fund     has    nev< 

pierced    its    $10    sha: 

price. 

The  major  risk — albeit 
small  one — in  stable-vali 
funds  is  that  insurers  woi 
be  able  to  pay  up  if  ne 
ed.  "You're  depending  ( 
an  insurer  to  support  tl 
value  of  your  shares,"  sa; 
Peter  Crane,  managing  e 
itor  of  Money  Fund  R 
port.  That's  why  most 
these  fund  managers  ei 
ploy  at  least  three  high 
rated  banks  or  insuran 
companies  to  cover  tht 
62  4.79  1.00  portfolios.  But  given  t] 
N/a  4.14  0.84  wide  spread  in  yield  b 
tween  money-market  ai 
stable-value  funds,  the  ri 
is  worth  taking. 


AVG.  ANNL 
TOT.  RET.* 


YIELD* 


EXPENSE 
RATIO 


N/A 
6.2 

N/A 
5.6 


3.90% 
4.34 
2.46 
4.22 


0.95 
1.00 
1.60 
1.20 
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\nMJP5CMJ[^D  £3k,  DENALI 


WE  ARE  PROFESSIONAL  GRADE. 


THANKS  TO  CINDY  KRIZMANICH  AND  THE  ENGINEERING  TEAM,  IT  HAS  THE  TIGHTEST  TURNING  RADIUS  AND  IS  THE  ONLY 
8-SEAT  SUV  IN  ITS  CLASS'  WITH  A  POWERFUL  320  HORSEPOWER  ENGINE  AND  THE  SERIOUS  TRACTION  OF  FULL-TIME 
ALL-WHEEL  DRIVE.  AS  IF  THAT'S  NOT  ENOUGH  TO  MAKE  VOU  COMFORTABLE  IN  ANV  SITUATION,  CONSIDER  ITS  HEATED 


LEATHER-TRIMMED  SEATS  AND  B 0 S E ;  AUDIO  SYSTEM.  THE  SURPRISINGLY  AGILE  YUKON  XL  DENALI.  IT  DOESN'T  JUST 


GET  YOU  OUT  OF  TIGHT  SPOTS.  IT  GETS  YOU  INTO  THEM. 


IT  MAKES  THE  MOST  DANGEROUS 

EM  ROUTINE. 


AM  III'HKM 


\ 


I  aegmemstjor.  Eidudes  mhs.  GM  ■■,.-•• 
and  GMC  logo  are  registered  trademarks  of  General  Motors  Corporatic 
tTSXfi  General  Motori  i  vjrp.  All  nghts  reserved. 
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Smaller  Carry-Ons  That  Still  Carry  It  All 

Smart  new  bags  and  organizers  can  help  take  the  sting  out  of  tighter  airline  restrictions 


BY  LARRY 
ARMSTRONG 


Air  travel  has  gotten  plenty  exasperating  in 
the  past  year.  Beefed-up  security  means 
you  have  a  better  than  ever  chance  of 
being  delayed  somewhere  along  the  way 
to  the  plane.  Set  off  a  metal  detector, 
and  you'll  be  patted  down  as  your  per- 
sonal effects  pile  up  at  the  end  of  the  X- 
ray  conveyor  belt.  Get  picked  for  a  random  gate 
search,  and  you  could  see  your  carry-on  emptied 
in  full  view  of  your  fellow  passengers.  Tip:  Pack 
your  newest  underwear. 

The  most  onerous  rules  have  to  do  with  new 

limits  to  carry-on  bags.  No  longer  will  flashing  a 

smile  (and  your  elite  card)  at  a  gate  agent  get 

your  extra  or  slightly  oversized  bag  on  the  plane. 

The  rule  is  one  carry-on,  usually  no  bigger 

than  22"  x  14"  x  9",  and  one  personal 

item,  such  as  a  laptop  computer  case, 

camera  bag,  or  purse. 

What's   an   inveterate   airport   bag 

schlepper  to  do?  How  about  buying  a 

piece  of  luggage  that  con- 


SEE-THROUGH: 

An  Eagle  Creek 
Pack-It  cube 


solidates  your  bags  into  a  single  carry-on  tha 
complies  with  all  the  rules  and  your  needs? 

Take  the  Upright  Virtual  Office  ($170)  fror 
Atlantic  Luggage.  It  looks  like  a  standan 
wheeled  suitcase  but  has  a  zippered  front  com 
partment  for  business  files  and  a  padded  cor 
puter  case  in  the  back.  Plus,  there's  enough  roor 
for  a  change  of  clothes  and  an  extra  pair  c 
shoes.  Here's  another  smart 
feature:  Access  to  the  com- 
puter is  via  a  side  zip- 
per. That  makes  it 
easy  to  get  to 
your  laptop,  ei- 
ther to  run  it 
separately 
through  the 
security 
checkpoint  or 
to  remove  it  when  the  bag 
is  stowed  on  the  plane  in 
an  overhead  bin. 

Tumi  has  a  variation  on 
the  same  theme  with  its 
Deluxe  Expandable  Computer  Brief  ($595).  This  i 
really  two  separate  bags — a  laptop  case  that  fit 
neatly  into  the  main  compartment  of  a  wheele^ 
carry-on.  Perhaps  the  niftiest  solution,  though,  i 
a  three-in-one  bag  from  Lodis.  The  Los  Angele 
company's  Sculptured  Zipoff  Overniter  ($350)  zip 
apart  into  an  upright  overnight  bag,  a  compute 
case,  and  an  expandable  tote.  You  can  carry  eac 
separately,  or  zip  the  tote  and  laptop  bags  tc 
gether  for  a  briefcase  you  can  take  to  busines 
meetings,  leaving  your  clothes  at  the  hotel.  Bu 
when  you  get  to  the  airport,  the  three  zip  u 
into  a  single  piece  that's  airline-compliant. 

If  you  already  have  a  carry-on  bag  you  lik( 

consider  packing  your  laptop  in  that  ir 

stead  of  its  own  bag.  Many  companies 

including  Eagle  Creek,  Travelon,  an 

RoadWired,  make  padded  sleeves  for  $2 

to  $40  designed  expressly  for  the  purpos< 

When  it  comes  time  to  run  it  down  th 

conveyor,  put  your  laptop  in  the  plastic  was! 

tub,  sleeve  and  all.  That's  good  enough  at  mos 

airports.  Tip:  Tape  a  business  card  to  the  boi 

torn  of  your  computer  so  you  can  be  paged  shoul 

you  inadvertently  forget  to  retrieve  it. 

If  you're  really  worried  about  losing  your  laj 
top,  most  of  Swiss  Army  Brands'  luggage  ($99  t 
$425)  comes  with  an  insurance  policy  that  will  re 
imburse  you  up  to  $1,500  for  your  compute 
should  your  bag  be  lost  or  stolen. 

If  your  bags  are  singled  out  for  a  more  tho: 
ough  search,  it's  a  good  idea  to  have  even 
thing  inside  arranged  so  the  items  are  easy  t 
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Travel 


see,  take  out,  and  repack.  Eagle  Creek 
pioneered  the  organized  look  with  its 
Pack-It  system,  a  series  of  zippered 
cubes  and  flat  pouches  ($7  to  $22) 
with  see-through  mesh  or  mesh- 
plastic  laminate  tops.  That  way, 
latex-gloved  airport  inspectors 
won't  have  to  spread  out  your 
smaller  items  in  view  of  other 
people.  A  quick  squeeze  of  a 
small  bag  full  of  socks  and  un- 
derwear   should    be    enough. 
They're  also  easy  to  throw  into 
a  hotel   dresser  drawer  once 
you've  arrived. 

Several  manufacturers,  includ- 
ing Swiss  Army  and  Lewis  N. 
Clark,  sell  similar  packing  cubes,  and 
you  can  get  a  set  of  seven  zippered  vinyl 
envelopes  from  Travelon  for  about  $20.  But 
Eagle  Creek's  double-sided  ones  are  the  most 
cleverly  designed.  Clean  clothes  go  into  the  open- 
mesh  side  of  the  envelope;  dirty  clothes,  into 
the  sealed  plastic  side. 


Or,  Just  Leave  Home  Without  It 

Luggage-delivery  services  will  pick  up  your  bag  and  deliver  it 

to  your  hotel.  Prices  listed  here  are  for  a  medium-size, 

30-pound  suitcase  delivered  from  Seattle  to  New  Orleans. 


FEES 


Other  smart  ideas:  Magellan's,  a  mail-order  trav- 
el outfitter,  sells  a  $10  nylon  shirt  case  with  a 
clear  front  that  holds  four  shirts  or  blouses  straight 
from  the  cleaners.  Or,  to  avoid  unnecessary  rum- 
maging through  a  deep  tote, 
you  can  outfit  it  with  Gore- 
Vaughn's  Travel  Pockets 
($25),  a  flexible  grid  of  14 
elasticized,  8-inch-deep  pock- 
ets that  let  you  pack  every- 
thing upright  and  visible. 

Then  there's  the  Scott 
eVest  ($140).  A  modern-day 
fisherman's  or  photograph- 
er's vest,  this  jacket's  22 
pockets  carry  all  manner 
of  electronics,  from  PDAs  to 
cell  phones  to  cameras.  The 
cavernous  back  pocket  will 


WEAR  YOUR 
GEAR:  Scott  eVest 
has  22  pockets 


even  hold  a  small  laptop. 
Best  of  all,  because  you 
wear  it  onto  the  plane,  it 
doesn't  count  against  your 
carry-on  limit. 

Of  course,  you  can 
avoid  most  of  the  hassle  of  airports  by  n( 
checking  or  carrying  any  luggage.  Instead,  shi 
it  to  your  hotel  the  day  before.  Baggage-deli 
ery  services,  once  pretty  much  limited  to  gc 
clubs,  skis,  and  bicycles,  have  expanded  ini 
luggage  (table).  They'll  pick  up  your  bags 
your  home  or  office  and  take  care  of  all  tl 
details,  such  as  alerting  the  hotel's  concierj 
desk  that  your  luggage  is  on  its  way  or  a 
ranging  for  a  pickup  after  you've  checked  ou 
The  service  isn't  cheap,  but  consider  this:  Mar 
airlines,  including  American  and  Continent 
now  ding  you  $80  for  checking  a  third  bag,  < 
any  bag  that  weighs  more  than  70  lbs.  or  mea 
ures  more  than  62  inches  when  you  add  up  i 
height,  width,  and  depth.  If  you  meet  all 
those  conditions,  that's  $240  for  a  single  bag. 

Without  baggage,  about  the  only  thing  you 
need  to  keep  track  of  is  your  boarding  pa: 
and  picture  id.  Many  travelers  are  now  wearii 
them  around  their  necks  to  avoid,  for  exampl 
accidentally  leaving  their  passport  or  driver's 
cense  at  one  of  the  multiple  security  chec 
points.  An  ID  holder  with  a  lanyard  cos 


GET  ORGANIZED: 

Gore-Vaughn's 
Travel  Pockets 


around  $10.  A  ve 
sion  sold  by  Sout 
west  Airlines  on  i 
Web  site  is  a  re 
bargain  at  950. 
One  last  tip:  Even  if  you're  travelii 
lean,  you  still  might  want  to  consid- 
Travelpro  USA's  Cool  Survivor  ($30), 
lightweight  carry-on  that  includes  an  ins 
lated  back  pocket  for  hot  or  cold  foo 
With  today's  early  check-in  times,  long 
airport  waits,  and  airlines'  new  tightfist 
meal  policies,  you  can  pack  some  dece 
food  to  get  you  through  what's  apt  to  be 
grueling  day. 


H 
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THE  CHILDREN'S  PLACE 
IS  PLAYING  TO  WIN. 
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Winning  in  supply  chain:  Kids'  styles  can  change  faster 
than  kids  grow.  For  help  in  managing  twelve  new  lines 
a  year,  The  Children's  Place  uses  an  IBM  solution  built 
on  IBM  (©server®  and  infrastructure  software.  The  result? 
A  supply  chain  that  can  react  to  unexpected  fashion 
changes.  Get  in  the  game  at  ibm.com/e-business 


(&wsiMss  is  -Mtjo^e.  Ffaffatftyi. 


BusinessWeek  Lifestyle 


PBENTLEY 
jARNAGE  T 

BASE  PRICE 
$230,000 

J 


ARNAGE T 


Once  Again,  a  Bentley 
Worthy  of  the  Name 

Volkswagen's  infusion  pays  off  in  renewed  luxury 


BY  DAVID  WELCH  ■'m  coasting  along  in  the  all-new  Bentley  Ar- 

nage T  sports  sedan,  past  the  cherry  orchards 
of  northern  Michigan.  Rolls-Royce/Bentley 
North  America  President  Alasdair  Stewart  is 
I  in  the  car,  and  we're  talking  about  cows.  Bent- 
ley's  leather  supplier — a  once-renowned  British 
furbisher  of  fine  hides  called  Connolly  Leather — 
has  fallen  into  bankruptcy.  Its  financial  woes  re- 
cently started  showing  up  in  the  quality  of  its 
skins.  Now,  Stewart  says,  Bentley  is  scouring 
Europe  for  a  new  leather  shop.  The  company 
wants  a  supplier  from  northern  Europe,  where 

fewer  bugs  mean  fewer 
tiny  bite  marks  on  the 
hides.  It  also  prefers 
one  that  doesn't  use 
barbed  wire  fences, 
which  might  scratch 
the  skins. 

Such     refinements 

are  the  things  people 

at      Bentley      worry 

about.  With  the  brand 

IN  THE  DRIVER'S  SEAT:  Leather  everywhere     new  $230,000  Arnage 

T,  Bentley  is  paying 

even  closer  attention  to  the  minute  details.  I 
noticed  the  improvements  over  every  other  Bent- 
ley model  when  I  opened  the  door  to  the  T,  a 
brawny  cruiser  designed  to  have  the  luxury  of  a 
conventional  Bentley  and  the  performance  of  a 
sports  car.  When  I  grabbed  the  gleaming  chrome 
door  handle,  I  felt  machined  bumps,  or  knurls, 


that  provide  extra  grip.  Once 

side,    I    grabbed    the    leathe 

wrapped  gear-shifter  knob,  the 

slid  my  hand  to  the  thimble-si? 

knurled  knob  beside  it  that  at 

justs  the  side  mirrors.  It's  a  le^ 

el  of  detail  you  won't  find  eve 

in  a  high-end  Mercedes. 

The  Arnage  T  is  comfor 

able  and  well-styled.  As 

sat  back  in  the  big,  blac 

leather  seats,  I  had  the  fee 

ing  of  being  on  a  thron 

It's  no  wonder:  Bentle 

has  about  100  workers 

its  trim  shop  examinir 

the    15    hides — about    { 

square  feet  of  leather — th; 

go  into  each  car.  Even  the  cej 

ing    is    lined    with    perforate 

leather.  On  the  dash  and  around  tl 

gauges,  though,  Bentley  uses  machined  aluminu 

stamped  with  dime-size  circles  to  give  the  car 

modern  look. 

The  T  has  a  great  ride  that  is  both  sporty  ar 
luxurious.  To  start  it,  you  stick  the  key  in  the  i 
nition  and  push  a  button  next  to  the  shifter- 
race-car  style.  The  engine  fires  up  with  a  sol 
yet  authoritative  rumble.  The  6.75-liter  V-8  e; 
gine  thrusts  the  car's  5,800  pounds  forward  wii 
ease,  thanks  to  a  pair  of  twin  turbo  booster 
Bentley  calls  the  T  an  "out-and-out  sports  cai 
and  it's  tough  to  argue.  It  can  hit  60  mph  in 
seconds — about  the  same  as  a  Porsche  911.  Tl 
car  tops  out  at  168  mph.  Bentley  engineers  spe: 
extra  time  stiffening  the  suspension,  so  the  a 
can  dive  into  turns  without  leaning  hard. 

The  Arnage  T  is  part  of  Bentley's  ongoir 
efforts  to  make  its  cars  more  luxurious.  Despi 
the  brand's  prestige,  its  lineup  has  needed  an  u 
grade  for  some  time.  For  example,  the  bas 
model  Arnage  R,  and  even  the  T,  have  the  san 
plastic  buttons  for  environmental  controls  th 
BMW  puts  in  its  $30,000  3-series  sedans. 

Then  there's  the  flagship  Azure.  After  the  A 
nage  T,  I  drove  the  $350,000  Azure  converti 
and  saw  why  Bentley  went  the  extra  mile  on  i 
new  cars.  Accessories  such  as  the  lamb's  wo 
floor  mats  are  swanky,  but  other  touches  a 
deplorably  anachronistic.  The  arms  for  the  tu; 
signals  and  cruise  control  are  plastic,  and  tl 
stereo  looks  as  though  it  was  bought  at  an  auci 
shop  and  wedged  into  a  slot  in  the  dashboard 
It's  not  surprising  the  makeover  took  so  lo) 
to  happen.  The  company  had  been  starved 
investment  dollars  until  Volkswagen  bought 
stake  four  years  ago.  Since  then,  vw  has  inves 
ed  $1.4  billion  to  build  the  T,  the  all-new 
coupe  that  arrives  later  this  year,  and  an  eve 
tual  replacement  for  the  aging  Azure.  Stewa 
singles  out  the  $140,000  gt  coupe  as  the  car  th 
will  best  show  Bentley's  performance  engineeri 
and  luxurious  interior  craftsmanship. 

The  Arnage  T  is  just  the  beginning.  If  t 
sports  sedan  serves  as  a  model,  Bentley  will 
making  special  cars  for  years  to  come. 


! 
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The  Equity  Investor's  26-Week  Small-Cap  Review 


Selected  Profiles  of  the  Nation's  Top  Price-Performing  Small-Cap  Companies  as  of  6/28/02 


From  approximately  1,700  domestic  companies  with  market 
capitalizations  of  200  million  to  one  billion  dollars,  the  following 
pages  highlight  selected  top-ranking  firms,  in  terms  of  share  price 
performance  for  the  26-week  period  ending  6/28/02.  Each  profile 
describes  a  leading  company  including  its  industry,  market  trends 
and  reasons  for  success,  as  written  by  company  management. 
And  while  past  performance  is  never  a  guarantee  of  future 
results,  these  top-performing  companies  represent  investment 
opportunities  worthy  of  a  small-cap  investor's  close  consideration. 
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Gain/Loss  for  the 
26- Week  Period 
Ending  6/28/2002 
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I  Average  Share  Price  Gain  of  the 
19  Small -Cap  Firms  Profiled  in 
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Peet's  Coffee  &  Tea,  Inc.  •  PEET  •  Specialty  Coffee 


Emeryville,  CA  •  IR  Contact:  Seanna  Allen  •  510-594-2100 
www.peets.com 


Peels  Coffee  &Tca 


Peet's  Coffee  &  Tea,  Inc.  is  the  leading 
specialty  coffee  roaster  and  marketer  of 
oranded,  fresh  whole-bean  coffee  and 
land-selected  tea  for  home,  office  and  fine 
fining  enjoyment.  Since  1966,  the  com- 
pany's signature  artisan  products  have 
rjpeen  distinguished  by  selective  sourcing, 
I  land-crafted  deep-roasting  techniques  and 
if  strict  commitment  to  freshness.  Peet's 
i  toffees  and  teas  are  sold  through  multiple 
nthannels  including  grocery,  offices,  white 
iifablecloth  restaurants,  mail/Web  order  and 
ts  own  retail  store  locations. 


Key  Manager  Statement 

"Peet's  is  well  positioned  for  con- 
tinued growth  and  success.  We  are 
operating  within  an  $11  billion 
industry  that  has  been  growing  at  a 
CAGR  of  plus  35  percent  during  the 
past  five  years.  Our  business  model 
is  profitable  and  based  on  consumer- 
driven  opportunities.  Peet's  products 
are  truly  distinctive  and  attract  an 
extremely  loyal  customer  base. 
Further,  we  have  a  highly  talented 
and  dedicated  leadership  team  that 
is  delivering  positive  earnings  results 
to  our  shareholders." 

Patrick  O'Dea,  President  &  CEO 


Riviana  Foods  Inc.  •  RVFD  •  Food  Products 


HI 


^J<$> 


Houston,  TX  •  IR  Contact  E.  Wayne  Ray,  Jr.  •  713-529-3251 
www.riviana.com  •  ewrayjr@ix.netcom.com 

Riviana  Foods  Inc.  is  the  volume  leader  in  the  United  States' 
retail  rice  category,  and  is  a  leading  processor,  marketer 

tributorof      Key  Manager  Statement 

"Riviana  is  a  financially  stmng  inter- 
national food  company,  with  good  return 
on  equity,  strong  positive  cash  flow, 
sound  balance  sheet  and  minimum 
debt.  We  are  well  positioned  to  take 
advantage  of  growth  opportunities  in 
our  consolidating  industry  and  to  main- 
tain our  successful  track  record.  These 
factors,  coupled  with  our  leadership 
position  in  the  $1.2  billion  U.S.  retail  rice 
category,  are  important  contributors  to 
our  future  continued  success. " 

Joseph  A  Hafner.  Jr.,  President  &  CEO 


i 

oijiranded  and  private  label  rice,  and  other 
Dod  products  in  the  U.S.,  Central  America 

t  nd  Europe.  Riviana's  brands — Mahatma®, 

Success®,  Carolina®,  River®,  S&W®,  Sello 
lojo®,  El  Mago®  and  Gourmet  House® — are 

e  mong  the  most  recognized  brands  in  rice. 

a  iviana  is  the  number  one  or  number  two 

:l>  ce  marketer  in  19  of  the  top  20  U.S.  rice 
markets.  The  company 
also  supplies  private 
label  rice  products 
to  the  top  U.S.  super- 
market chains. 


John  H.  Harland  Company  •  JH  •  Financial  Services 


Atlanta,  GA  •  IR  Contact  John  Stakel 
www.harland.net 


770-593-5367 


HARLAND 

Harland  (NYSE:  JH)  is.  a  leading  provider 
of  software  and  printed  products  to 
the  financial  and  educational  markets. 
Approximately  40%  of  all  financial  institu- 
tions use  at  least  one  Harland  product,  and 
the  company's  software  division  was  named 
one  of  the  "Ten  Tech  Companies  to  Watch" 
by  Bank  Technology  News.  Harland's 
Scantron  subsidiary  is  a  leader  in  data  col- 
lection, testing  and  assessment  primarily 
for  the  education  market,  with  almost  85% 
of  all  schools  in  the  United  States  and 
Canada  using  a  Scantron  product. 


Key  Manager  Statement 

"Our  mission  is  to  produce  superior 
returns  for  our  shareholders.  We 
will  accomplish  this  by  continuing 
to  improve  execution  in  our  core 
businesses,  growing  market  share 
through  improved  customer  expe- 
rience, creating  unique  competi- 
tive advantages  and  making 
acquisitions  that  leverage  our 
channels  of  distribution. " 

Timothy  C.  Tuff, 
Chairman  &  CEO 


VitalWorks  Inc.  •  VWKS  •  Healthcare  I.T. 


Ridgefield,  CT  •  IR  Contact:  Chris  Lippi  •  203-894-3291 
www.vitalworks.com 

Serving  over  70,000  physicians  today, 
SfflWorkS*         VitalWorks  Inc.  (NASDAQ:  VWKS)  is  a  leading, 
'    nationwide  provider  of  information  manage- 
ment technology  and  services  targeted  to  healthcare  practices  and  enterprises.  In 
addition  to  providing  IT-based  solutions  for  general  medical  practices,  it  focuses 
on  a  variety  of  medical  specialties,  and  is 

the  leading  provider  in  nearly  every  spe-  Top  10  Stocks 

cialty  it  serves. 

In  addition  to  recently  being  listed  by 
the  Hartford  Courant  as  the  number  one 
peforming  stock  in  the  state  of  (' 
Connecticut,  VitalWorks  has  recently  been 
featured  on  ABC's  BusinessNOW,  a  televi- 
sion business  news  magazine  which 
researches  and  profiles  industry-leading 
corporations. 
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Imagistics  International  Inc.  •  IGI  •  Office  Equipment 


Trumbull,  CT  •  IR  Contact:  Charles  K.  Wessendorf  •  203-365-2361 
ckw@imagistics.com  •  www.IGIinvestor.com 


Jones  Lang  LaSalle  •  JLL  •  Real  Estate 


(^imagistics 

Imagistics  International  Inc.  is  a  large 
direct  sales,  service  and  marketing  organ- 
ization offering  document  imaging  solu- 
tions, including  high  performance,  leading 
edge  copiers,  multifunctional  products  and 
facsimile  machines.  The  company's  highly 
respected  direct  sales  and  service  network 
is  located  throughout  the  United  States 
and  the  United  Kingdom.  Imagistics  rev- 
enues were  $626  million  in  2001  with  net 
income  of  $13  million.  Imagistics  is  the 
former  Pitney  Bowes  Office  Systems  which 
was  spun  off  on  December  3,  2001. 


Key  Manager  Statement 

"Our  goal  is  to  be  the  preeminent 
independent  provider  of  enterprise 
office  imaging  and  document  solu- 
tions. Our  results  are  a  strong  indica- 
tion of  our  ability  to  execute  against 
our  unique  strategic  business  model 
and  generate  significant  shareholder 
value.  Our  strong  cash  generation 
has  enabled  us  to  reduce  our  debt 
from  $150  million  to  $83  million, 
repurchase  $13  million  of  our  stock, 
invest  in  a  $40  million  Enterprise 
Resource  Planning  system  and  initi- 
ate a  major  advertising  campaign. " 

Marc  C.  Breslawsky.  Chairman  &  CEO 


Centene  Corporation  •  CNTE  •  Health  Care 


St.  Louis,  M0  •  IR  Contact  Lisa  Wilson  •  212-759-3929 
www.centene.com 


Key  Manager  Statement 

"We  have  the  right  formula  to 
produce  better  health  outcomes 
for  Medicaid  recipients  while 
saving  money  for  states.  Our  18 
years  of  Medicaid  specialization, 
our  strong  financial  performance 
and  focused  growth  strategy 
position  us  favorably  among  our 
peers,  and  we  promise  to  continue 
to  make  an  impact  on  the  lives 
we  serve. " 

Michael  F.  Neidorff 
President  &  CEO 


.orporation 

A  leader  in  the  fast-growing  Medicaid 
managed  care  category,  Centene  helps 
states  reduce  their  Medicaid  healthcare 
costs.  Through  its  simple,  Medicaid-only 
business  model,  Centene  delivers  consis- 
tent, sustainable  and  predictable  results, 
recently  reporting  its  12th  consecutive 
quarter  of  profit  improvement. 

Centene,  currently  operating  in  four 
states,  is  positioned  to  grow  and  acquire 
additional  Medicaid  health  plans  in  key 
markets  within  the  37  states  with  man- 
dated managed  care. 


Chicago,  IL  •  IR  Contact  Lauralee  Martin  •  312-228-2073 
www.joneslanglasalle.com 

Jones  Lang  LaSalle  is  the  world's  leading  real  estati 

services  and  investment  management  firm,  operatini 

across  100  mar-       ._     „ 

Key  Manager  Statement 


Jones  Lang 
LaSalle. 


kets  on  five-  continents.  The  company 
provides  management,  transaction,  imple- 
mentation and  investment  management 
services  on  a  local,  regional  and  global  level 
to  owners,  occupiers  and  investors.  The  firm 
is  the  industry  leader  in  property  and  corpo- 
rate facility  management,  with  725  million 
square  feet  under  management  worldwide. 
LaSalle  Investment  Management,  a  member 
of  the  Jones  Lang  LaSalle  group,  is  one  of 
the  world's  largest  real  estate  investment 
management  firms,  with  more  than  $22 
billion  of  assets  under  management. 


"Jones  Lang  LaSalle  is  a  client- 
focused,  fully  integrated  global 
business  with  the  number  one  brand 
in  the  industry.  We  offer  a  broad 
range  of  real  estate  services  com- 
bined with  a  strong  investment 
management  business,  a  world- 
class  research  team  and  industry- 
leading  technology.  With  our  global 
platform,  we  believe  we  can  grow  our 
earnings  on  average  15  per  cent  per 
annum  over  the  next  three  years. " 

Chris  Peacock,  CEO 


PFF  Bancorp,  Inc.  •  PFB  •  Banking 


Pomona,  CA 


A 


BANCORP. 


IR  Contact  Carole  Olson  •  909-623-2323 
www.pffbank.com 

PFF  Bancorp,  Inc.  headquartered  in  Pomona,  CA,  is  the 
holding  company  for  PFF  Bank  &  Trust.  With  25  branches,  $3  billior 
in  assets  and  a  history  dating  from  1892,  PFF  is  the  largest  com 
munity  bank  based  in  the  robust  Inland  Empire  region  of  Southerr 
California.  Through  its  strong  market  share  and  full  compliment  of  products  and  serv 
ices,  PFF  is  well  positioned  to  continue  to  participate  in  the  opportunities  presented  b; 
this  growth.  The  company's  excellent  operating  results  reflect  a  successful  transitior 
from  traditional  mortgage  lending  to  higher-margin  community  banking  througl 
increased  focus  on  residential  construction 
commercial  real  estate  and  business 
lending  coupled  with  a  shift  to  lower  cost 
transaction  deposits.  The  solid  earnings 
growth  produced  by  this  successful  transi- 
tion combined  with  consistent  use  of  share 
repurchases  has  produced  a  four-year  com- 
pound annual  EPS  growth  rate  of  30  percent. 


Key  Manager  Statement 

"Our  shareholders  will  continue  to 
benefit  from  our  demonstrated 
ability  to  create  value  through 
sound  execution  of  the  community 
banking  business  model. " 


Larry  M.  Rinchart,  CEO 


Apex  Silver  Mines  Ltd.  •  SIL  •  Silver  Mining 


Denver,  CO  •  303-839-5060 
www.apexsilver.com  •  information@apexsilver.com 

With  14  ounces  of  silver  reserves  per  share,  as  well  as  a  vast 
portfolio  of  silver  exploration  properties,  Apex  Silver  Mines  Limited  is 
an  exceptionally  attractive  vehicle  for  investors  seeking  leverage  to 

^  V  \  the  precious  metal.  Its  flagship  asset,  San  Cristobal,  is  a  world- 
class  mining  project  hosting  470  million 

ounces  of  silver  and  9  billion  pounds  of 

zinc,  with  excellent  potential  for  further 

reserve  expansion.  Being  near  surface,  the 

deposit  is  ideally  suited  for  large-scale, 

low-cost  mining  and  is  anticipated  to  be 

among  the  largest  and  lowest  cost  producers 

of  silver  and  zinc  in  the  world. 


Lydall,  Inc.  •  LDL  •  Manufacturing 


Key  Manager  Statement 

"As  sole  owners  of  an  unique  asset 
with  extraordinary  reserves  and 
exceptional  scarcity  value. ..in  addi- 
tion to  an  abundance  of  exciting 
exploration  assets  around  the 
world. . .  we  believe  that  Apex  Silver 
stands  poised  to  reap  the  benefits  of 
a  new  and  more  bullish  cycle  in 
precious  metals  and  mining  shares. " 

Thomas  S.  Kaplan.  Chairman  &  CEO 


Manchester,  CT  •  IR  Contact  Steven 
www.lydall 

'\lwrfoll       ^a"  designs 

V    "JJf Ucil  I   and  manufactures 

specialty  engineered  products  for 
demanding  thermal/acoustical  and  filtra- 
tion/separation applications.  The  company 
incorporates  a  broad  spectrum  of  materials 
and  value-added  systems  to  produce  a 
range  of  high-performance  products  used 
for  air  and  liquid  filtration,  biomedical 
fluid  management,  acoustical  control  and 
active  and  passive  thermal  management. 
Lydall's  specialty  papers  are  supplied  to 
other  manufacturers  for  conversion  or 
incorporation  into  finished  products, 
while  fabricated  products  are  sold  to 
OEMs  and  their  suppliers. 


W.Thompson  •860-646-1233 
com 

Key  Manager  Statement 

"At  Lydall,  our  vision  is  to  create 
lasting  value  for  our  shareholders.  We 
support  that  vision  with  a  strategy  that 
focuses  our  efforts  primarily  on 
organic  growth  by  developing  new 
products,  penetrating  new  markets, 
and  winning  new  customers  in  our 
core  businesses  of  Thermal/Acoustical 
and  Filtration/Separation.  Additionally, 
we  use  our  knowledge  base  to  extend 
our  reach  into  complementary  tech- 
nologies and  companies,  which 
further  augment  our  strengths. " 

Christopher  R.  Skomorowski. 
President  &  CEO 


Special  Advertising  Section 
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Trex  Company,  Inc  •  TWP  •  Building  Materials 


Oriental  Financial  Group  •  OFG  •  Financial  Services 


Winchester,  VA 


212-838-3777 


IR  Contact  William  Walkowiak 
www.trex.com 

Trex  Company,  Inc.  is  the  nation's  largest  manufac- 
turer of  non-wood  decking  products.  Trex®  decking  and 
^     railing  let's  one  create  a  deck  unlike  any  other.  Their 
inovative  products  allow  limitless  opportunities  to  express  individual  creativity 


San  Juan,  P.R.  •  IR  Contact:  Robert  P.  Schoene  •  787-720-2638 
www.OrientalOnline.com 

Oriental  Financial  Group  is  the  first  and  only  financial  serv- 
ices institution  in  Puerto  Rico  dedicated  to  financial  planning 
in  five  core  business 


G 

ORIENTAL 


"hile  low  maintenance  characteristics 
iiminate  the  need  for  staining  and  sealing, 
•ex®  decking  and  railing  is  manufactured 
i  a  proprietary  process  that  combines 
raste  wood  fibers  and  reclaimed  polyeth- 
•ene  and  is  used  primarily  for  residential 
nd  commercial  decking.  The  Company 
glls  its  products  through  90  wholesale 
istnbution  locations,  which  in  turn  sell 
jex®  decking  to  approximately  2,900 
^dependent  contractor-oriented  retail 
imberyards  across  the  United  States. 


Key  Manager  Statement 

"Our  fundamental  strategy  is  to 
build  a  superior,  branded  product  as 
a  replacement  candidate  for  wood  in 
the  $2.5  billion  decking  market.  Our 
products  have  redefined  an  entire 
industry,  and  we  have  established 
Trex®  as  the  preferred  brand.  As  a 
profitable  company  with  strong  cash 
flow,  we  have  the  financial  resources 
needed  for  continued  growth. " 

Robert  Matheny,  President 


areas:  consumer  and 
commercial  banking, 
retirement  planning  programs,  invest- 
ments through  its  full  service  securities 
broker/dealer,  mortgage  originations 
and  equity  lending,  and  insurance  and 
annuities  that  protect  and  grow  assets. 
Twenty-three  financial  planning  centers 
throughout  the  island  provide  a  wide 
array  of  financial  services  and  prod- 
ucts, tailored  to  meet  the  particular 
objectives  of  individuals,  families  and 
businesses. 


Key  Manager  Statement 

"Outstanding  performance  in  key 
profit  centers  resulted  in  record 
high  earnings  of  $2.50  per  share 
in  fiscal  2002  (ended  June  30th). 
We  expect  continued  earnings 
growth  in  the  range  of  12  to  15 
percent.  Currently,  our  stock  is 
trading  at  a  P/E  ratio  of  approxi- 
mately 9  times  earnings,  which 
represents  a  25  percent  discount 
compared  to  our  peers. " 

Jose  E.  Fernandez, 
Chairman,  President  &  CEO 


lited  Surgical  Partners  Intl.,  Inc.  •  USPI  •  Medical/Hospitals  I     Hecla  Mining  Company  •  HL  •  Gold  and  Silver  Mining 


Addison,  TX 


972-713-3500 


IR  Contact  Richard  J.  Sirchio 
www.unitedsurgical.com 

*L         _  United  Surgical  Partners  International,  Inc. 

n  uDllPQ  SurnjCdl  Pditnt?rS    has  emerged  as  a  leading  operator  of  outpatient 

'         .  n  t  E  .  n  »  r  ,  o  n  »  i    surgeryCenters  and  private  surgical  hospitals  in 

le  United  States  and  Western  Europe.  In  the  United  States,  USPI  develops  and  acquires 

surgical  facilities  by  form.ng  strategic       K     M  f  Statement 

'  irtnerships  with  physician  groups  and 

'  tge,  high  quality  not-for-profit  hospitals,  an      "Occasionally     the    opportunity 

comes  along  to  simplify  -  to  make 


'6 


sproach  that  has  generated  outstanding 
ime-facility  performance.  Underlying  USPI's 
Dwth  is  an  understanding  of  the  key  to  suc- 
fss  in  the  surgery  business  -  providing  a 
nality  experience  for  both  the  patient  and 
ie  physician.  A  wealth  of  experience 
tables  the  company  to  deliver  these  results 
id  play  a  leadership  role  in  a  fragmented, 
pidly  evolving  marketplace. 


CC  Information  Services  Group  •  CCCG  •  Technology       American  Medical  Security  Group  •  AMZ  •  Health  Benefits 


things  easier  and  better.  This  is 
exactly  what  we've  done  at  United 
Surgical  Partners  International.  In  the 
complex,  sometimes  convoluted  world 
of  healthcare  delivery,  we  are  making 
things  simple  and  better.  And,  we  are 
doing  it  on  two  continents. " 

Donald  E  Steen 
Chairman  &  Chief  Executive  Officer 


Coeur  d'Alene,  ID  •  IR  Contact:  Vicki  Veltkamp  •  208-769-4144 
www.hecla-mining.com 

One  of  the  best  performers  on  the  New  York  Stock 
Exchange  during  the  first  six  months  of  2002,  Hecla 

Key  Manager  Statement 

"Hecla  s  second  quarter  2002 
results  were  outstanding.  We 
produced  more  gold  than  in  any 
other  quarter  during  Hecla 's 
111-year  history.  Net  income 
from  continuing  operations  and 
precious  metals  revenue  were 
the  highest  in  12  years,  and  we 
had  the  lowest  production  cost 
per  ounce  of  silver  since  we 
began  calculating  it  this  way  in 
1986. " 

Arthur  Brown,  Chairman  &  CEO 


Mining  Company  is 
mmmo  comrnmy  on  track  to  produce 
215,000  ounces  of  gold  and  eight  mil- 
lion ounces  of  silver  this  year,  at  very 
low  costs  of  production.  Established  in 
1891  in  northern  Idaho's  Silver  Valley, 
Hecla's  rich  history  of  mining  has  dis- 
tinguished it  as  a  respected  precious 
metals  producer.  Hecla  has  low-cost 
silver  and  gold  mines  in  the  United 
States,  Venezuela  and  Mexico.  Its 
excellent  exploration  prospects,  minimal 
debt  and  growing  gross  profit  make 
this  a  turnaround  story. 


((( 


r  iNFORf.'A'Of, 

VICES 

GROUP  INC. 


Chicago,  IL  •  IR  Contact  Patrick  Donoghue  •  312-229-2984 
www.cccis.com 

CCC  Information  Services  Inc.  was  founded  in  1980  to 
provide  a  better  way  for  insurance  companies  to  value  non- 
repairable  vehicles.  With  its  roots  in  the  greater  Chicagoland  area, 
CCC  grew  from  a  company  serving  a  handful  of  customers  to 


company  serving 
processing  over  7.8  million  claim  transactions  annually  and  gen- 
ting  over  $188  million  in  revenue  in  2001.  Today,  CCC  is  responding  to  the 
Ranging  demands  in  the  auto  claims  and  collision  repair  industry  by  providing 


jsted  and  innovative  solutions  that 
i  iprove  efficiency  of  the  claims  process 
id  help  put  people  back  in  their  cars 
ster  after  an  accident.  Over  15,000 
llision-repair  facilities  and  350  insur- 
ice  companies  rely  on  CCC  to  provide 
em  with  innovative  technology  to  drive 
itomation  throughout  the  automotive 
Jims  and  collision  repair  industries. 


CCC's  Investment  Highlights 

•  A  Market  Leader 

•  Recurring  Revenue  Streams 

•  Highly  Scalable/Leveragable  Busi- 
ness Model  with  Strong  Cashflows 

•  Technology  Leader  in  Industry 

•  Conservative  Capital  Structure 


m 


Green  Bay,  Wl  •  IR  Contact  Cliff  Bowers  •  920-661-2766 
www.eAMS.com 

»5^  American  Medical  Security  Group,  Inc.  (AMS) 

provides  a  comprehensive  line  of  health  benefit 
solutions  for  small  businesses,  individuals  and 
families. 


American 

Medical  Security  Group- 

AMS's  portfolio  of  products  includes  fully 
insured  and  self-funded  health  plan 
designs,  group  dental,  term  life  insur- 
ance and  group  short-term  disability 
insurance.  The  company's  products  are 
available  in  32  states  and  the  District 
of  Columbia  through  working  partner- 
ships with  professional,  independent 
insurance  agents.  Its  flexible  and  afford- 
able plan  designs  are  backed  by 
outstanding  customer  service  and 
exceptional  operating  efficiencies. 


Key  Manager  Statement 

"Our  earnings  per  share  growth 
extends  over  several  quarters,  and 
we're  now  focused  on  taking  our 
results  to  a  new  level  by  combining 
our  profitability  with  membership 
growth.  We're  confident  we  can  do 
so  because  we  have  strong  com- 
petitive positions  and  unique 
expertise  in  attractive  and  growing 
markets. " 

Samuel  V.  Miller, 
Chairman,  President  &  CEO 


Special  Advertising  Section 
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Hancock  Holding  Company  •  HBHC  •  Financial  Services 


26-Week  Small-Cap  Review  Company  Directory 


Gulf  port,  MS  •  IR  Contact:  Paul  D.  Guichet,  VP  &  IR  Manager  •  228-214-5242 
www.hancockbank.com 

With  total  assets  of  nearly  $4.0  billion,  Hancock  Holding  Company 

serves  many  of  the  Gulf  Souths  fastest  growing  and  most  dynamic 

markets  as  a  diversified  full-service  financial  leader.  Hancock  Bank, 

established  in  1899,  consistently  ranks  among  America's  strongest. 

safest  five-star  banks.       „     ■«  *».«_.. 

Key  Manager  Statement 

"Hancock  Bank  has  remained  an  inte- 
gral part  of  the  communities  we  serve 
for  over  100  years.  Sound  business 
principles,  internal  controls,  and  risk 
management  support  Hancock's  found- 
ing tenets  —  strength,  stability, 
integrity,  and  service.  Additionally,  each 
of  our  progressive  initiatives  incorpo- 
rates Hancock's  unwavering  commit- 
ment to  enhancing  shareholder  value. " 

George  A.  Schloegel,  CEO 


H 

Hancock 

Holding 

Company 

Through  traditional  branch  services  and 
online/internet  banking,  Hancock  provides  a 
comprehensive  array  of  personal  and  commer- 
cial financial  solutions  as  well  as  extensive 
trust,  wealth  management,  and  insurance 
services  for  families  and  businesses  through- 
out a  four-state  Gulf  South  region.  Wholly- 
owned  subsidiaries  include  Hancock 
Investment  Services,  Inc.,  Hancock  Mortgage 
Corp.,  Hancock  Insurance  Agency,  Harrison 
Life  Insurance  Co.,  and  Harrison  Finance  Co. 


SIERRA  HEALTH  SERVICES,  INC. 


Sierra  Health  Services  •  SIE  •Health  Care 


Las  Vegas,  NV  •  IR  Contact  Peter  O'Neill  •702-242-7158 
www.sierrahealth.com 

^^  Sierra  Health  Services  is  a  diversified  Las  Vegas- 

based  health  care  services  company,  with  over  62% 
market  share  in  the  nation's  fastest  growing  metropolis. 
In  addition  to  health  maintenance  organizations  and  multi-specialty  medical  groups, 
Sierra  offers  health  plans  and  benefits  to  active  and  retired  military  and  their  dependents 
in  the  highly  visible  northeast  corridor.  Its  workers  compensation  subsidiary  writes 
policies  for  small  businesses,  primarily  in  California  and  Nevada. 

Compared  to  the  same  period  in  2001,  Sierra's  revenues  increased  15%  and  net  income 
from  continuing  operations  increased  150%.  In  the  first  six  months  of  2002,  total  debt  was 
reduced  almost  50%,  strengthening  the  com- 
pany's balance  sheet.  At  the  end  of  the  second 
quarter,  Sierra  substantially  raised  earnings 
estimates  for  2002 
to  $1.30  to  $1.35 
and  for  2003  to 
$1.50  to  $1.55. 


Total  Debt 

(from  continuing  operation!) 


Key  Manager  Statement 

"Daisytek  is  an  international  market 
leader  in  computer  and  office  supplies 
distribution,  and  provides  value-added 
marketing  and  demand-generation 
services.  Our  highly  efficient,  low-cost 
model  gives  us  a  400-to  500-basis- 
point  advantage  and  unmatched  cus- 
tomer service,  factors  that  are  particu- 
larly important  as  we  add  traditional 
office  supplies  to  our  product  line  and 
expand  in  rapidly  growing  markets. " 

Jim  Powell,  President  &  CEO 


Key  Manager  Statement 

"Sierra  has  met  or  exceeded  earnings 
estimates  for  the  past  eight  quarters.  I 
believe  we  are  poised  for  sustained 
earnings  growth  into  2003. " 

Anthony  M.  Marlon,  M.D., 
Chairman  &  Chief  Executive  Officer 


Daisytek  Int'l  Corp.  •  DZTK  •  IT  and  Office  Supplies  Distribution 


Allen,  TX  •  IR  Contact:  Ralph  Mitchell,  CF0  •  972-881-4700 
investor@daisytek.com  •  www.daisytek.com  •  www.dztkannualreport.com 

Daisytek  distributes  computer  supplies  -  not  PCs 
or  other  hardware;  not  software.  Products  that  are 
consumable  items  such  as  toner  and  inkjet  cartridges;  diskettes  and  CDs;  anti-glare 
screens  and  other  desktop  accessories. 
Think  razor  blade,  not  the  razor.  Organic 
growth  rates  are  10-15%  per  year. 

Daisytek  sells  25,000  SKUs  to  thousands 
of  resellers  (independent  dealers,  office 
superstores  and  online  merchants  in 
Australia,  Europe,  North  America  and  South 
America)  who  market  directly  to  end-users. 

FY02  revenues  were  $1.2  billion,  with  FY03 
projected  at  $1.8-$1.9  billion.  Daisytek  is  a 
Russell  2000  component  and  is  in  the  Forbes 
Platinum  400,  Bloomberg  100  and  VAR- 
Business  Distribution  25  corporate  rankings. 
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BusinessWeek  Investor 


WORKING  MOMS: 
JONTT  FEEL  SO  GUILTY 


Y  TODDI  GUTNER 


•rs@businessweek.com 

study  finds  that 
hildren  of  career 
omen  do  not  lag 
ehind  their  peers 
their  parents 
re  attentive — and 
in  afford  quality 
lild  care 


As  a  working  mother  of  two  young  boys,  I 
found  myself  riveted  by  these  recent  head- 
lines: "Study  Links  Working  Mothers  to 
Slower  Learning"  and  "Study  of  Working  Moms 
Finds  Children  Lag  in  Early  Years."  Oh,  great,  I 
thought.  More  ammunition  for  the  ongoing  guilt- 
slinging  at  working  mothers. 

The  stories  reported  that  three  Co- 
lumbia University  researchers  ana- 
lyzed data  from  a  three-year    A 
child-care  study  of  1,000  fami- 
lies in  10  cities.  They  found 
that  3-year-olds  scored  a 
significant  six  points  less 
on   the   Bracken   Test, 
which    assesses    chil- 
dren's   knowledge    of 
colors,   letters,   num- 
bers, shapes,  and  com- 
parisons, if  their  moth- 
ers worked  more  than 
30  hours  a  week  by  the 
time   the   child   was   9    «g 
months  old.  Considering  ^ 
that  75%  of  women  are 
back  on  the  job  by  a  child's 
ninth  month,  myself  included 
I  figured  other  working  mothers 
were  also  assessing  the  damage  they 
had  inflicted  on  their  children. 

But  first,  consider  the  following:  The  women 
most  likely  to  fret  about  this  study  are  those 
who  don't  need  to  worry.  They're  likely  to  be 
highly  educated,  highly  paid  professionals,  and 
their  children  tend  to  do  well  in  school,  notes 
Ellen  Galinsky,  president  of  the  Families  &  Work 
Institute  in  New  York. 

These  women  also  have  the  most  flexible  work 
and  babysitting  arrangements.  Many  have  the 
option  to  work  from  home  a  couple  of  days  a 
week  or  delay  their  return  to  the  office.  And 


What  Hurts,  What  Helps 


JHILDS  '  ■  BRACKEN  SCHOOL 

SITUATION  READINESS  SCORE  AT 

ABE  3  (OUT  OF  100%) 

Average  home  environment  and  child-care  quality.  Mom  didn't  work  50% 

Dy  ninth  month. 

Same,  but  mom  worked  30  hours  or  more  per  week  by  the  ninth  month.  44 

Average  child,  with  below-average  child-care  quality,  home  environment,     37 
and  mother  sensitivity.  Mom  worked  30  hours  or  more  per  week  by  the 
ninth  month. 

Average  child,  with  above-average  child-care,  home  environment,  and         50 
Tiother  sensitivity.  Mom  worked  30  hours  or  more  per  week  by  ninth  month. 

Data:  Brooks-Gunn.  Han,  and  Waldfogel  2002  Study 


they  also  are  likely  to  have  the  resources  to 
purchase  high-quality  child  care.  "For  the  woman 
who  has  the  best  child  care  possible  and  who  is 
sensitive  to  her  child  when  she  is  home,"  there  is 
no  difference  between  her  children  and  those  of 
mothers  who  stay  home,  says  Jane  Waldfogel,  an 
associate  professor  of  social  work  who  is  a  co-au- 
thor of  the  study. 

One  thing  the  study  didn't  account  for  was 
the  father's  contribution.  In  our  family,  my  hus- 
band easily  carries  50%  of  the  home-life  load, 
which  definitely  helps  decrease  my  stress  and 
increase  my  "maternal  sensitivity" — my  ability  to 
be  responsive  to  my  children,  which,  along  with 
quality  of  child  care,  number  of  hours 
in  child  care,  and  home  environ- 
ment, were  the  areas  the  re- 
searchers examined.  While 
this  study  didn't  include 
the  impact  of  a  father's 
k  efforts,  Jeanne  Brooks- 
Gunn,  professor  of 
child  development 
and  another  co-au- 
thor, is  now  re- 
searching the  effects 
of  shared  caregiving 
on  children  under  3 
who  have  two  work- 
ing parents.  "The 
more  shared  caregiving 
there  is  among  couples, 
the  less  likely  there  would 
be  a  negative  effect  on  the 
children,"  she  says. 
Another  thing  to  keep  in  mind 
is  that  studies  are  just  that.  They're 
helpful,  but  they  don't  account  for  many  real- 
world  situations.  That  means  no  working  mother 
should  second-guess  the  decisions  she  has  made 
based  on  research  findings. 

What  these  study  results  can  do  is  help  with 
broader  national  policy  decisions.  The  goal  is  to 
give  women  with  lower  incomes  work  flexibility 
and  child-care  arrangements  similar  to  those  en- 
joyed by  higher-earning  professionals.  At  this 
point,  the  debate  returns  to  how  best  to  increase 
quality  child-care  options,  improve  family-leave 
policies,  and  offer  more  part-time  and  flextime 
opportunities.  Since  the  U.S.  has  among  the 
worst  work-family  policies  of  all  Western  indus- 
trialized countries,  those  policies  are  certainly 
worth  changing. 

Yet  while  policy  prescriptions  may  be  useful 
for  government  planning,  it's  important  for 
women  to  separate  the  public  from  the  personal. 
If  working  moms  don't  focus  on  what  is  best 
for  them  and  their  families,  they  will  only  be 
adding  stress  to  an  already  difficult  job-vs.-home- 
life  balance.  And  that  does  neither  the  mother, 
nor  her  children,  any  good.  ■ 
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Pet  Stocks 


THE  MONEY  IN 
CREATURE  COMFORTS 

As  one  who  wisely  drew  the  line  on  house 
pets  at  two  cats  from  the  pound,  I  was  in 
for  a  shock  the  other  day  as  I  stepped  into 
a  PETSMART.  Yes,  years  ago  I  had  heard  of 
health  insurance  for  Fido,  an  insaneidea  in  a 
nation  with  39  million 
uninsured  humans.  But 
just  how  indisputably 
pets  now  enjoy  the 
upper  hand,  I  had 
no  clue. 

I  spied  more 
toys,  shampoos, 
beds,  pillows,  holistic 
foods,  and  treats 
than  Noah  could  ever 
have  foreseen.  Half 
an  aisle  was  given  to 
scoops  and  bags  for 
you-know-what.  Also, 
doggy  diapers.  A  vet 
clinic  held  down  one 
corner,  with  an  adop- 
tion agency  and  a 
grooming  salon  near- 
by. There  were  mag- 
azines (Ferrets — The 
Ultimate  Guide  for 
Today's  Ferret  Own- 
er) and  a  $9.99  pack- 
age of  puppy  oral 
hygiene  items  in- 
cluding enzyme 
chews,  dental  bones, 
toothbrush  and 

paste,  mint-flavored 

rinse,  and  sugar-free  breath  lozenges.  I  confess  to 
having  skirted  the  reptile  aisle.  But  for  kitty,  I 
found  Play  Gym  Condo,  the  Taj  Mahal  of  scratch- 
ing posts,  for  just  $319.99. 

Here's  the  scary  part:  petsmart's  570  stores 
are  only  the  half  of  it.  There's  also  Petco  Animal 
Supplies'  585  stores.  Between  petsmart  and  Pet- 
co, they  rang  up  $4  billion  in  sales  of  small  pets 
(not  including  dogs  and  cats)  and  supplies  over 
the  last  12  months.  With  same-store  sales  gains 
running  8%  to  11%,  profits  are  surging  and  the 
stocks  are  hot,  particularly  petsmart's  (chart). 
It's  up  80%  this  year,  while  Petco  shares, 
which  came  public  in  February  at  $19,  are 
holding  their  own  amid  the  bear  market. 

Such  popularity  on  Wall  Street  usually 
prejudices  me  against  most  any  stock.  And 
these  two  could  fall  out  of  fashion  as  more  fa- 
miliar growth  vehicles,  such  as  technology 
stocks,  come  back  into  vogue.  Yet  for  in- 
vestors looking  for  companies  that  promise 
years  of  continuing  growth,  these  two  re- 
tailers still  have  reasonable  valuations. 


BY  ROBERT  BARKER 

rb@businessweek.com 

Not  only  do  dogs, 
cats,  and  pythons 
have  to  eat,  but 
they're  pampered 
even  in  hard 
times.  That  makes 
PETsMART  and 
Petco  cheap 
growth  bets 
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Demographics  are  driving  demand  for  pet  suj 
plies  and,  increasingly,  such  services  as  groomir 
and  training.  Aging  baby  boomers  are  filliri 
their  empty  nests  with  pets,  while  the  number 
households  with  children  from  5  to  15 — the  coi 
pet  market — keeps  climbing,  petsmart  ceo  Phil 
Francis  calls  pets  "an  affordable  luxury,"  sales 
which  have  yet  to  be  dented  by  weakening  coi 
sumer  confidence.  "I'm  glad  to  be  selling  dc 
beds,  rather  than  80-foot  luxury  yachts"  in  tl 
current  economy,  Francis  told  me. 

Both  chains  figure  they're  less  than  halfway 
the  number  of  outlets  the  market  can  suppo: 
So,  for  example,  Petco  this  year  expects  to  a( 
37  new  stores,  while  petsmart  aims  to  add  25 

2002  and  another  60  next  year.  Both  chains  ah 
have  been  remodeling  the  interiors  of  older  1 
cations.  Petco's  chief  financial  officer,  James  M 

ers,  said  its  new  layo 
moves  the  animals  it  se: 
from  the  store's  periphe 
to  the  center.  "Custome 
get  a  closer,  360-degr 
look,"  he  told  me. 
While  similar 
their  strategies  i 
growth,  the  comp 
nies  differ  financial 
Petco,  with  sales  ov 
the  past  year  of  n 
quite  $1.4  billion,  has 
edge  in  operating  ef 
ciency.  Its  stores  a 
smaller  on  average  b 
inventory  turns  over 
bit  faster  and  yields 
wider  gross  margin.  } 
petsmart    is     cleat 
stronger,  with  no  lor 
term  obligations  beyo 
leases.  And  its  reven 
base  is  a  lot  bigg< 
Sales  in  the  past  fo 
quarters  came  to  $2.6  billion. 

Both  retailers  are  enjoying  outsize  gains 
earnings  as  recent  investments  in  distributi 
and  inventory  management  pay  off.  Petco  < 
pects  a  profit  of  at  least  87(2  a  share  this  year, 
from  52<2  in  2001.  For  2003,  estimates  are  n 
ning  around  $1.08  a  share,  which  would  be 
24%  gain,  petsmart  sees  this  year's  earnin 
doubling,  to  around  71<2  from  350,  and  the  Strr 
expects  another  25%  gain  next  year,  which  C 
Francis  suggests  is  a  reasonable  forecast. 

If  these  estimates  pan  out,  then  Petco  at  3 
trades  under  18  times  next  year's  earnin 
petsmart  at  $18  would  be  going  for  20  tin 

2003  earnings.  Both,  in  other  words,  sell 
price-earnings  multiples  below  their  growth  rat 
For  such  growth-stock  valuations,  we  can  tha 
one  animal  that  makes  a  lousy  pet — the  bear 
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*  KENNY  H.* 


WHEN  I  DO  DRUGS  MY  MOM  AND  DAD  SPEND  THEIR  DAYS  WORRYING  INSTEAD  OF 
WORKING.  AND  THAT'S  GOT  A  BUNCH  OF  GUYS  IN  SUITS  SOMEWHERE  ALL  STRESSED 
OUT.  'CAUSE  IT  MEANS  KIDS  LIKE  ME  ARE  KINDA  ROBBING  COMPANIES  BLIND.  +  +  + 


I  DIDN'T  KNOW  anything  about  business 
at  first.  I  was  just  a  kid  who  started  smoking 
pot  with  his  friends.  That's  all.  But  we  got 
busted  a  lot  for  doing  it  at  school  and  cutting 
»ss.  And  every  time  that  happened,  they  called 
my  mom  at  work. 

Then  she  called  my  dad's  office.  And  together 
;y  called  my  friends'  parents  —  a  bunch  of  times 
dad  even  left  work  to  look  for  me. 
Other  times  they  had  to  drive  to  school  for 
Iks  with  my  teachers  and  missed  all  kinds  of 
;etings   and   stuff  at   the   office.    My   mom   got 
lind  on  her  projects.  And  dad  freaked  about 
'reports  he  couldn't  finish. 

At  home,  they  argued  a  lot  about  what  they 
lould  do  with  me  and  finally  ended  up  sending  me 
this  guy  like  twice  a  week.  Every  time  I  saw  him, 


we'd  talk  for  an  hour.  Then  mom  and  dad  started 
seeing  him  too,  almost  as  much  as  I  was.  And  when 
all  those  bills  came,  dad  just  looked  at  me  and  said 
I  was  lucky  he  had  good  insurance  at  his  job. 

That  was  right  about  the  time  the  guys  in  suits 
really  started  to  get  stressed.  And  if  you  ask  me, 
they  probably  still  are.  'Cause  if  I  can  do  this, 
so  can  any  other  kid. 


WHEN  EMPLOYEES  have  children  with 
substance  abuse  problems,  it  may  also 
affect  productivity  and  healthcare  costs. 
But  employers  can  make  a  difference.  Provide 
parents  in  your  workplace  with  free,  teen  drug 
prevention  articles,  brochures,  posters  and  tools 
by  visiting  our  Web  site:  EMPIOYERS 
theantidrug.com/workplace 


THE       ANTIDRUG 


The  National  Youth  Anti-Drug  Media  Campaign  in  partnership  with  the  SOCIETY  FOR  HUMAN  RESOURCE  MANAGEMENT 


BusinessWeek  Investor 


Inside  Wall  Street 


AN  LBO  AT  GATEWAY? 


BY  GENE  G.  MARCIAL 

Gash-rich  Gateway 
has  caught  the  eye 
ofa  buyout  group. 
Is  the  shorts'  sour 
view  of  Six  Flags 
the  right  one? 
Cepheid  may  help 
postal  authorities 
foil  terrorists 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions 
in  the  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 


BUMPING  ALONG 
THE  BOTTOM 


GATEWAY 


MAR.  11,02        SEPT.  11 

A  DOLLARS 

Data:  Bloomberg  Financial  Markets 


Onetime  highflier  Gateway  (gtw),  second 
only  to  Dell  Computer  in  direct  PC  sales, 
has  lost  a  lot  of  altitude.  Trading  at  75  in 
2000,  Gateway  has  since  crashed — to  3.15  on 
Sept.  11.  In  the  past  month  alone,  the  stock  has 
fallen  24%.  Eroding  demand  and  a  poor  pricing 
environment  have  crimped  profit  margins. 

So  why  are  some  hedge  funds  loading  up  on 
Gateway?  They've  heard  whispers  that  an  in- 
vestor group  has  talked  to  ceo  Ted  Waitt,  who 
owns  31%  of  the  stock,  about  a  leveraged  buyout. 
One  pro  close  to  the  situation  and  buying  says 
the  group  puts  the  buyout  value  at  5  a  share,  or 
$1.6  billion.  But  what's  the 
attraction?  Gateway  post- 
ed a  loss  in  2001  and  ex- 
pects another  this  year. 

One  big  come-on:  Gate- 
way's $1  billion  cash  hoard, 
which  translates  to  $3  a 
share.  And  Gateway,  even 
though  revenues  have  skid- 
ded for  six  quarters,  has 
positive  cash  flow  and  has 
no  debt.  "With  Gateway 
way  down  and  selling  close  to  its  cash  levels,  a 
buyer  is  getting  the  assets  for  almost  nothing," 
says  a  fund  manager  who's  buying  shares. 

One  analyst  with  a  buy  rating  on  Gateway 
based  on  its  turnaround  prospects  is  Kimberly 
Alexy  of  Prudential  Securities,  who  says  the 
company's  "business  is  tracking  at  or  close  to 
its  recovery  plan."  The  analyst  figures  Gateway 
will  earn  8<2  a  share  in  2003  on  sales  of  $5  billion, 
up  from  an  estimated  $4.4  billion  in  2002.  Alexy 
has  a  stock  price  target  of  7  a  share,  based  on  its 
net  cash  and  a  projected  25%  jump  in  2003  sales. 
Gateway  declined  comment. 

SIX  FLAGS:  ITS  GATES 
VS.  THE  SHORTS 

This  Bill  Gates  duel  isn't  about  Microsoft. 
It's  over  the  fate  of  Six  Flags  (pks),  the 
theme-park  operator:  The  bears  have  short- 
ed 7.3  million  shares,  or  8%  of  the  stock.  Mean- 
while, Gates  has  upped  his  8.6%  stake  in  Six 
Flags  to  10.2%,  through  his  private  investment 
fund,  Cascade  International,  according  to  an  Aug. 
23  filing  with  the  Securities  &  Exchange  Com- 
mission. Cascade  took  advantage  of  Six  Flags' 
57%  plunge  on  Aug.  12— from  11.86  to  5.06— 
when  the  company  reported  that  second-quarter 
earnings  fell  below  estimates  and  2002  profits 
would  miss  forecasts.  Cascade  chief  Mike  Larson 
didn't  return  calls.  The  stock  is  now  4.80. 

The  steep  decline  was  an  "overreaction,"  says 
Richard  Read,  an  analyst  at  Credit  Lyonnais 
Securities  (usa),  who  rates  Six  Flags  a  buy,  with 
a  2002  price  target  of  11.50  a  share.  With  credit 
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or  liquidity  not  an  issue, 

Read  thinks  the  company's 

asset  base  and  long-term 

growth  prospects  are  in 

place.  The  shorts,  on  the 

other  hand,  are  convinced 

that   Six  Flags,  with  37 

parks  in  the  U.  S.,  Canada, 

Mexico,  and  Europe,  will 

continue  to  see  a  slowdown 

in  attendance  because  of 

the  sluggish  economy  and 

travel  fears  since  September  11.  Park  visits  ar 

7.5%  below  last  year.  Justin  Sebastiano  of  Vak 

Line,  who  is  down  on  the  stock,  warns  that  ean 

ings  may  remain  erratic.  Erratic  or  not,  fe 

have  made  money  betting  against  Bill  Gates. 

SPOTTING  ANTHRAX 
AT  THE  POST  OFFICE 

Cepheid  (cphd)  is  a  little-known  biotech,  b 
it  could  soon  attract  attention.  The  reaso 
It  has  a  gene-based  product  for  detectir 
biological  agents,  called  GeneXpert — which  it  d 
veloped  in  partnership  with  Northrop  Grumm 
and  ETC,  a  private  company.  Now,  Cepheid  ai 
Northrop  are  collaborating  with  the  U.  S.  Post 
Service  on  equipment  that  can  be  used  to  dete 
anthrax.  Analyst  Elemer  Piros  of  Rodman 
Renshaw,  who  rates  Cepheid  a  buy,  expects  tl 
Postal  Service  to  sign  a  contract  with  tl 
Cepheid  group  in  the  next  two  to  three  month 
The  Postal  Service  is  currently  testing  the  equi 
ment,  which  Piros  expects  will  be  in  use  by  mi 
2003.  Cepheid,  trading  at  3.77  a  share,  cou 
leap  to  9.50  by  the  end  of  2002,  says  Piros.  r 
expects  Cepheid  will  make  money  by  2006. 

Cepheid  ceo  John  Bishop  says  the  testing 
the  GeneXpert  is  "going  very  well"  and  shoi 
lead  to  an  early  contract.  But  he  emphasizes  th 
apart  from  the  bio-warfare 
uses  of  GeneXpert,  it  could 
have  other  applications  in 
battling  disease,  including 
rapid  detection  of  cancer 
and  identifying  resistance  to 
antibiotics.  Bishop  was  for- 
merly the  ceo  of  Vysis, 
which  develops  DNA-based 
tests  for  cancer  and  which 
was  eventually  acquired  by 
its  partner,  Abbott  Labora- 
tories. Carl  Gordon,  a  partner  at  OrbiMed  A 
visers,  which  owns  3.5%  of  Cepheid,  notes  a  lot 
similarity  between  Vysis  and  Cepheid:  Bish 
founded  both  companies,  and  he  suspects  Cephe 
could   also   end   up   a   target   for  its   partn> 
Northrop.  Northrop  wouldn't  comment. 
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Vow,  for  a  limited  time,  you  can  try  Enzyte  and  save  U  p  to  40%. 


If  you've  ever  wondered  if  natural  male 
enhancement  could  increase  the  pleasure 
of  your  love  life,  you're  not  alone. 

Maximize  the  Pleasure  Take  two  Enzyte  tablets  daily,  and  within 
just  three  to  four  weeks,  you  will  begin  to  see  results.  For  maximum 
effectiveness,  continue  to  take  Enzyte  for  three  full  months' Additional 
benefits  of  Enzyte  include  increased  virility,  energy,  and  stamina. 

Proven  Results  Most  men  on  the  Enzyte  program  report  an 
enhancement  from  12-31%  with  an  average  reported  enhancement 
of  24%."  Additionally,  Enzyte  has  a  tremendous  reorder  rate  -  82% 
of  all  Enzyte  customers  choose  to  purchase  again. 

Quality  Assurance.  Enzyte  is  100%  safe  and  all  natural,  consisting 
of  the  highest  quality  ingredients.  Each  bottle  of  Enzyte  is  packaged 
to  meet  the  highest  standards  and  is  fully  backed  by  our  Customer 
Satisfaction  Guarantee  (CSG). 

Ask  your  doctor  if  Enzyte  is  right  for  you,  then  visit  us  on  the 
web  at  www.enzyte.com,  or  call  us  directly,  and  get  started 
today:  1-877-4ENZYTE  (1-877-436-9983). 


the  pleasure 


8uWk0702 


Phone ( 


Apt. 


State 


Zip 


1  Month  Trial  Supply  $    69.95 


Full  3  Month  Enzyte  Program  (Regularly  $239.95) $  149.95 


7  Month  Enzyte  Supply'  (Regularly  $349.95)  $  199.95 

Full  3  month  program  plus  4  month  maintenance  supply 


Certified  Pack  and  Ship  Process  (CPSP") $     14.95 


5 

(suffragium  asotas)  tablets 

he  effective,  reliable  way  to 
natural  male  enhancement 


(Advertising:  Lifekey  Healthcare,  Inc.  supports  and  encourages  truth 
'Jvertising,  and  full  disclosure  of  all  advertising  claims.  We  will  continue  to 
•nd  consumer  rights  and  demand  the  same  from  all  advertisers. 


•  Secure  lode  System*  Assures  Confidentiality 

•  Sterile  fade  Insures  No  Package  Tampering 
■  Sales  Tax  (applicable  to  each  state'' 

•  Expedited  Rush  Shipping:  Product  Guaranteed 
to  Ship  Within  48  Hours  of  Received  Order 


Canadian  orders  add  $10.00 

All  other  international 

orders  add  $15.00 


Total  Enclosed 

(U.S.  Funds  Only) 


Method  of  Payment.       DMC     □  VISA     □Am.Ex.     D  Disc.     □  Money  Order 


Credit  Card  Number 


Exp.  Date 


Signature 


Send  Money  Orders  to:  Ufekey  Healthcare,  Inc..  Customer  Care-Order  Processing.  Building  Box  42635,  Cincinnati.  OH  45242 


•Individual  results  may  vary.  "Study  results  based  on  customer  response. 

Enzyte  is  not  a  contraceptive  and  will  not  aid  in  the  prevention  of  sexually  transmitted  diseases. 

Lifekey  Healthcare,  Inc.,  Cincinnati,  OH   ©  2002,  Lifekey  Healthcare,  Inc.  All  rights  reserved.  BuWk0702 
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%  change 
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SAP  500 

Sept   Mar  Sept.  Sept.  5-11 


U.S.  MARKETS 


Sept.  11 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Sept.  11 


Year  to 
Week      date 
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COMMENTARY 

After  three  straight  days  of  gains, 
stocks  fell  slightly  lower  on  September 
11,  a  reflection  of  the  light  trading 
volume  and  somber  mood  that  marked 
Wall  Street  on  the  anniversary  of  the 
terrorist  attacks  on  America.  The  release 
of  the  Fed's  Beige  Book  repeated  fore- 
casts for  slow  growth.  For  the  week,  the 
Dow  Jones  Industrials  rose  1.9%.  and 
the  S&P  500  and  Nasdaq,  added  1.8%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  909.5  1.8 

Dow  Jones  Industrials  8581.2  1.9 

Nasdaq  Composite  1315.5  1.8 

S&P  MidCap  400  445.5  1.6 

S&P  SmallCap  600  202.4  1.6 

Wilshire  5000  8610.8  1.7 

SECTORS 

BusinessWeek  50*  570.9  1.8 

BusinessWeek  Info  Tech  100**     277.1  2.6 

S&P/BARRA  Growth  468.1  1.8 

S&P/BARRA  Value  438.2  1.8 

S&P  Energy  185.8  2.7 

S&P  Financials  306.4  0.3 

S&P  REIT  95.7  -0.3 

S&P  Transportation  170.4  -1.9 

S&P  Utilities  101.9  -2.7 

GSTI  Internet  70.0  7.2 

PSE  Technology  452.6  3.3 

*Mar.  19.  1999=  1000       "Feb.  7.  2000=  1000 


-20.8 
-14.4 
-32.6 
-12.4 
-12.8 
-19.6 


-16.8 
-10.7 
-22.4 
-4.6 
-3.7 
-14.8 


21.8 

-21.3 

33.9 

-20.9 

21.3 

-15.1 

20.6 

-19.1 

12.1 

-15.5 

13.8 

-8.5 

2.4 

3.4 

13.5 

-8.8 

30.2 

-39.8 

33.3 

-20.1 

34.2 

-22.8 

S&P  Euro  Plus  (U.S.  Dollar)          881.6  4.3 

London  (FT-SE 100)                  4210.7  4.6 

Paris  (CAC  40)                           3397.0  7.2 

Frankfurt  (DAX)                        3584.7  4.6 

Tokyo  (NIKKEI  225)                     9400.1  3.6 

Hong  Kong  (Hang  Seng)             9882.4  0.6 

Toronto  (TSE  300)                     6618.3  1.5 

Mexico  City  (IPC)                     6260.6  2.4 

FUNDAMENTALS Sept.  10  Wk.  ago 

S&P  500  Dividend  Yield                     1.71%  1.76% 

S&P  500  P/E  Ratio  (Trailing  12  mos.)    32.1  31.2 

S&P  500  P/E  Ratio  (Next  12  mos.)*       16.1  15.5 

First  Call  Earnings  Revision*            -1.19%  -1.61% 
•First  Call  Corp. 

TECHNICAL  INDICATORS     Sept.  10  Wk.  ago 


-18.! 
-19.2 
-26.J 
-30.! 
-10.1 

-13.' 

-1. 


S&P  500  200-day  average  1057.5 

Stocks  above  200-day  average  36.0% 

Options:  Put/call  ratio  0.77 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.06 


1063.7 
30.0%    I 
0.84 
1.20 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 


GROUPS 


month  % 


Broadcasting  29.7 

Home  Improvement  Stores  19.7 

Movies  &  Entertainment  17.1 

Specialty  Appar.  Retailers  14.0 

Advertising  13.5 


Metal  &  Glass  Containers  50.6 

Homebuilding  49.9 

Casinos  45.2 

Housewares  &  Specialties  39.7 

Managed  Health  Care  23.5 


Internet  Software 
Tires  &  Rubber 
Constr.  &  Engineering 
Aluminum 
Forest  Products 


-10.4  Multi-Utilities 

-9.3  Wireless  Services 

-8.9  Telecomms.  Equip. 

-8.9  Intgrd.  Telecomms.  Svt 

-8.8  Gas  Utilities 


Mutual  Funds 


Week  ending  Sept.  10 
■  S&P  500  ■  U.S.  Diversified  ■  All  Equity 
4-week  total  return 


%       1         2         3 


Week  ending  Sept  10 
■  S&P 500  ■  US  Diversified  ■  All  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Precious  Metals  11.0 

Communications  7.5 

Latin  America  5.9 

Small-cap  Growth  4.9 

Laggards 

Japan  -4.7 

Diversified  Pacific/Asia  -3.2 

Foreign  -1.6 

Europe  -1.4 


52-week  total  return 

Leaders 

Precious  Metals 

Real  Estate 

Pacific/Asia  ex-Japan 

Diversified  Emerging  Mkts. 

Laggards 

Communications 

Technology 

Utilities 

Health 


61.4 

10.2 

9.8 

5.9 

-39.1 
-33.1 
-28.3 
-23.8 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -20      -15      -10      -5        0        5 
Data:  Standard  &  Poor's 


Leaders 

Fidelity  Select  Telecomms.  24.6 

Fidelity  Adv.  Lvgd.  Co.  T  18.4 

Fidelity  Select  Multimedia  18.3 

Jundt  Opportunity  B  17.6 
Laggards 

Frontier  Equity  -17.4 

ProFunds  Ultrashort  OTC  -13.2 

Rydex  Dynam.  Venture  100  -13.2 

World  GenomicsFund.com  -10.5 


Leaders 

First  Eagle  SoGen  Gold  98.2 

Tocqueville  Gold  83.5 

Van  Eck  Intl.  Invs.  Gold  A  83.4 

Gabelii  Gold  81.3 
Laggards 

ProFunds  UltraOTC  Inv.  -62.8 

Rydex  Dynam.  Velocity  100  -61.6 

World  GenomicsFund.com  -59.6 

Black  Oak  Emerging  Tech.  -57.2 


I  Interest  Rates  

KEYRATCS Sept.  11    Week  ago    > 


MONEY  MARKET  FUNDS 
90-DAY  TREASURY  BILLS 
2-YEAR  TREASURY  NOTES 
10-YEAR  TREASURY  NOTES 
30-YEAR  TREASURY  BONDS 
30-YEAR  FIXED  MORTGAGE! 
tBanxQuote.  Inc. 


BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exempt  mi 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond     30- 


1.38% 

1.67 

2.17 

4.06 

4.88 

6.21 


1.39% 

1.62 

2.00 

3.96 

4.80 

6.12 


GENERAL  OBLIGATIONS 
TAXABLE  EQUIVALENT 


3.58% 
5.11 


INSURED  REVENUE  BONDS 
TAXABLE  EQUIVALENT 


3.76 
5.37 


■  THE  WEEK  AHEAD 

BUSINESS  INVENTORIES  Monday,  Sept.  16, 
8:30  a.m.  edt>  Inventories  in  July  most 
likely  increased  0.2%  for  the  second 
straight  month.  That's  according  to  the 
median  forecast  of  economists  surveyed 
by  Standard  &  Poor's  mms,  a  division  of 
The  McGraw-Hill  Companies. 

INDUSTRIAL  PRODUCTION  Tuesday,  Sept.  17, 
9:15  a.m.  edt>-  Factory  output  in  August 
probably  held  steady,  after  a  0.2%  rise  in 
July.  The  average  operating  rate  most 
likely  eased  to  76%,  from  76.1%  in  July. 


CONSUMER  PRICE  INDEX  Wednesday,  Sept. 
18,  8:30  a.m.  edt>  Consumer  prices  for 
goods  and  services  are  forecast  to  have 
risen  0.2%  in  August,  following  a  0.1% 
increase  in  July.  Excluding  the  food  and 
energy  components,  core  inflation  proba- 
bly grew  by  a  similar  0.2%. 

INTERNATIONAL  TRADE  Wednesday,  Sept.  18, 
8:30  a.m.  edt>  The  trade  deficit  proba- 
bly expanded  slightly  to  $37.5  billion  in 
July,  from  $37.2  billion  in  June.  Higher 
oil  prices  are  lifting  imports. 


NEW  RESIDENTIAL  CONSTRUCTION  Thurs 

Sept.  19,  8:30  a.m.  edt>-  Housing 
in  August  are  expected  to  have  rem 
unchanged  from  July's  annual  rate 
1.65  million  homes. 

FEDERAL  MIDGET  Friday,  Sept.  20,  2  / 
for ►  The  U.S.  Treasury  probably  ra 
a  $54.4  billion  deficit  in  August,  m 
likely  increasing  the  fiscal  year  200 
to  over  $200  billion.  In  August,  20< 
the  budget  deficit  was  $80  billion, 
ed  by  tax  rebate  checks. 
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A  kept  up  with  the  market,  rising  1.8%  for  the  week.  Driving  the  performance  were  such  retailers  as 
which  soared  21.7%,  and  Bed  Bath  &  Beyond,  up  10.0%,  on  analyst  upgrades.  Tyco  International 
.2%  on  September  11  and  14.2%  for  the  week,  after  announcing  that  it  had  hired  a  new  CFO.  The 
mpanies  dragged  down  the  list,  with  Dynegy  and  Calpine  sinking  21.7%  and  21.2%,  respectively. 


COMPANY  PERFORMANCE 

%  change 


%  change 
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3/1/02 
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3/1/02 
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0.0 
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1.1 

6.8 

21.7 

-0.9 


-42.3 
-3.7 
-0.3 

-44.7 
4.4 


,,  ^Health  Group 
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:  e  Depot 

Mart  Stores 

ky 


2.2 
2.2 
1.8 
3.2 

-21.7 


22.4 

-7.4 

-33.6 

-12.9 

-93.4 


26  Tenet  Healthcare  8.4  28.7 

27  Household  International  3.0  -31.2 

28  WellPoint  Health  Networks  6.0  26.6 

29  Washington  Mutual  -3.0  11.9 

30  Duke  Energy  -8.3  -34.0 

31  Kohl's  5.8  7.2 

32  Bed  Bath  &  Beyond  10.0  4.4 

33  Cardinal  Health  4.5  1.1 

34  Centex  2.9  -12.9 

35  American  Electric  Power  -6.3  -31.6 

36  Golden  West  Financial  -2.8  2.5 

37  Stryker  4.4  -4.4 

38  Harley-Davidson  1.7  -4.4 

39  PepsiCo  4.3  -22.0 

40  Merck  0.9  -19.2 


ral  Dynamics 
coPhillips 
;t  Laboratories 
k(H&R) 
lie 


6.1 
1.5 

6.5 

0.2 

-21.2 


-11.4 

-11.3 

-3.3 

1.7 

-47.5 


41  Apache 

42  Amerada  Hess 

43  KB  Home 

44  First  Data 

45  Tyco  International 


5.5 
0.5 
7.5 

1.5 
14.2 


7.4 

2.4 

17.7 

-15.4 

-39.2 


lental  Petroleum 

Homes 
■fthon  Oil 
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3.2 
7.3 
2.9 

4.5 
-0.5 


10.6 

3.4 

-6.7 

-7.7 

-28.9 


46  International  Game  Technology  3.8  -l.l 

47  Capital  One  Financial  15.4  -16.8 

48  Electronic  Data  Systems  5.3  -31.5 

49  Nabors  Industries  10.2  -5.8 

50  Xcel  Energy  -0.7  -63.0 


Production  Index 


Change  from  last  week:  -0.9% 
Change  from  last  year:  -1.2% 


JSTRIAL  OUTPUT     Aug.  31=164.6  1992=100 
The  index  is  a  four-week  moving  average 


01 


Jan. 
2002 


May 
2002 


Aug. 
2002 


m  ction  index  suffered  another  drop.  Before 
i  of  the  four-week  moving  average,  the  index 
d  162.7,  from  164.  On  a  seasonally  adjusted 
.  )s  showed  the  largest  decline,  followed  by 
"Mectric  power,  truck  assemblies,  and  steel 
13 .  The  biggest  increase  came  in  coal,  with 
®  ins  in  rail-freight  traffic,  lumber,  and  crude- 
30;.  The  production  index  for  August  fell  to 
;(K  U67.4  for  all  of  July. 

1,1  n  each  of  the  index  components  is  at  www.business- 
f  production  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  online 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 
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Advertisement 

Business 
Insurance  2002 

Building  Toward  a 
Bright  Future 

A  BusinessWeek 
Special  Advertising  Section 


h-gge 


Mining  t»* 


\ 


This  section  will  examine  the  insurance 
industry's  fundamental  strength,  its 
return  to  profitability,  and  its 
spreading  globalization. 

Section  topics  include: 

■  The  Industry  Rebounds 

■  Products  and  Premiums 

■  Meeting  Customers'  Needs 

■  Delivering  Real-Time  Solutions 


To  advertise, 

contact  your  account  manager  or 

peter_oxner@businessweek.com. 

Insurance  Section  Sales  Director, 

312-233-7902. 

On  sale:  October  18 
Issue  date:  October  28 
Ad  close:  September  16 


BusinessWeek 


AOL  keyword:  BW 


The  McGraw  Hill  Companies 


Index  to  Companies 

This  index  gives  the  starting  page  tor  a  story  or  feature  with  a  significant 
reference  to  a  company.  Most  subsidiaries  are  indexed  under  their  own  names. 
Companies  listed  only  in  tables  are  not  included. 


M 


Abbott  Laboratories 

(ABD130 
ABC  (DIS)  50 
ABNAmro(ABN)12 
Aegon(AEG)116 
Alcatel  (ALA)  78 
AlixPartners  69 
Allergan  (AGN)  50 
AltaVista  58 
Alvarez  &  Marsal  69 
American  International 

Group  (AIG)  116 
AOL  Time  Warner  (AOL) 

50,80 
Applied  Materials 

(AMAH  80, 136 
Aramark  Worldwide 

(RMK)  80 
Archer  Daniels  Midland 

(ADM)  53 
Associates  First 

Capital  (C)  50 
Auchan  60 

B 

Bank  Austria 
Creditstalt  63 
Bank  of  America  (BAC) 
116 

Baron  Capital 
Management  80 
Bayerische 
Landesbank  54 
Berkshire  Hathaway 
(BRK)  42 
BMW  64, 122 
Burnham  Securities  50 


Cargill  53 
Carrefour  60 
Caterpillar  Financial 
Services  (CAT)  114 
Cepheid  (CPHD)  130 
Charles  Schwab  (SCH) 
114 

Cisco  Systems  (CISCO) 
78 


Citigroup  (C)  50, 90 
Colgate-Palmolive  (CL) 

80,136 
Comerci  60 
Compass  Group  (CPG) 

80 
Costco  Wholesale 

(COSH  60, 80, 136 
Credit  Suisse  First 

Boston  (CSR)  90 

D 


DaimlerChrylser  (DCX) 
46,80 

Danone  Group  60 
Dell  Computer  (DELL) 
78,130 

Dell'Oro  Group  78 
Deutsche  Bank  (DB) 
36,78,90 
Diageo  (DEO)  24 

E 


Eagle  Creek  118 
Eastman  Kodak  (EK) 
98 

eBay (EBAY)  48 
Economy.com  36, 44 
Enron  (ENRNQ)  69, 70, 
90,136 
E*Trade(ET)114 

F 


Fannie  Mae  (FNM)  116 
Fidelity  Investments 

114 

Ford  (F)  50, 80 
Frank  Textile  Refining 

54 

G 


Gateway  (GTW)  130 
Genentech  (DNA)  50 
General  Electric  (GE) 
46,90,114,136 
General  Motors  (GM) 
64, 80, 90 
Gigante  60 

Global  TeleSystems  75 
GMAC114 


Goldman  Sachs  (GS) 
40,56,80,90 

Google  58 
Gore-Vaughn  118 
Greenhill  69 

H 


Harrisdirect.com  114 
Hasbro  (HAS)  14 
Hershey  Foods  (HSY) 
16,50 

Hewlett-Packard  (HPQ) 
24,98 

Honda  (HMC)  56 
Household  Finance  114 
HSBC  Securities  (HBC) 
56 

Hughes  Electronics 
(GMH)90 
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IBM  (IBM)  114 
ImClone  Systems 
(IMCL)  50 
Intel  (INTO  42 
ISI  Group  36 

J 


Japan  National  Oil  36 
JetBlue  Airways  (JBLU) 

50 
Johnson  &  Johnson 

(JNJ)  98 
Johnson  Controls  (JCI) 

80,136 
J.P.  Morgan  Chase 

(JPM)116 
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KB  Toys  14 
Klipsch  24 
Kmart  (KM)  69 
Kohlberg  Kravis 
Roberts  90 
Kroll  Zolfo  Cooper  69 
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Lewis  N.Clark  118 
LL  Bean  32 
Local  Market  Monitor 
44 


Mac/s  (FD)  32 
Magellan's  118 
Martha  Stewart  Living 
Omnimedia  (MSO)  50 
Matsushita  Electric 
Industrial  (MC)  56 
Mattel  (MAT)  14 
McGraw-Hill  (MHP) 
130 

Mercedes-Benz  (DCX)' 
64,122 

Merrill  Lynch  (MER)  90, 
98 

Microsoft  (MSFT)  24, 
42,130 

Morgan  Stanley  (MWD) 
90,98 
Motorola  (MOT)  24 
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National  Car  Rental  69 
NextWave  Telecom  53 
Nintendo  (NTDOY)  56 
Nippon  Oil  36 
Nortel  Networks  (NT) 
78 

Northrop  Grumman 
(N0O130 
Nvidia  24 


Office  Depot  (ODP)  60 
Oxford  Health  Plans 
(OHP)  69 

P 


Pacific  Investment 
Management  40 
PBHG  IRA  Capital 
Preservation  Fund 
(PBCPX)  116 
Pearl  Meyer  &  Partners 
98 

PepsiCo  (PEP)  53, 80 
Petco(PETC)128 
PETsMART(PETM)128 
PIMCO  (AZ)  42 
PIMCO  Total  Return 
Fund(PTRAX)42 
Playboy.com  (PLA)  58 


Procter  &  Gamble  (PG) 

80 
Prudential  Securities 

(PRU)40,130 
Putnam  Investments 

(MMC)  42 

Q 


Questor  Partners  Funds 
69 

Qwest 

Communications 
International  (Q)  50, 
78 

R 


RadioShack  60 
Rite  Aid  (RAD)  70 
RoadWired  118 

Robert  Half 
International  80 
Rolls-Royce/Bentley 
(VLKAY)122 

S 


Sage  Advisory  Services 
40 

Salomon  Smith  Barney 
(C)  32, 50, 60, 90 
Sam's  Clubs  (WMT)  32 
Samsung  24 
Schneider  National  36 
Scientific-Atlanta  (SFA) 
24 

SC  Johnson  12 
Scudder  Preservation 
Plus  Income  (DBPIX) 
116 

Sears  (S)  32 
Siebel  Systems  (SEBL) 
48 

Six  Flags  (PKS)  130 
Sodexho  Alliance  (SDX) 
80 

Sohu.com  (SOHU)  58 
Sony  (SNE)  24 
Soriana  60 
Southwest  Airlines 
(LUV)  118 
Sprint  (FON)  75 


Standard  &  Poor's 
(MHP)  40, 41, 130 
Starbucks  (SBUX)  14 
Swiss  Army  Brands 
(SABI)  118 

T 


TD  Nucrest  78 
TDWaterhouse114 
Thomson  Financial  91 
TiVo  (T1VO)  24 
Tokyo  Electron  80 
Toyota  (TM)  56, 64, 81 
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Editorials 


WHITE  HATS  IN  THE  CORNER  OFFICE 


Pardon  our  optimism,  but  there  are  growing  signs  that 
the  era  of  the  imperial  ceo  is  coming  to  an  end.  A  value 
shift  is  much  needed  in  the  corner  office,  with  modesty  re- 
placing celebrity,  teamwork  replacing  ego,  longevity  replacing 
brevity  of  office,  and  fair  compensation  replacing  getting  rich 
quick.  What  started  as  anger  against  CEOs  from  Enron,  World- 
Com, and  other  scandal-ridden  companies  has  now  spread. 
ceos  who  were  successful  without  cheating,  but  with  outsize 
egos  and  compensation,  now  appear  selfish  and  unseemly.  Wit- 
ness the  reaction  to  Jack  Welch's  recently  disclosed  retire- 
ment perks,  which  strike  most  as  generous  to  a  fault.  Paid  in- 
credibly well  for  a  job  well  done  at  General  Electric  Co.,  he 
received  a  very  rich  pension  and  appears  to  have  been  com- 
pensated yet  again  for  living  expenses  ordinary  folks  pay  out 
of  their  own  pocket.  In  today's  new  climate,  the  games  CEOs 
and  their  boards  once  played  no  longer  are  accepted. 

At  a  time  like  this  it's  important  to  underscore  what 
should  be  obvious:  that  there  are  plenty  of  good  ceos  who 
play  by  the  rules.  They  do  good  for  shareholders  and  em- 
ployees while  being  ethical  and  responsible.  What  sets  these 
executives  apart  is  a  willingness  to  defy  Wall  Street's  pres- 
sures, a  long-term  commitment  to  the  company,  a  self-effacing 


approach  to  the  job,  and  a  measured  view  of  their  wort 
The  good-guy  ceos,  by  and  large,  don't  use  a  Wall  Stree 
style  financial  model  to  pump  up  their  companies'  perforr 
ance.  They  don't  count  on  huge  numbers  of  mergers  and  a 
quisitions  for  quick  revenue  expansion.  Instead,  they  lex 
to  internal,  organic  growth  to  boost  profits.  BusinessWeek  \ 
cuses  on  six  of  them  (page  80). 

The  good  ceos  innovate  a  lot,  but  mostly  from  withi 
They  favor  incremental  improvements  over  time  and  watc 
the  pennies.  They  don't  engage  in  fancy  financial  engineerin 
either;  their  balance  sheets  are  relatively  clean.  These  CE' 
get  paid  well,  but  it  won't  make  them  billionaires.  The 
boards  give  them  stock  options  but  in  relatively  mode 
amounts.  These  ceos  are  also  loyal.  They  aren't  free  agen 
jumping  from  one  company  to  another.  A  ceo  in  2001  was 
office  an  average  of  three  years.  The  good  ceos  have  been 
their  companies  far  longer. 

In  a  post-bubble,  post-September  11  America,  this  set 
chief  executives  provides  a  collective  role  model  for  the  ne 
group  of  leaders  who  are  beginning  to  replace  the  old  gua 
of  the  '90s.  They  exhibit  restraint,  commitment,  and  fortituc 
They  instill  trust.  They  are  examples  for  the  future. 


THE  U.S.  CANT  GO  IT  ALONE,  MR.  RUSH 


Call  it  unilaterialism,  Pax  Americana,  or  even  compas- 
sionate imperialism.  Behind  the  talk  of  regime  change  in 
Iraq  and  battling  terrorism  around  the  world,  President 
Bush  and  certain  members  of  his  Administration  are  trying  to 
take  U.  S.  foreign  policy  down  a  radical  new  path.  They  call 
for  unilateral  freedom  of  action  unconstrained  by  the  current 
rules  and  norms  of  the  international  political  order.  While  the 
two  new  realities  of  our  time — terrorism  that  can  strike 
within  America  and  America's  rise  to  unipolar  power  status — 
require  a  serious  rethinking  of  the  global  order,  the  Admin- 
istration's new  thrust  threatens  U.S.  global  economic  interests 
and  even  the  fight  against  terrorism.  Both  require  cooperation 
with  nations  that  are  growing  increasingly  antagonistic  to 
America's  to-heck-with-you  approach  to  treaties,  economic 
agreements,  and  global  military  strategy. 

President  Bush's  recent  move  to  win  international  ap- 
proval for  overthrowing  Saddam  Hussein  by  going  to  the 
U.N.  and  consulting  European  allies  is,  therefore,  a  wel- 
come event.  The  President  should  spend  the  time  and  energy 
to  be  a  true  leader  of  the  free  world.  With  supreme  power 
comes  one  of  two  things:  arrogance  or  responsibility.  Ameri- 
ca must  choose  responsibility. 

Europe,  especially,  is  troubled.  Partly,  this  is  due  to  Europe's 
dramatic  decline  as  a  military  power.  It  isn't  willing  to  build  a 
credible  military  force — or  even  show  leadership  on  its  own 
turf,  as  in  Kosovo.  The  result  is  that  Washington  is  less  inclined 


to  consult  Europe  on  military  matters.  This  rubs.  But  t 
Euro-American  split  runs  deeper.  In  reacting  to  the  horr 
wrought  by  nationalism  in  World  War  II,  European  stat 
have  buried  much  of  their  sovereignty  in  the  European  Unic 
NATO,  the  European  Parliament,  and  the  euro.  As  public  poll 
expert  Francis  Fukuyama  recently  pointed  out,  Europea 
believe  in  the  legitimacy  handed  down  by  international  ins 
tutions.  The  U.  S.  believes  legitimacy  flows  up,  from  the  peoj 
to  institutions.  It  strongly  believes  in  its  own  political  sov« 
eignty,  though  it  has  consistently  granted  economic  power 
NAFTA  and  the  World  Trade  Organization. 

The  solution  to  the  U.  S.-European  rift  lies  in  Europe 
cepting  the  realities  of  a  new  division  of  power.  In  exchan 
for  certain  privileges,  the  U.  S.  needs  to  consult  more  with 
friends.  And  it  should  recognize  the  important  economic  n 
multilateral  institutions  play  in  fostering  trade  and  growth, 
should  recognize  as  well  the  strategic  role  multilateral  \ 
ganizations  play  in  integrating  China,  Russia,  and  eventua 
perhaps,  the  Middle  East,  into  a  rules-based  global  syst< 
built  on  market  capitalism  and  democracy. 

What  the  unilateralists  forget  is  that  America  alrea 
has  won.  Most  of  the  world  embraces  the  American  values 
democratic  freedom  and  market  capitalism.  Most  of  the 
ternational  institutions  are  made-in-the-usA.  America's  militi 
and  economic  dominance  should  be  used  to  bolster  and  exte 
the  system,  not  undermine  it. 
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1  ]  e-business  is  anything  but  a  9  to  5  desk  job.  To  stay  in  the 
game,  you  need  instant  access  to  data  wherever  you  may  roam. 
Get  there  by  integrating  wireless  into  your  infrastructure. 

2]  Increase  your  reach  with  IBM's  global  wireless  experts, 
top-notch  Business  Partners,  wireless-enabled  ThinkPad* 
notebooks  and  WebSphere®  Everyplace™  Access  software. 
It's  just  one  of  the  many  end-to-end  solutions  for  real-time 
information  from  mother  ship  to  shore. 

3  ]  For  more  winning  plays,  visit  ibm.com/e-business 
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Wouldn't  it  be  great  if  a  single  decision 
could  solve  multiple  business  problems? 
It  can,  if  that  decision  is  to  buy  an  HP 
Multifunction  Printer.  If  you  need  a 
business  machine  that  can  print,  color 
scan,  copy  and  fax,  an  MFP  is  the 
answer,  ft  can  even  scan  documents  and 
print  them  in  one  simple  step  if  you 
have  an  Internet  connection.  Factor  in 
HP's  reputation  for  reliability  and  sup- 
port and  the  decision's  a  real  no-brainer. 
To  find  out  more,  call  888-355-9836 
and  mention  source  code  12142  or 
visit  www.hp.com/go/mfp99.  It's  one 
decision  nobody  can  second-guess. 
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There's  never  been  a  better  time  for  Charles  Schwab™ 


CHARLES  SCHWAB 
CHAIRMAN  AND  CO-CEO 


The  uncertainty  in  the 
investment  world  these 
days  is  a  bit  unnerving 
for  all  of  us.  (After  all, 
we're  investors,  too.)  But 
at  Schwab,  we  still 
believe  firmly  in  the 
fundamentals  of  the 
free  market  and  the 
opportunities  it  continues 
to  offer  investors. 
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SINCE  1926,  THE  S&P 

ANNUAL  RETURN  HAS  AVERAGED 

OVER  10  PERCENT* 

Over  the  years,  the  stock  market  has 
had  many  ups  and  downs.  Through  it  all 
it  has  been  resilient.  It  has  survived  wars, 
natural  disasters  and  economic  hard  times  — 
and  continued  to  prosper  over  time. 
And  over  time  we  believe  today's  market 
will  recover. 


"Average  annual  return  since  1926  is  10.7  percent  based  on  the  S&P  500  Index,  which  is  a  capitalization-weighted  index  of  widely  traded  stoc 
Equity  investing  involves  risk.  ©2002  Charles  Schwab  &  Co..  Inc.  All  rights  reserved.  Member  SIPC/NYSE  (0802-9645).  ADS23977SPD. 


THINK  LONG  TERM 
AND  DIVERSIFY 

At  Schwab,  we  believe  investing 
in  the  market  should  involve 
a  long-term  plan.  Proper 
diversification  in  bonds,  cash 
and  stocks  spread  across  different 
sectors  can  help  you  weather 
market  fluctuations. 

WHAT  CAN 
I  DO  RIGHT  NOW? 

The  past  few  months  have  been 
painful  for  all  of  us.  But  there 
are  things  you  can  do  —  and  it's 
important  not  to  wait  because 
recovery  can  happen  quickly. 
The  first  step  is  to  review  your 
existing  portfolio.  And  that's 
where  a  Schwab  Investment 
Consultant  can  help. 
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ADVICE  THAT'S 

OBJECTIVE  AND  NOT 

DRIVEN  BY  COMMISSION 

A  Schwab  Investment  Consultant 
can  help  you  analyze  your 
current  holdings  and  refine 
your  strategy.  And  because 
our  consultants  are  not  paid 
sales  commissions,  the  advice 
you  get  is  objective  and  in  your 
best  interest. 

FINDING  POTENTIAL 
OPPORTUNITIES 

Today's  investors  should 
consider  reallocating  certain 
underperforming  assets.  For 
example,  we  believe  some  equity 
sectors  will  lag  the  market  in 
the  next  year.  That  may  mean 
selling  some  stocks  you're  still 


THE  PRINCIPLES  OF  SCHWAB 
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hanging  on  to  in  hopes  of  a 
bounceback,  taking  the  loss 
and  possible  tax  write-offs  and 
then  reallocating  that  money 
into  areas  that  look  to  offer 
greater  potential  for  returns. 

WANT  TO  GET 
YOUR  PORTFOLIO 
BACK  ON  TRACK? 

You  can  get  started  today. 
For  an  objective  look  at  your 
portfolio,  we  have  a  simple 
suggestion  —  just  give  us  a  call. 


NOW  IS  NOT  THE 

TIME  TO  IGNORE 

YOUR  PORTFOLIO. 


SCHEDULE  AN  INITIAL  CONSULTATION  AND 
GET  A  SECOND  OPINION  FROM  SCHWAB. 

CALL  1-800-21 6-5420. 
<yQn 


THE  PRINCIPLE  OFTHE  INDIVIDUAL  INVESTOR    •    THE  PRINCIPLE  OF  FACTS,  NOT  HYPE    •    THE  PRINCIPLE  OF  ADVICE  NOT  DRIVEN  BY  COMMISSION 


charles  schwab 


Call 

1-800-216-5420 

Click 

schwab.com 

Visit 

395  locations  nationwide 

?xes  are  unmanaged,  do  not  incur  costs  and  expenses  and  cannot  be  invested  in  directly.  Past  performance  is  no  guarantee  of  future  results. 
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Your  car  will  be  watching  the  roa/f 

We  all  know  how  important  it  is  to  pay  attention  to  the  road  but,  once  in  a  while,  your  mind  wanders.  We  are  worki 
on  ways  to  help  prevent  your  car  from  wandering  too.  We're  also  developing  the  'electronic  eye",  which 
may  recognize  obstacles  on  the  road.  And  bring  your  car  to  a  stop  if  necessary.  Now  do  we  have  your  attenti 
Find  out  more  about  the  'Vision  for  Accident  Free  Driving'  at  www.daimlerchrysler.com. 


Mercedes-Benz  manufactured  by  DaimlerChrysler  AG,  Chrysler,  Jeep*  and  Dodge  manufactured  by  DaimlerChrysler  Corp.,  Freightliner  manufactured  by  Freightliner  LLC. 
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Answers  for  questions  to  come. 
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Topic:  DRIVING  GROWTH  IN 
A  SLOW  ECONOMY 
Q.  What  is  the  investment  com- 
munity looking  for  over  the  next 
six  months  in  order  to  re-ignite 
confidence  in  the  telecommuni- 
cations sector? 

More  than  anything,  the  invest- 
ment community  is  looking  for 
fiscal  credibility.  And  so  we 
should  expect  to  see  a  growing 
number  of  independent  audits 
and  financial  restatements  in 
the  months  ahead  as  telecom- 
munications providers  endeav- 
or to  prove  that  their  revenues 
are  "real"  money.  Next,  and  ulti- 
mately more  important,  the 
financial  markets  are  looking  for 
profitability  and  financial  stabil- 
ity. Gone  are  the  days  when 
top-line  revenue  growth  mat- 
tered more  than  profitability. 

Q.  What  should  telecom  compa- 
nies do  now  in  order  to  prepare 
for  an  economic  turnaround? 

Telecommunications  companies 
should  bite  the  bullet  and  engage 
in  a  thorough  fiscal  re-evaluation. 
Since  the  entire  sector  is  under 
close  scrutiny,  the  financial  mar- 
kets and  the  public  are  going  to 
be  extremely  intolerant  of  the 
slightest  question  of  impropriety. 
Since  the  sector  is  at  an  all-time 
low,  financially  speaking,  cleaning 
the  skeletons  out  of  the  closet 
now  will  be  less  painful  than  hav- 
ing them  uncovered  by  the  SEC. 
In  particular,  service  providers  like 
telecoms  need  to  take  a  hard  look 
at  areas  that  are  not  profitable 
and  realistically  assess  whether  or 
not  to  maintain  or  sell  them. 


Q.  Is  the  promise  of  broadband 
strong  enough  to  deliver  an 
economic  recovery  in  the  tele- 
com sector? 

I  don't  think  so.  While  there  is 
strong  residential  demand  for 
broadband,  most  of  it  today  (in  the 
United  States,  at  any  rate)  is 
controlled  by  the  incumbent  local 
exchange  earners  (iLECs),  who  do 
not  feel  a  compelling  need  to 
improve  service  or  prices.  The 
same  goes  for  cable  providers. 
While  there  will  be  slow  growth  in 
broadband,  most  of  the  existing 
broadband  services  do  not  deliv- 
er the  performance  or  service  lev- 
els needed  for  business-critical 
day-to-day  operations.  The  situa- 
tion is  slightly  different  interna- 
tionally, where  there  is  strong 
broadband  growth  in  some  geo- 
graphical areas,  but  we  don't 
foresee  any  time  soon  when 
national  or  international  compa- 
nies will  be  able  to  go  to  one,  or 
even  a  few,  providers  to  cover  all 
of  their  broadband  access  needs. 
Without  this  large  business 
demand,  growth  in  the  United 
States  will  not  likely  be  strong 
enough  to  revive  most  telcos,  and 
the  ones  that  it  will  help,  like  the 
iLECS,  are  not  the  ones  in  great- 
est jeopardy  in  the  first  place. 

Q.  Are  there  any  telecom-based 
applications  that  could  dramati- 
cally increase  telecom  growth 
without  appreciable  reliance  on 
broadband? 

Some  telecom  applications  can 
offer  some  growth  in  various 
geographic  areas.  For  example, 
SMS-based  messaging  is  attrac- 


tive and  increasing  in  popularit 
with  cell  phones,  especially  i 
Asia  Pacific,  with  more  modes 
growth  in  Europe.  SMS-base 
solutions  have  not  taken  ver 
strong  hold  in  North  America 
however.  Voice  portals  have 
strong  potential  for  linking  classi 
business  and  Web-based  appl 
cations,  using  the  phone  a 
another  point  of  interaction  wit 
the  customer.  Where  voice  por 
tals  can  be  integrated  wit 
speech  recognition  and  middle 
ware  systems  that  integrate  voic 
with  other  business  systems 
telecom  businesses  have  a  bi 
opportunity  to  partner  with  ven 
dors,  therefore  adding  more  va; 
ue  here  in  North  America  withoi 
the  reliance  on  broadband. 

Q.  What  wfll  the  telecom  sector  kx> 
like  in,  say,  the  next  three  years' 

Within  three  years,  I  think  you  wi 
see  further  consolidation,  so  th£ 
in  the  United  States,  three  or  foi 
dominant  carriers  will  remair 
with  each  offering  end-to-end  ft 
communications  services.  Ther 
will  be  a  similar  degree  of  con 
solidation  in  international  ser 
vices,  where  three  or  four  carrier 
will  have  the  ability  to  provide  fi 
international  coverage.  Consoli 
dation  will  take  place  at  differer 
rates  in  other  geographies 
regions,  depending  on  the  matu 
rity  of  the  given  market.  India,  fc 
example,  is  just  starting  to  dereg 
ulate,  so  there  will  be  increase" 
competition  there  over  the  ne> 
few  years,  whereas  the  consoli 
dation  process  is  already  in  fu 
swing  in  Hong  Kong. 
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BIG  MEN  ON  CAMPUS 

SETON  HALL'S 
HALL  OF  SHAME 

SETON    HALL,    A    CATHOLIC 

University,  prides  itself  on 
such  values  as  honesty,  humil- 
ity, and  integrity.  So  it's  rather 
unsettling  that  the  school  has 
unwittingly  assembled  its  very 
own  corridor  of  shame:  three 
buildings  on  its  South  Orange 
(N.J.)  campus  named  for 
alumni  donors  accused  of  cor- 
porate crimes  or  misdeeds. 

There's  Kozlowski  Hall, 
named  after  Tyco's  ex-CEO 
Dennis     Kozlowski,     who's 


charged  with  run- 
ning a  "criminal 
enterprise"  that 
looted  more  than  $600  million 
from  shareholders.  Across  the 
green  is  the  library,  named  af- 
ter Frank  Walsh  Jr.,  a  former 
Tyco  board  member  being 
sued  by  Tyco  for  breach  of  fi- 
duciary responsibility  for  re- 
ceiving $20  million  from  Ko- 
zlowski without  the  board's 
approval.  Next  to  it  is  the 
recreation  center  named  for 
Robert  Brennan,  founder  of 
First  Jersey  Securities,  who 
was  convicted  of  bankruptcy 
fraud  and  money  laundering. 
Some  students  are  dis- 
heartened. "On  a  campus 
where  many  of  the  buildings 
are  named  after  saints,  is 
that  the  kind  of  image  the 
university  wants  to  culti- 
vate?" asks  Matt  McCue, 
editor  of  the  student  news- 
paper, The  Setonian.  A  Seton 
Hall  spokeswoman  says  there 
are  no  plans  to  remove  the 
names.  John  Byrne 


LABOR  NOTES 

REMEMBER 
SWEATSHOPS? 

WITH  ALL  EYES  ON  CORPORATE 

scandals  over  the  past  year, 
the  anti-sweatshop  movement 
has  dropped  off  the  radar 
screen.  Now,  a  coalition  of  la- 
bor activists,  religious  groups, 
and  academics  ■■■■■■ 
hopes  to  revive 
the  cause.  On 
Sept.  24,  it's 
launching  the 
Campaign  for 
the  Abolition  of 
Sweatshops  & 
Child  Labor, 
gathering  more 
than  a  dozen  " 
groups  targeting  labor  abus- 
es abroad.  "We  need  some- 
thing new  and  stronger  to  get 
our  message  out.  We  did  well 
for  a  while,  when  Kathy  Lee 
[Gifford]  cried  on  TV,  but  it 
hasn't  been  on  a  sustained  ba- 


BANGLADESH:  Trouble  spot 


sis,"  says  the  Rev.  Peter  Laar- 
man  of  New  York's  Judson 
Memorial  Church,  who's  on 
the  steering  committee. 

The  campaign  kicks  off  in 
Washington,  with  testimony 
from  Bangladeshi  sweatshop 
workers,  then  moves  to  10 
cities  in  three  weeks.  The 
coalition  also  will  focus  on 
a  previously  unemphasized 
area — public 
policy — and 
seek  to  draft 
laws  to  crack 
down  on  sweat- 
shop-made 
goods.  George- 
town Universi- 
ty law  profes- 
sor Robert 
Stumberg  says 
measures  being  considered  in- 
clude bans  on  such  imports, 
forced  disclosure  of  factories 
where  imported  goods  are 
made,  and  bans  on  govern- 
ment purchases  of  sweatshop 
goods.  Aaron  Bernstein 


TALK  SHOW  UThe  ratcheting  up  of  compensation  has  bee 
obscene — There  is  a  tendency  to  put  cocker  spaniels  on 
compensation  committees,  not  Doberman  pinschers." 

— Warren  Buffett,  on  the  release  of  the  Conference  Board's 

recommendations  on  executive  compensation 


20/20  HINDSIGHT 

A  U.S.  GIFT  TO  IRAQ: 
DEADLY  VIRUSES 

AS    THE    WEST    NILE     VIRUS 

spreads  nationwide,  some 
congressional  leaders  are  ask- 
ing whether  the  mosquito- 
borne  illness  could  be  linked 
to  terrorism  or  to  Iraq's 
bio  weapons  program.  If  so,  a 
more  troubling  question  may 
be  whether  Iraq's  weapons 
efforts  were  unwittingly 
helped  by  U.S.  scientists 

In   a   previously 
unreleased  letter 
obtained     by 
Business- 
Week, the 
Centers      for 
Disease    Con- 
trol  &   Preven- 
tion admitted 
that  the  cdc 
supplied  Iraqi    SKEETER 
scientists  with 


nearly  two  dozen  viral  and 
bacterial  samples  in  the 
1980s,  including  the  plague, 
West  Nile,  and  dengue  fever. 
The  letter,  written  in  1995  by 
then-CDC  director  David 
Satcher,  was  in  response  to 
a  congressional  inquiry  (see 
www.businessweek.com). 

The  CDC  was  abiding  by 
World  Health  Organization 
guidelines  that  encouraged 
the  free  exchange  of  biologi- 
cal samples  among  medical 


researchers — before  Congrt 
imposed  tighter  controls 
biological  exports  in  19£ 
says  Thomas  Monath,  w 
headed  the  CDC  lab  whe 
the  viruses  came  from  dv 
ing  the  period  in  which  th 
were  handed  over.  "It  was 
very  innocent  request,  whi 
we  were  obligated  to  fulfil 
recalls  Monath.  Plus,  in 
1980s,  Iraq  and  the  U. 
were  allies. 

Scientists  say  the  West  N 

strain  that  so  far  has  killed 

people  in  the  U.S.  is  not  t 

same  strain  provided  to  In 

and  they  find  it  unlike 

that  it  could  ha" 

mutated.    Th< 

also  questii 

whethi 

terroris 

would  eve 

try  to  develc 

West  Nile  as 

weapon  whe 

—  more  virulei 

viruses  are  available. 

Still,  some  observers 
lieve  there  should  have  bet 
more  prudence.  "We  we) 
freely  exchanging  pathogen 
materials  with  a  country  th: 
we  knew  had  an  active  bi 
logical  warfare  program 
says  James  Tuite,  a  forme 
Senate  investigator  wh 
helped  publicize  Gulf  W< 
Syndrome.  "The  consequence 
should  have  been  foreseen.' 
Dean  Foust  and  John  Can 


Lethal  weapon? 


THE  BIG  PICTURE 


ONLY  PENNIES  SAVED  FOR  RETIREMENT 

Despite  fears  about  the  future  of  Social  Security,  Americans 

aren't  saving  much  for  their  golden  years.  Below,  the 

percentage  of  Americans  who  say  they  have  saved: 


LESS  THAN 
$25,000 


NOTHING 


$50,000 
$99,999 


Telephone  poll  of  836  adults.  May  20-23 
Responses  add  up  to  only  99%  because  of  rounding 


$25,000- 
$49,999 


MORE  THAN 
$100,000 

Data:  Marttz  Research 
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THE  SAMSUNG  a500  COLOR  PHONE. 

Open  up  with  the  Samsung  Color  Phone. 
True  vivid  colors  to  reveal  the  real  you. 

Advanced  polyphonic  ringers  and  sound 
Full-action  games 
-  Enhanced  Internet  experience 
Voice-activated  dialing  and  recognition 
Personal  organizer 

Find  out  more  at  www.samsungusa.com/wireless 
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Up  Front 


WILD  BLUE  YONDER 


WHATEVER  HAPPENED  TO  SEAT-BACK  PHONES? 


IN    LAST    YEAR  S    TERRORIST 

hijackings,  seat-back  phones 
played  a  big  role:  Todd 
Beamer's  famous  last  words, 
"Let's  roll,"  were  overheard 
on  one.  Others  used  them  to 
bid  farewell.  But  on  Sept.  1, 
AT&T  Wireless'  aviation  divi- 
sion halted  service.  At  its 
peak,  it  had  provided  phones 
on  hundreds  of  American, 
Alaska  Air,  Northwest,  and 
Southwest  planes,  and  a 
quarter  of  Delta's  fleet. 

Turns  out,  the  phones 
weren't  being  used  much. 
People  were  using  their  cell 
phones  instead  (prior  to 
takeoff  and  after 
landing,  of  course). 
Plus,  costs  were  up, 
says  AT&T  Wireless 
spokesman  Richard 
Blasi,  who  notes  that  the 
aviation  division,  Clair- 
com,  accounted  for  less 
than  0.05%  of  AT&T  Wire- 
less' revenues.  American 
Airlines  says  it  was  aver- 
aging fewer  than  three 
calls  per  flight.  No  won- 
der: Calls  cost  $2.99,  plus 
$7.60  per  minute. 

Now,    some    carriers 
can't  ditch  the  phones 
fast  enough.  Alaska  Air 
estimates  it  will  save 
$200,000    a   year   in 
fuel  costs  by  remov- 
ing the  150  to  300 


THE  LIST    THE  TOP  10  INVESTMENT  SCAMS 


PRICEY: 

Ceil  phones 
instead 


pounds  of  phone  gear  on  each 
plane.  American  says  it  will 
save  millions. 

But  Airfone,  operated  by 
Verizon  Communications,  is 
still  found  on  American  jets 
that  used  to  be  TWA  planes, 
as  well  as  on  United,  Conti- 
nental, us  Airways,  most 
Delta  planes,  and  eight  inter- 
national carriers.  Airfone's 
digital  technology  makes  it 
cheaper:  $3.99  to  connect, 
plus  $3.99  a  minute.  United 
says  its  passengers  are  using 
them — to  the  tune  of  4  to  15 
calls  per  flight — and  that  fre- 
quent-flier surveys  show  cus- 
tomers want 
them.  If  the 
price  is  right, 
that  is.  Ann 
Therese 
Palmer 


The  10  most  common 
ways  investors  get 
duped.  State  regula- 
tors urge  vigilance 
and  advise  those 
making  investments 
to  chech  whether 
agents  are  licensed. 


1  UNLICENSED 
SECURITIES  DEALERS 

Independent  insurance 
agents,  accountants, 
financial  advisers  who 
sell  stocks  without  a 
license 

6  VIATICAL 
SETTLEMENTS 

Brokers  who  sell  life 
insurance  policies  of 
patients  who  lie  to 
insurance  companies 
about  their  prognosis 


2  UNSCRUPULOUS 
STOCKBROKERS 

Brokers  who  sell 
inappropriate  invest- 
ments, add  unex- 
plained fees,  make 
unauthorized  trades 

7  AFFINITY  FRAUD 

Churches  that 
misdirect  donations, 
prey  on  desire  to  help 
own  community 


TWO  imm>  AdD.TUfc  W&WN£TW3RTU. 


FEATHERED  FRIENDS 

WHERE  THE  BOOMERS 
ARE  FLOCKING 


GUESS    WHAT    THE    FASTEST- 

growing  outdoor  activity 
tracked  by  the  U.S.  Forest 
Service  is?  Not  hiking  or 
sightseeing.  It's  birding. 

Baby    boomers    are    the 
biggest  group  of  bird  enthu- 
siasts, and  they're  fueling 
a  trend.  Typical 
birders  are  "52, 
affluent,  well- 
educated,  and 
have     signifi- 
cant     discre- 
tionary       in- 
come,"     says   BIRDING:  A  growing  trend 
Ted  Eubanks,  


enthusiasts,  tracked  by  t 
U.S.  Fish  &  Wildlife  Servi 
number  46  million,  up  nea 
10%  in  five  years.  "Hundre 
of  thousands"  of  people  hs 
started  flocking  each  M 
to  International  Migrato 
Bird  Day  festivals  acre 
the  country,  says  Jennif 
Wheeler,  a  Fish  &  Wildl 
biologist.  Many  of  these 
new  to  birding.  Notes  '. 
banks:  "The  people  that  do 
know  a  chick 
from  a  di 
—that's  \ 
group  tha 
exploding." 
So  is  sper 
ing.  Bird  lov< 
already  spe 
$34    billion 


founder  of  Fermata,  eco- 
tourism  consultants  in  Aus- 
tin, Tex. 

The  Forest  Service's  lat- 
est survey,  in  2000,  found  71 
million  people  who  enjoyed 
bird-watching,  up  from  21 
million  in  1982.  More  serious 


year  on  their  pastime, 
bird  feeders,  birdseed, 
noculars,  field  guides,  trz 
el,  and  specialty  clothing, 
boomers    retire    and    ha 
more  time  for  leisure,  ret 
sales  are  expected  to  so 
higher.         Kimberly  Weis 


3  RESEARCH 
ANALYST  CONFLICTS 

Investment  bankers 
who  lean  on  analyst 
colleagues  to  favor 
client  companies, 
misleading  investors 

8  CHARITABLE  GIFT 
ANNUITIES 

Fake  charities  that 
lure  those  who  want 
tax  breaks  through 
charitable  donations 


4  FRAUDULENT 
PROMISSORY  NOTES 

Con  artists  who  sell 
short-term  bonds 
promising  high 
returns  issued  by 
nonexistent  companies 

9  OIL  AND  GAS 
SCHEMES 

Brokers  who  induce 
investors  to  put 
money  into  wells  that 
haven't  produced  in 
years 


5  PRIME  BANK 
SCHEMES 

Money  managers  who 
claim  to  track  the 
same  investments  as 
elite  banks,  promising 
triple-digit  returns 

10  EQUIPMENT 
LEASING 

Contract-sellers  who 
stick  investors  with 
phony  leases  on  ATM 
machines,  pay  phone; 
or  Internet  kiosks 


Data:  North  American  Securities  Administrators  Assn. 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront "  businessweek.com 
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DON'T  UNDERESTIMATE 
THE  POWER  OF  SANDY  WEILL 

"Crisis  at  Citi"  (Special  Report,  Sept. 
9)  and  "Flawed  financial  giants"  (Edito- 
rials) do  not  explain  how  Citigroup  got 
in  its  mess  in  the  first  place:  the 
Gramm-Leach-Bliley  (glb)  Act  of  1999, 
which  allowed  commercial  banks  to  get 
into  investment  banking.  This  is  impor- 
tant because  Citigroup  is  not  the  result 
of  that  act  but  the  cause  of  it. 

The  merger  of  Sandy  Weill's  Travel- 
ers Group  and  Citicorp  to  form  Citi- 
group in  1998,  the  biggest  U.  S.  corpo- 
rate merger,  was  illegal  under  the 
Glass-Steagall  Act  of  1933  as  well  as 
the  Bank  Holding  Company  Act  of 
1956.  Citigroup  was  not  only  successful 
in  getting  Alan  Greenspan's  Federal 
Reserve  to  grant  an  unprecedented 
two-year  grace  period  in  the  hopes  that 
Congress  would  change  the  law  but 
also  was  the  primary  force  behind  the 
passage  of  the  1999  glb  that  legalized 
this  merger.  Thus,  while  Weill  may  be 
the  "architect"  of  that  universal  bank, 
it  did  not  get  constructed  without 
building  permits  signed  by  the  Fed's 
Greenspan,  Congress,  and  the  White 
House. 

With  all  due  respect  to  the  doomsday 
"Citi  analysts"  cited  in  your  story,  I 
would  think  twice  before  betting  against 
this  banking  company. 

Kenneth  H.  Thomas 

Wharton  School 

University  of  Pennsylvania 

Philadelphia 

Am  I  reaching  the  wrong  conclusions 
after  reading  "Crisis  at  Citi?"  Citi- 
group's  main  problem  right  now  seems 
to  be  harassment  by  New  York  State 
Attorney  General  Eliot  Spitzer.  A  real 
pain,  no  doubt,  but  hardly  insurmount- 
able. Its  Brazilian  exposure  reminds  me 


of  Mexican,  Russian,  and  other  emerg 
ing-market  exposures  quietly  resolve| 
in  recent  years.  While  ceo  Sanford 
Weill  is  obsessed  with  good  number 
sometimes  at  great  human  cost,  yov 
article  shows  that  results  are  being  de 
livered.  And  Weill's  Darwinian  approacl 
to  management  selection  seems  to  havf 
led  to  a  world-class  team  capable  cj 
carrying  on  his  work  if  he  goes.  If  h| 
stays,  it's  a  plus.  So  the  stock  price  rt 
fleets  Wall  Street's  group  think  du  jouii 
Maybe  they  would  get  better  perspecl 
tive  if  they  took  a  walk  in  the  deserf 
like  Prince  Alwaleed  Bin  Talal. 

Alexander  Andersol 
Mexico  Cit| 

The  "staggering  40.8%  a  year  ave 
age"  that  Citigroup  returned  to  i 
shareholders  stopped  in  1998,  the  ye 
Citicorp  merged  with  Travelers.  As 
longtime  Citigroup  shareholder,  all  I  ca 
say  is  that  the  "Weill  premium"  h 
been  a  great  negative  for  this  compan 
and  its  shareholders. 

Garry  S.  Ski; 
Cedarhurst,  N."i 

HELPING  STATES  GIVES 
MORE  BANG  FOR  THE  BUCK 


In  "The  smart  fiscal  policy  that's  neec 
ed  now"  (News:  Analysis  &  Commei: 
tary,  Sept.  2),  Margaret  Popper  did  no 
consider  the  beneficial  impact  of  helpin 
the  states  reduce  their  budget  deficit: 
During  economic  downturns,  states  tenj 
to  balance  their  budgets  by  taking  mor 
ey  away  from  infrastructure  projects.  Sj 
if  half  of  the  $100  billion  stimulus  shl 
proposes  can  be  given  to  states,  it  woul 
provide  as  much  bang  for  the  buck  a 
any  other  proposal  from  Popper,  Ala: 
S.  Blinder,  or  David  A.  Wyss. 

This  should  also  have  political  appes 
for  incumbents  during  an  election  yea 
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Rated  #1  by  SmartMoney  Magazine  for  the  Do-It- Yourself  Investor 
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Not  in  your  portfol 


1 0  Free  Trades 


Open  an  account  online  at 

tdwaterhouse.  com/promotion/ 

10freetrades.html  and  enter 

offer  code:  MCLBWT  to  get 

your  10  free  trades. 

CONTACT  US  AT: 

1.800.tdwaterhouse 
tdwaterhouse.com 
Online  trades  as  low  as 


You  want  drama?  Watch  a  soap  opera. 
You  want  to  stay  in  control  of  your 
investments.  TD  Waterhouse.  Around 
here,  the  only  performance  you're 
going  to  see  comes  from  doing  your 
homework.  And  from  having 
confidence  in  your  own  decisions. 

So  if  you're  looking  for  a  place 
with  the  financial  tools  you  need  to 
get  serious  with  your  money, 
congratulations.  You're  here. 

And  once  you  open  an  investment 
account,  no  one's  going  to  pull  a 


disappearing  act  on  you.  Which  means 
you  can  get  answers  online,  by 
phone,  or  believe  it  or  not,  in  person, 
at  one  of  1 50  branch  locations  across 
the  country. 

The  investment  tools  and 
information  you  need  to  help  you  stay 
in  control  are  at  TD  Waterhouse.  And 
that's  what  separates  the  dramatists 
from  the  realists. 


Waterhouse 


You're  in  Control. 


„  C007  TO  waterrajselm/estaServira.  Ire  Member  N^ 

11  st  S3  more.Trades  over  2.500  shares  incur  a  1  cent  per  share  charge  tor  the  entire  order.  Call  or  see  tdwaterhouse.com  for  complete  commission  fee  schedule  Offer  valid  for  new  customers  who  open  individual/joint  accounts  with  a  SI  .000  minimum;  retirement 

jlstodial.  partnership  and  corporate  accounts  are  not  eligible.  FurxJs  transferred  from  existing  TO  Watemouseaccwrfc 

>  »rcarKJcondrrJorsappV.c)ffersubjed  to  change  at  any  ^ 
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Here's  a  sign  of  Microsoft's 
new  pricing  structure. 
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II 


Steer  clear  of  costly  new  licensing  "agreements" 
Head  straight  for  Novell  one  Net  Business  Solutions. 


i 


The  signs  are  all  there.  Microsoft  wants  more  mone\  from  you.  And  they'll  do  whatever 
it  takes  to  get  it.  Because  one  thing's  for  sure,  their  new  licensing  initiative  only  benefits 
their  bottom  line — and  not  yours.  Of  course,  if  you  want  to  move  your  business  in  a 
direction  where  you  stay  in  control  of  your  software  costs,  then  head  straight  to  Novell. 
With  Novell  one  Net  Business  Solutions,  you  can  solve  your  most  complex  business 
challenges  while  avoiding  the  detours  and  unexpected  technology  costs  that  can  slow 
down  your  growing  business.  Learn  more  now  by  downloading  your  FREE  white  paper. 
'What  Microsoft  doesn't  want  \ou  to  know."  at  www.novell.com/toll 


Copyright  2(102  Novell,  Inc.  All  n^hi'.  reserved.  Novell  i~  .1 
Other  company,  producl  and  service  names  ma\  he  trademark: 


registered  trademark,  of  W 


in  the  Tniied  State*  and  othe 


Novell 


Readers  Report 


CORRECTIONS  &  CLARIFICATIONS 

In  "A  big  fat  slap  at  B-schools"  (Up  Front, 
Sept.  23),  the  No.  11  ranking  for  Stanford 
University  is  from  BusinessWeek's  2000 
Best  B-Schools  biennial  ranking,  not  the 
2002  ranking,  due  out  in  October. 

"Mano  a  mano  in  Hispanic  TV"  (Entertain- 
ment, Sept.  9)  should  have  clarified  that 
TeleFutura,  launched  earlier  this  year  by 
Univision  Communications  Inc.  to  target  a 
bilingual  Hispanic  audience,  offers  pro- 
gramming only  in  Spanish.  And  we  erred  in 
describing  Betty  La  Fea  as  a  Brazilian  pro- 
duction. It  was  produced  in  Colombia. 

In  "The  Cadillac  of  Cadillacs?"  (Up  Front, 
Sept.  9),  the  correct  spelling  of  the  Mer- 
cedes-Benz ultra-luxury  model  is  Maybach. 

In  "Samsung  shows  off"  (Annual  Design 
Awards,  July  8),  the  SynchMaster  TV  mon- 
itor silver  award  winner  is  a  24-inch  mod- 
el, not  15  in.  and  17  in. 


|nce  the  states'  budgets  affect  voters 
lore  directly. 

Kalyan  Singhal 

University  of  Baltimore 

Baltimore 

TARBUCKS  STILL  HAS  PLENTY 
F  ROOM  FOR  GROWTH 


"Planet  Starbucks"  (Cover  Story, 
ept.  9)  reports  that  Starbucks  Corp., 
nth  5,689  stores,  is  "hard-pressed  to 
rind  out  new  profits  in  a  home  market 
p.at  is  quickly  becoming  saturated."  On 
pe  contrary,  I  think  they  have  a  long 
fay  to  go.  Look  at  McDonald's  Corp., 
ith  13,100  stores  in  U.S.  and  30,100 
orldwide.  I  think  you  can  have  at  least 
)ur  Starbucks  for  every  McDonald's 
iven  that  there  are  two  Starbucks  in 
ly  office  high-rise  alone. 

Gary  F.  Magnuson 
Seattle 

As  an  ex-barista  in  Starbucks'  busiest 
ore  in  Orlando,  I'd  like  to  set  the 
eord  straight:  There  is  no  training  for 
jartners"  (employees)  until  they  make 
commitment  to  become  management, 
few  baristas  are  paid  $6  an  hour,  are 
ked  to  work  through  breaks  and 
inches,  and  are  not  trained  in  customer 
irvice.  Learning  to  use  the  complicated 
spresso  machines  is  "baptism  by  fire." 
/hile  I  still  regularly  drink  their  brand, 
despise  their  management  style. 

Cynthia  Winston 
Orlando 


AMERICREDIT  HAS  NO  PROBLEM 
WITH  ASSET-BACKED  SECURITIES 

In  trying  to  identify  companies  that 
are  having  trouble  with  their  asset- 
backed  securities  (abs)  transactions, 
you've  included  a  company  that  has 
faced  nothing  of  the  sort  ("Everybody 
out  of  the  risk  pool?"  Finance,  Sept. 
2).  AmeriCredit  Corp.  has  successfully 
completed  nearly  three  dozen  abs  trans- 
actions since  1994  and  has  issued  al- 
most $26  billion  worth  of  automobile 
receivables-backed  securities.  Not  a  sin- 
gle one  of  those  deals  has  ever  been 
downgraded,  nor  have  we  ever  default- 
ed on  a  securitization.  You  implied  that 
we  face  trouble  ahead — but  failed  to 
mention  our  record  of  positive  results 
for  our  abs  investors.  Including  Ameri- 
Credit in  this  story  was  completely  in- 
accurate and  unfair. 

Daniel  E.  Berce,  cfo 

AmeriCredit  Corp. 

Fort  Worth 
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ADVERTISEMENT 


Novell 

presents 

one  Net 

tech  fact 
of  the  week. 


What  percentage  of  remote 
and  mobile*  employees  have 
access  to  their  corporate 
email  using  the  Web? 

a.  49% 

b.  69% 

c.  79% 

d.  89% 

answer:  "b" 

In  a  recent  online  survey  of  2,520 
business  people,  many  of  whom 
telecommute  or  work  in  branch  offices, 
69%  reported  that  their  companies 
provide  them  with  access  to  corporate 
email  using  the  Web. 

*  Remote  and  mobile  workers  are  workers 
thai  need  to  access  company  resources  over 
the  Internet. 


Company-Provided  Access  to 
Web  Resources/Services 


69% 


Corporate 
email  access 

Online 
procurement 

1  44 

Research  services/ 
database  access 

1  42 

Online  training/ 
education 

1  35 

Internet/email 

marketing  services 

News  sen  ices/ 

for-pay  subscriptions 

32 
32 

Banking  services 

|  > 

Online  appointment 
scheduling 

I25 

T&E  management 

I23 

Payroll/benefits 
administration 

1  23 

Web  conferencing 

|  20 

Accounting 
tools/services 

|  :o 

Data  provided  by 

In-StatGdTQ 


www.instat.com 


http://www.novell.com/ 
products/ portal 
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Books 


BUSINESS 

The  Ultimate  Resource 

By  Daniel  Goleman  et  al. 
Perseus.  2,172pp.  $59.95 


EVERYTHING  A  MANAGER 
NEEDS  TO  KNOW? 


First,  a  confession:  I'm  not  an  en- 
cyclopedia kind  of  guy.  Even  in 
my  high  school  days,  I'd  always 
prefer  to  dive  into  original  research 
rather  than  rely  on  a  synopsis  of  an 
event,  a  person's  life,  or  an  idea.  Second, 
the  easy  accessibility  of  information  on 
the  Internet  has  made  encyclopedias  far 
less  useful. 

That  said,  Business:  The  Ultimate 
Resource  really  is  the  ultimate  business 
encyclopedia — an  eight-pound  doorstop 
that  attempts  to  simplify  the  harried 
manager's  search  for  information  and 
answers.  In  one  big  place,  Business  pro- 
vides readers  with  nearly  140  "best- 
practice"  essays  that  purportedly  offer 
the  latest  thinking  on  everything  from 
lean  manufacturing  to  scenario  planning. 
There  are  116  "management  checklists" 
that  give  answers  to  everyday  business 
challenges,  ranging  from  writing  a  re- 
port to  collecting  debts. 

There's  more,  much  more:  summaries 
of  the  70  most  influential  business 
books  of  all  time,  more  than  100  biog- 
raphical sketches  of  the  leading  busi- 
ness thinkers  and  pioneers,  a  dictionary 
of  common  business  words  and  phrases, 
and  an  almanac  with  facts  and  figures 
on  150  countries,  all  50  U.  S.  states, 
and  24  industries.  Finally,  the  book  fists 
3,000  other  sources  if  you  need  further 
information. 

The  volume's  goal  is  to  provide  what 
psychologist  Daniel  Goleman  calls  "busi- 
ness literacy."  In  the  introduction,  he 
writes:  "Business  advantage  is  gained 
by  harnessing  smart  ideas — not  just 
amorphous  data  [or]  the  latest  technol- 
ogy...." That  is  one  obvious  contribu- 
tion of  Business:  The  Ultimate  Re- 
source. Ever  hear  a  management 
concept  in  a  meeting  you  didn't  under- 
stand? Open  this  volume,  and  you'll  get 
the  essence  of  the  idea  within  a  few 
paragraphs. 

This  is  no  cheaply  thrown  together 


anthology.  It  is  to  the  editors'  credit 
that  virtually  everything  here  is  original, 
including  essays  by  many  prominent 
business  observers — among  them  best- 
selling  authors  Jim  Collins,  James 
Champy,  and  Noel  M.  Tichy.  There  are 
some  gems  in  these.  Collins  smartly 
notes  that  too  many  organizations  settle 
"for  just  being  good."  That's  why  we 
have  "good  schools"  or  "good  govern- 
ment" that  rarely,  if  ever, 
strive  to  be  exceptional. 
"Too  many  companies  miss 
the  chance  to  be  great  sim- 
ply because  they  sanction 
the  attitude  that  'being 
good  is  good  enough,'" 
Collins  writes.  How  true, 
and  how  sad. 

Most  of  the  articles  and 
how-to  pieces  are  well-writ- 
ten and  reasoned — even  if 
the  subjects  can  be  boring. 
The  publisher  also  has 
made  a  commitment  to  offer 
regular  updates  to  the  book  at  a  Web 
site.  Finally,  it's  amazing  that  this  tome 
can  be  sold  for  less  than  $60 — what 
you'd  pay  for  two  ordinary  business 
books. 

Yet  the  very  breadth  of  Business: 
The  Ultimate  Resource  creates  a  prob- 
lem: Rather  than  serve  as  a  useful  filter 
for  the  profusion  of  business  information, 
the  book  itself  constitutes  something  of 
an  overload,  a  quirky  mix  of  the  non- 
sensical and  pragmatic.  How  many  peo- 
ple, after  all,  are  going  to  turn  to  an  en- 
cyclopedia for  the  best-practice  take  on 
"Tuning  Into  the  Harmonics  of  Man- 
agement," in  wThich  the  author  makes 
a  big  deal  out  of  the  insight  that  em- 
ployees can  make  valuable  contributions 
when  they  go  beyond  their  narrow  job 
roles.  And  who  would  think  to  look  here 
for  a  tutorial  on  "Producing  a  Corporate 
Brochure"?  At  the  same  time,  if  you're 
a   marketer,   a   mere   two   pages   on 


"Preparing  a  Marketing  Plan"  aren't  g( 
ing  to  cut  it. 

I'd  also  seriously  question  some 
the  judgments  that  went  into  this  boo] 
It's  hard  to  believe  anyone  would  nan 
Blur,  a  pop  business  book  by  Stj 
Davis  and  Christopher  Meyer,  as  or 
of  the  most  influential  business  boo! 
of  all  time.  It  simply  does  not  desen. 
to  be  in  the  company  of  such  classics 
Peter  Drucker's  The  Practice  of  Mai 
agement  or  Michael  Porter's  Competitit 
Strategy.  Then  there's  British  professt 
Reg  Revans,  a  little-known  advocate 
"action  learning,"  or  the  notion  that  y< 
learn  more  when  you  are  actively  ii 
volved  in  a  project  than  when  you  s 
and  try  to  absorb  a  lecture.  I  can't  st 
how  he  merits  being  grouped  with  th 
likes  of  leadership  guru  Warren  Benn 
or  quality  maven  W  Edwards  Demin 
as  one  of  the  most  important  busines- 
thinkers.  Such  choices  ur 
dermine  the  credibility 
the  project. 

So  what's  the  best  ret 
son  to  buy  this  book?  Mos 
people  in  business  start 
narrow  disciplines  for  whic 
specialized  knowledge  is  in 
port  ant.  But  as  they  mov 
higher  in  their  organization 
they  are  increasingly  re 
quired  to  perform  tasks  thi 
fall  outside  their  specialty- 
and  they  are  likely  to  fin 
themselves  managing  people.  So  fo 
many  execs  moving  up  the  ranks,  thi 
volume,  largely  because  it  is  so  con 
prehensive,  is  a  worthwhile  starter. 

If  you  want  to  know  how  to  create 
cash-flow  statement  or  read  a  balana 
sheet  or  calculate  the  cost  of  goods  sok 
you'll  find  succinct  answers  here.  If  yo 
need  a  quick  rundown  on  the  most  in 
portant  players  in  retailing — by  sale: 
growth,  number  of  stores,  employees 
and  market  capitalization — you'll  fin 
that,  too.  And  if  you  need  a  few  poinl 
ers  on  how  to  run  a  sales  meeting 
plan  a  promotion,  you'll  pick  up  idea 
you  can  quickly  put  to  use. 

I'm  still  no  convert  to  the  encyck 
pedia  form.  But  this  book's  editors  hav 
done  such  a  thorough  job  that  Bus 
ness:  The  Ultimate  Resource  is  worth 
spot  on  any  manager's  shelf. 

BY  JOHN  A.  BYRN 

Senior  Writer  Byrne  covers  managt 

ment  issues. 


THIS  EIGHT-POUND  TOME  ANSWERS  NEARLY  ANY 
QUESTION  ABOUT  HOW  TO  DO  BUSINESS  BETTER 
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rSSDzzi  WE  ARE  PROFESSIONAL  GRADE! 


THE  GMC  ENVOV  XL  IS  NOT  ONLY  ENGINEERED  TO  COMFORTABLY  SEAT  TWO  6'2"  ADULTS  IN  THE  THIRD  ROW,  IT  HAS  THE  ROOMIEST 


3H  PROFESSIONAL 


INTERIOR  IN  ITS  CLASS  FOR  ALL  SEVEN  PASSENGERS  AND  THEIR 


CARGO.  WITH  A  HYOROFORMED  STEEL  FRAME  FOR  A  SMOOTH  RIDE 
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AND  AN  AVAILABLE  BEST-IN-CLASS  2g0  HP  ENGINE,-  IT  ALL  PROVES  ONE  THING.  WHEN  IT'S  PROFESSIONAL  GRADE,  YOU'LL  NEVER 
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INTRODUCING  THE  END  OF  THE 


MIMIUtttiKMIMI 


\mm\ 


\*m 


I 


.com 


i 


i 


m 


we  increase 
your  productivity^^  j)  cut 

your  printing  costs? 

Sure,  we  pioneered  digital  copiers. 

And  yes,  we're  the  fastest  growing  maker  of 

network  printers  in  key  markets. 

But  what  keeps  our  customers  coming  back 

in  more  than  120  countries  is  our  uncompromising 

dedication  to  individual  output  needs. 

Talk  to  us. 


We're  in  your  corner. 


Image  Communication 


Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tech  &you@  bus  inessweek.com 

SOFTWARE  SCAMS 
ON  INTERNET  TIME 


Is  your  in-box 
crowded  with 
great  deals  on 
technology 
products? 
Don't  believe 
your  eyes 


BusiiH'^Wl't' 


FOR  A  COLLECTION  OF 
PAST  COLUMNS  and 

online-only  reviews  of 
technology  products,  go 
to  Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Regular  readers  know  that  I  have  become 
an  unwilling  connoisseur  of  junk  e-mail.  A 
few  weeks  ago,  I  noticed  an  interesting 
trend  in  spam.  Amid  the  promises  of  hot  teenage 
cuties  and  the  missives  from  Africa  offering  rich- 
es in  return  for  a  small  good-faith  investment 
was  a  stream  of  superficially  legitimate-looking 
ads  for  Norton  SystemWorks  2002  and  other 
software  from  Symantec. 

A  quick  investigation  of  these  messages  and  of 
the  Web  sites  they  linked  to  established  that 
they  had  no  direct  connection  to  Symantec,  even 
when  the  sender's  address  on  the  mail  indicated 
otherwise.  Probing  deeper,  I  gained  a  new  per- 
spective on  the  strange,  dark  side  of  e-commerce 
and  uncovered  some  online  traps  awaiting 
the  unwary. 

There  were  a  lot  of  similarities  among 
the  messages  I  received.  Each  one  carried 
a  forged  sender's  address.  But  a  perus- 
al of  address  information  normally  hid- 
den by  mail  programs  showed  that  the 
advertisements  came  from  a  variety  of 
accounts,  mostly  outside  the  U.S.  Each 
message  offered  a  software  package  at  a  deep 
discount.  A  favorite  was  Norton  SystemWorks 
2002.  a  collection  of  utilities  including  antivh 
and  firewall  software.  At  the  time,  it  sold 
for  about  $100  but  was  priced  at  S29.95. 

Each  message  was  linked  to  a  Web  site 
where  an  assortment  of  Symantec  software 
was  selling  at  similarly  low  prices.  The 
sites  themselves  fell  into  two  general 
groups:  ones  such  as  www.deal2002.com 
and  www.snpersave.biz,  registered  in  the 

3.  and  with  registration  information  giving 
the  names  of  actual,  locatable  administrative  con- 
tacts; and  ones  that  identified  themselves  only  by 
a  numerical  address,  such  as  202.108.221.18.  To 
the  limited  extent  that  these  sites  can  be  traced, 
they  seem  to  be  mostly  in  China. 

Almost  all  of  the  Web  sites  claim  to  use  secure 
technology  for  taking  orders.  But  many,  including 
all  the  numbers-only  Web  addresses  that  I 
checked,  do  not  use  secure  protocols  to  transfer 
credit-card  information.  At  best,  you  risk  expos- 
ing your  card  number  and  personal  data:  at 
worst,  you  may  be  caught  in  an  outright  credit- 
card  scam. 

How  do  legitimate  products  end  up  getting 
sold  in  such  dubious  ways?  "It's  not  coming  from 
Symantec,*'  says  Joy  Cartun,  the  company's  di- 
rector of  legal  affairs.  "We  don't  have  those  sorts 
of  campaigns."  William  Plante,  Symantec's  direc- 


tor of  worldwide  security,  puts  it  even  moi 
bluntly:  "Ninety-nine  percent  of  the  time,  th 
stuff  is  counterfeit."  Symantec  regularly  checl 
out  the  product  being  sold  on  the  Web,  ar 
Plante  says  he  knows  of  only  one  case  whei 
deeply  discounted  software  was  not  counterfei 

Alan  Moore,  who  operated  deal2002.com  (1 
has  since  shut  down  that  site),  takes  strong  issi 
with  the  claim,  saying  he  is  buying  softwai 
that  Symantec  originally  sold  to  computer  ma: 
ufacturers  for  installation  on  new  machine 
"Nothing  we  sell  has  ever  been  pirated,  bogus, 
advertised  as  anything  but  what  the  customer  o 
dered,"  he  says.  "All  we  offered  is  software  th; 
is  bought  at  wholesale  prices  and  retailed 
Plante  declined  to  comment  specifically  on  tr 
products  sold  by  deal2002.com,  saying  only  th; 
Symantec  was  investigating  the  case. 

Given  such  uncertainties,  what  is  a  consume 
to  do?  In  general,  I  would 
avoid  buying  from  Web 
sites  that  market  us- 
ing spam.  The  few- 


bucks  you  are  going"  lu  ya\  e  are  not  worth  th 
risk.  Although  the  software  you  get,  assumin 
you  get  any,  will  probably  work  all  right,  th 
chance  of  credit-card  fraud  or  identity  theft  is  s« 
rious.  To  be  safe,  don't  deal  with  a  Web  sit 
whose  only  address  is  a  number.  And  don't  ent< 
credit-card  or  other  personal  information  unlet 
your  browser  shows  a  locked-padlock  icon  at  th 
bottom,  indicating  a  secure  site. 

In  the  future,  we  will  probably  see  fewer  s« 
licitations  of  this  sort.  Microsoft  has  largely  elin 
inated  such  sales  through  its  annoying — but  e 
fective — policy  of  requiring  each  copy  of  Window 
or  Office  to  be  activated  using  a  valid  seri; 
number.  As  Symantec  and  other  publishers  wag 
war  on  piracy,  approaches  like  Microsoft's  wi 
likely  become  the  rule. 
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Economic  Viewpoint 


BY  ROBERT  J.  BARRO 


CHINA'S  SLOW  YET  STEADY 
MARCH  TO  REFORM 


UPWARD: 

Unlike 

Russia, 

China 

has  inched 

toward 

a  modern 

economy 

-but  its 

prosperity 

just  keeps 

accelerating 


Robert  J.  Barro  is  a  professor 
of  economics  at  Harvard 
University  and  a  senior  fellow 
of  the  Hoover  Institution 
(rjbweek@harvard.edu). 


The  current  emphasis  on  Iraq  and  the  war 
on  terror  may  cause  us  to  forget  or  un- 
derplay favorable  world  developments. 
One  of  the  most  important  is  the  emergence  of 
China  as  the  economic  and  political  center  of 
Asia.  With  more  than  1.2  billion  people,  how 
could  it  not  be,  once  the  nation  began  to  tap  its 
vast  potential  by  opening  itself  to  markets?  Since 
the  late  1970s,  when  Deng  Xiaoping  took  over 
from  Mao  Zedong,  China  has  expanded  opportu- 
nities for  business  by  freeing  up  agriculture, 
loosening  central  control  on  regional  government 
enterprises,  opening  foreign  investment,  and,  in- 
creasingly, encouraging  private  domestic  busi- 
ness. These  policies  were  continued  by  Jiang 
Zemin  and  are  likely  to  be  followed  by  the  next 
set  of  leaders. 

The  result  has  been  explosive  economic 
growth,  even  after  taking  account  of  likely  over- 
statements by  the  Chinese  national  accounts. 
After  economic  stagnation  under  Mao's  Great 
Leap  Forward  of  the  late-1950s  and  Cultural 
Revolution  from  the  mid-'60s  to  the  mid-'70s, 
China's  growth  rate  for  gross  domestic  product 
per  capita  averaged  5%  per  year  in  the  '80s  and 
8%  in  the  '90s.  China  even  did  well  (7%  per- 
capita  growth)  from  1995  to  2001  while  many 
of  its  neighbors  suffered  from  the  Asian  financial 
crisis.  This  performance  brought  China  from  a 
per  capita  GDP  of  $700  in  1960  (in  1995  U.  S.  dol- 
lars on  a  purchasing-power  basis)  to  the  mid- 
dle-income level  of  $4,300  in  2001.  The  advance 
applied  to  other  development  indicators,  too. 
Life  expectancy  rose  from  46  years  in  1960  to  70 
in  2000,  compared  with  63  in  India,  77  in  the 
U.  S.,  and  81  in  Japan.  Also,  despite  widening  in- 
equality due  to  faster  growth  in  urban  areas, 
the  dramatic  reduction  in  poverty  numbers 
across  the  country  is  a  great  achievement. 

A  central  part  of  China's  success  has  been  its 
gradualist  stance  toward  economic  and  political 
reform.  In  contrast  with  Russia's  unsuccessful 
shock  therapy,  China  managed  to  liberalize  slow- 
ly without  losing  control  of  the  legal  system  and 
the  political  process.  The  often-condemned  sup- 
pression of  the  Tiananmen  Square  student  up- 
rising in  1989  was  a  crucial  part  of  this  approach. 
Had  the  government  yielded  to  the  student 
protests,  the  likely  result  would  have  been  po- 
litical chaos  and  poorer  economic  performance. 

China  has  also  advanced  in  legal  rights.  In 
terms  of  overall  maintenance  of  the  rule  of  law, 
China  was  recently  rated  in  the  second-  or  third- 
best  categories  (out  of  seven)  by  an  internation- 
al consulting  service.  Individuals  are  now  al- 


lowed to  express  opinions  freely  on  most  issue.' 
except  for  direct  criticisms  of  the  government  i 
public  media.  Even  religious  freedom  is  prac 
ticed — the  suppression  of  the  Falun  Gong  wa 
not  on  religious  grounds  but  out  of  fear  thj 
the  group  would  facilitate  anti-governmen 
protests.  Despite  some  experiments  at  the  villag 
level,  democracy  in  the  form  of  elections  is  har 
to  find,  but  I  predict  that  even  this  will  happe 
gradually — as  it  did  in  South  Korea  and  Ta 
wan — as  more  economic  development  occurs. 

China  does  have  problems  with  slow  growth  i 
rural  areas.  One  helpful  policy  would  be  faste 
liberalization  of  restraints  on  internal  migratior 
notably  from  farms  to  cities.  However,  despit 
these  restraints,  the  urban  population  rose  fror 
16%  of  the  total  in  1960  to  32%  in  2000. 

China  has  moved  slowly  in  liberalizing  its  ck 
mestic  financial  system,  which  remains  highl 
regulated  and  dominated  by  state-run  bank; 
More  rapid  opening  to  private  financial  firm! 
domestic  and  foreign,  would  now  be  warrantee 
So  far,  foreign  entry  into  the  financial  sector, 
well  as  into  manufacturing,  has  concentrated  o 
joint  ventures.  This  has  promoted  the  transfer  c 
advanced  technology  from  abroad.  The  joint-ver 
ture  approach  also  induced  some  Chinese  stat 
enterprises  to  run  more  efficiently. 

Opening  to  international  trade  has  proceedec 
also  slowly,  but  the  pace  will  quicken  with  Ch 
na's  membership  in  the  World  Trade  Organize 
tion.  Liberalizations  in  trade  will  likely  be  ex 
tended  to  include  closer  connections  with  th 
international  financial  system,  including  eventu; 
movement  toward  a  convertible  yuan.  I  thin 
the  Chinese  are  correct  that  their  relative  insu 
lation  from  world  capital  markets  was  helpfi 
during  the  Asian  financial  crisis.  However, 
promote  longer-term  growth,  it  makes  sense  fo 
China  to  gradually  increase  its  integration  wit 
global  financial  markets.  (I  have  to  admit  that  th 
experiences  of  the  Asian  financial  crisis  and  th 
transitions  of  the  ex-Soviet  bloc  have  turned  m 
into  something  of  a  gradualist.) 

On  a  recent  trip  to  China,  I  visited  Mao 
mausoleum.  I  was  surprised  by  the  high  esteer 
in  which  Mao  is  still  held.  To  me,  he  is  a  grea 
villain,  responsible  for  millions  of  deaths  and  fo 
keeping  the  country  in  poverty.  It  would  b 
more  suitable  for  Deng's  picture,  not  Mao's,  t 
adorn  the  gates  of  the  Forbidden  City.  But  Den 
apparently  believed  that  it  was  more  importari 
to  look  forward  to  better  policies  than  to  assig 
blame  for  past  errors.  So  perhaps  he  was  rigr 
on  this  count,  as  he  was  on  many  others. 
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EDITED  BY  MARGARET  POPPER 

THE  INCREDIBLE 
SWELLING  TAX 

The  AMT  is  hitting  the  middle  class 

Long  a  bane  of  the  rich,  the  alterna- 
tive minimum  tax  (amt)  is  soon  to 
become  a  middle-class  problem.  By  2010, 
a  third  of  U.  S.  taxpayers  will  be  paying 
the  amt  rather  than  the  lower  regular 
tax,  according  to  a  new  study  by  econ- 
omists Leonard  E.  Burman,  William  G. 
Gale,  Jeffrey  Rohaly,  and  Benjamin  H. 

TAKING  A  BIGGER  BITE 

Portion  of  households  required  to 
pay  the  alternative  minimum  tax 

2001  INCOME 

THOUSANDS  OF  DOLLARS    2002       201 0  (est.) 
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Data: 

Urban-Brookings  Tax  Policy  Center 

Harris  of  the  Urban-Brookings  Tax  Pol- 
icy Center,  a  joint  project  of  the  two 
Washington  think  tanks  the  Urban  In- 
stitute and  the  Brookings  Institution. 

The  AMT  has  been  part  of  the  tax 
code  since  1969.  It  was  originally  aimed 
at  closing  loopholes  that  allowed  155 
families  with  incomes  of  more  than 
$200,000 — a  princely  sum  in  those 
days — to  pay  no  taxes  at  all  during  the 
1968  tax  year.  Since  then,  the  tax's 
reach  has  gotten  far  wider.  By  the  end 
of  2002,  about  2.6  million  taxpayers  will 
be  hit  by  the  amt,  which  will  force  them 
to  pay  more  than  they  would  have  oth- 
erwise. Taxpayers  must  pay  the  amt  if 
it  is  greater  than  the  taxes  they  would 
owe  under  the  regular  tax  system. 

And  because  the  amt  is  not  indexed 
to  inflation,  almost  36  million  will  pay 
the  tax  by  2010,  according  to  forecasts 
by  the  authors  of  the  study.  Many  of 
these  will  be  families  with  incomes  un- 
der $100,000  in  the  year  in  which  they 
have  to  file  taxes.  Among  couples  that 
are  married,  with  two  kids  and  house- 
hold income  of  $75,000  to  $100,000,  99% 
will  be  hit  by  the  amt,  reckon  the  au- 
thors of  the  study.  "That's  astounding," 
says  Gale.  "We're  talking  about,  say,  a 
cop  and  a  nurse." 

These  higher  tax  bills  will  wipe  out 
the  effect  of  the  tax  cuts  slated  to  take 


effect  over  the  next  few  years.  For  ex- 
ample, for  households  earning  $75,000 
to  $100,000,  the  amt  reduces  the  value 
of  the  tax  cuts  by  42%. 

Why  does  the  tax  hit  these  house- 
holds? In  part,  under  the  amt,  taxpayers 
cannot  deduct  from  their  income  any 
exemptions  for  children,  or  for  state 
and  local  taxes.  These  exemptions  make 
a  big  difference  to  middle-income  farru- 
lies'  tax  bills. 

Revamping  the  amt  to  help  these  fam- 
ilies would  cost  the  government  a  lot  in 
tax  receipts.  As  it  stands,  the  revenues 
brought  in  by  the  amt  are  a  major  rea- 
son why  the  Congressional  Budget  Of- 
fice's budget  projections  show  a  surplus 
by  2006.  Just  indexing  the  income  cal- 
culations in  the  amt  to  inflation  would 
cost  $400  billion  to  $500  billion  in  lost  tax 
revenue  between  now  and  2012.  Per- 
haps that's  why  the  Bush  tax  cut  gave 
individual  taxpayers  relief  from  the  amt 
only  through  2004.  After  that,  the  num- 
ber of  amt  payers  will  balloon. 

The  authors'  suggestion:  Repeal  the 
amt,  which  burdens  the  middle  class 
unduly.  Instead,  they  argue  for  making 
up  the  lost  revenue  by  simply  closing 
the  loopholes  in  the  regular  tax  system 
that  lower  taxes  for  the  rich. 


EUROPE:  STEADY 
AS  SHE  GOES 

Venture  capitalists  sail  bravely  on 

One  of  the  expectations  about  the 
current  global  recession  was  that  it 
would  strangle  Europe's  budding  ven- 
ture-capital industry  that  began  in 
earnest  only  in  1998. 

In  fact,  European  venture  capital 
may  have  more  staying  power  than  the 
experts  thought,  according  to  the  latest 
numbers  on  worldwide  venture  capital 
in  2001  from  PricewaterhouseCoopers 
and  British  venture  capital  investor  3i. 
While  the  amount  of  new  private  equi- 
ty investments  in  Europe  dropped  by 
33%  between  2000  and  2001,  that  was 
less  than  the  57%  decline  in  the  U.S. 
All  told,  the  top  five  countries  in  or- 
der of  total  dollars  invested  in  2001 
were  the  U.  S.,  Britain,  Germany,  Cana- 
da, and  France. 

More  important,  Europeans  did  not 
abandon  earlier-stage  investments  for 
safer  later-stage  investments,  as  had 
been  feared.  Despite  the  downturn,  ful- 
ly half  of  European  venture  funds  in- 
vested in  2001  went  into  companies  ei- 
ther starting  up  or  in  early  stages  of 
growth.  That  was  down  only  six  per- 


centage points  from  2000.  By  compa 
son,  in  North  America,  the  portion 
money  that  went  into  startups  or  earl 
stage  investments  dropped  from  61 
to  51%.  This  suggests  that  Europea 
startups  may  be  well-placed  to  ride  th| 
next  innovative  wave  when  the  glob 
economy  turns  up  again. 


CRANKING  OUT 
THE  PATENTS 

Tech's  funk  hasn't  hurt  innovationl 

The  tech  sector  may  be  in  a  funll 
and  venture  capitalists  on  hold,  bt 
companies    are    still    obtaining    U.!S 
patents  at  a  near-record  pace.  ThrougJ 
Sept.  10,  the  U.  S.  Patent  &  Trademarl 
Office  was  issuing  utility  patents  at  al 
annual  rate  of  about  162,000,  seconj 
only  to  the  pace  of  166,000  in  2001.  Uti 
ity  patents — unlike   design   or  plar 
patents — are  granted  for  inventions 
machines,  processes,  and  products. 

The  rate  of  patent  grants  reflects  tr 
surge  in  innovation  during  the  lat 
1990s  boom,  since  there's  typically  a  la 
of  at  least  two  years  between  the  timl 
when  a  patent  is  applied  for  and  whej 
it's  granted.  So  far,  there's  no  sign  frorl 
patent  data  that  the  bursting  of  thf 
tech  bubble  has  brought  innovation  to 
standstill.  The  number  of  applicatior 
for  utility  patents  rose  10%  both  in 
and  in  2001,  the  last  year  for  whid 
data  are  available.  Foreigners  made  46^ 
of  the  applications,  about  the  same 
their  peak  share  of  applications  in  t 
late  1980s  and  early  '90s. 

Meanwhile,  applications  for  trade 
marks  are  rebounding,  a  sign  of  conti 
ued  creative  ferment.  From  a  low  poi 
of  about  47,000  in  the  fourth  quarter 
2001,  trademark  applications  rose  tl 
51,000  in  the  first  quarter  of  2002  anj 
over   55,000   in   the   second   quartejf 
NameProtect  Inc. 
in  Madison,  Wis., 
which    analyzed 
the     trademark 
data    for    a    new 
quarterly  publica- 
tion called  Trade- 
mark    Insider, 
says  the  five  lead- 
ing trademark  ap- 
plicants   through 
June  of  this  year 
were  Mattel,  Pfi- 
zer,   AOL    Time 
Warner,    Viacom, 
and  Hasbro. 

By  Peter  Coy 
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Ve  hear  you.  You  want  more  from  your  technology.  You  want  to  be  as  productive  as  you  know  you 
an  be.  You  want  change.  That's  why  we  don't  believe  in  technology  for  technology  alone.  We  believe 
i  technology  for  you.  So  before  we  design  our  processors  and  memory  chips,  we  think  about  the 
ray  you  want  to  work  and  the  tools  that  will  help  you  work  better.  We  believe  in  innovation  you  can 
se.  That's  what  "AMD  me"  is  all  about.  So  go  ahead  and  say  it-  we're  listening.  Visit  www.amd.com 


What's  your  company's  current  approach  I 
to  business  contin 


Forsythe  Business  Continuity  Solutions 

The  comprehensive,  unbiased  approach  to  IT  availability. 


Overwhelmed  by  the  prospect  of  updating  your  business 
continuity  plans?  You're  not  alone. 

As  new  technologies  rush  forward  relentlessly,  so  do  unpre- 
dictable dangers  that  threaten  their  availability  and  security.  It's 
enough  to  make  business  leaders  want  to  stick  their  heads  in 
the  sand  and  wait  for  the  threats  to  go  away.  Unfortunately, 
they  won't. 

But  there  is  a  place  you  can  turn  to  for  business  continuity 
solutions  that  help  you  identify,  and  plan  against,  these  hidden 
risks  —  Forsythe  Solutions  Group.  For  over  30  years,  the 
infrastructure  specialists  at  Forsythe  have  delivered  unbiased 
IT  solutions  that  support  real-world  business  applications. 

Our  approach  to  continuity  solutions  is  just  as  business-driven. 
We  strive  to  leave  no  stone  unturned  and  no  risk  unaddressed. 
Our  first  step  is  to  conduct  a  vulnerability  assessment  to  help 
you  determine  what  aspects  of  your  business  are  at  risk. 


Then,  we  help  you  understand  the  technical,  operational  and 
financial  ramifications  of  accepting,  assigning  or  mitigating  these 
risks.  From  there,  we  help  you  develop  a  combined  business 
and  IT  strategy  to  support  the  level  of  availability  your  company 
needs.  And  looking  forward,  you  can  count  on  Forsythe  to  help 
you  make  the  necessary  adjustments  as  your  technology  and 
your  business  evolve. 

As  a  Sun  Microsystems  iForceSM  Partner,  Forsythe  is  a  certified 
specialist  in  technology  infrastructures  that  include  leading-edge 
products  like  SunFire"''  enterprise  servers.  Drawing  upon  its 
proven  expertise,  Forsythe  is  able  to  deliver  available  and 
recoverable  Sun™  solutions  that  address  the  business  and  IT 
needs  of  its  customers. 

Call  on  the  business  continuity  specialists  at  Forsythe  today 
at  800-843-4488  or  visit  us  at  www.forsythesolutions.com. 
Because  when  it  comes  to  continuity  planning,  the  biggest 
risk  is  doing  nothing. 


Don't  take  chances.  Take  action. 

Availability.  Security.  Continuity. 


Y     T 


SO  LUTIOMS 


f  2002  Forsythe  Solutions  Group.  Inc  All  rights  reserved  Sun  Sun  Microsystems  SunFire  and  the  Sun  logo  are  trademarks  or  registered  trademarks  and  iForce  s  a  servicemark  of  Sun  Microsystems  He  m  the  United  States  and  other  countries 
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STRONG  THIRD  QUARTER- 
BUT  AT  THE  EXPENSE  OF  THE  FOURTH 

]onsumers  did  it  again,  partly  because  of  summer  auto  incentives 


U.S.  ECONOMY 


ANOTHER  SPURT  IN 
CONSUMER  SPENDING 


i  - 


REAL 
CONSUMER 
SPENDING 


Surprise!  Third-quarter  eco- 
nomic growth  is  turning  out 
o  be  a  lot  stronger  than  most  economists  had  expect- 
d  in  the  wake  of  the  summer  stock  market  plunge, 
"hanks  again  to  the  resilience  of  consumers,  fears  that 
lie  second  quarter's  paltry  1.1%  growth  rate  was  a  pre- 
ursor  to  a  new  round  of  economic  stagnation  are  turn- 
ig  out  to  be  wasted  worry. 

But  don't  get  too  excited  just  yet.  The  pattern  of  this 
loderate  economic  recovery  remains  uneven.  Third- 
uarter  growth  may  well  best  the  3%  average  of  the 
ast  three  quarters.  But  some  of  this  quarter's  gains 
lay  have  been  "borrowed"  from  the  fourth  quarter,  be- 
use  they  were  fueled  partly  by  car  buyers'  positive 
action  to  0%  financing.  So  fourth-quarter  real  gross 
omestic  product  growth  could  dip  back  below  3%. 
Jut  growth  will  remain  positive,  and  fears  of  a  double- 
ip  recession  should  become  passe. 

Certainly,  the  latest  data 
are  encouraging  for  the  out- 
look. August  retail  sales  were 
unexpectedly  good,  suggesting 
that  households  aren't  as  gun- 
shy  as  the  recent  dip  in  confi- 
dence might  suggest  (chart). 
With  consumer  prices  remain- 
ing tame,  households  are  able 
to  stretch  the  buying  power 
of  their  earnings.  And  amid 
record  refinancing  activity, 
lany  consumers  are  taking  cash  out  of  their  homes, 
iving  spending  a  further  boost. 
Elsewhere  though,  businesses  remain  hesitant  to 
immit  funds  to  new  capital  projects.  That,  plus  the 
ng-run  influx  of  imports,  is  weighing  on  U.  S.  manu- 
icturing.  Although  retailers  and  wholesalers  are  cau- 
ously  lifting  their  inventories,  factories  are  still  cutting 
ockpiles,  and  August  manufacturing  output  fell  for  the 
rst  time  this  year.  This  dichotomy  between  healthy  de- 
land  and  soft  production  is  why  the  recovery,  though 
loving  forward,  is  doing  so  in  fits  and  starts. 

rS  ALSO  WHY  CONSUMERS  remain  the  crucial 
?ctor  in  the  outlook  for  demand.  Retail  sales  increased 
8%  in  August,  on  the  heels  of  July's  1.1%  jump.  Ris- 
g  car  sales  accounted  for  the  lion's  share  of  the  two 
creases,  but  spending  on  other  items  rose  as  well.  The 
ommerce  Dept.'s  data  generally  had  a  much  firmer 
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▲  QUARTERLY  PERCENT  ESTIMATE 

CHANGE.  AT  ANNUAL  RATES 
Data:  Commerce  Dept .  DRI-WEFA 


SURGING  SALES  LEAD 
A  TURN  IN  INVENTORIES 


INVENTORIES 
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▲  PERCENT  CHANGE  FROM 
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tone  than  the  August  results  on  same-store  sales  re- 
cently reported.  Plus,  weekly  reports  suggest  that  Sep- 
tember buying  is  stronger  than  the  August  showing. 

Yet  even  if  September  car 
sales  fall  back,  and  other  sales 
are  flat,  real  consumer  spend- 
ing on  goods  and  services  is 
on  track  to  increase  in  the 
third  quarter  at  an  annual  rate 
of  4%  to  4.5%.  That  would  be 
enough,  by  itself,  to  add  up  to 
three  percentage  points  to 
growth  in  real  GDP.  But  since 
the  cheap  financing  lured  buy- 
ers to  act  now  rather  than  lat- 
er, weaker  car  sales  in  the  fourth  quarter  will  probably 
subtract  from  fourth-quarter  consumer  spending. 

Consumers,  however,  still  have  plenty  of  spending 
power.  In  the  three  months  through  July,  their  real 
aftertax  income  was  up  5%.  Consumer  prices  rose  0.3% 
in  August,  but  they  are  up  only  1.8%  from  a  year  ago. 
Also,  refinancing  activity  hit  a  record  in  the  third  quar- 
ter. Economists  are  estimating  that  households  will 
extract  some  $100  billion  in  cash  from  the  increased  eq- 
uity in  their  homes  in  the  second  half. 

History  shows  that  consumers  tend  to  spend  about 
half  of  this  cash  immediately.  In  addition,  home  equity 
loans  have  surged.  So  despite  ongoing  job  worries, 
households  may  still  be  able  to  bring  some  holiday 
cheer  to  retailers  in  the  fourth  quarter. 

ANOTHER  UNEXPECTED  BOOST  to  third  quarter 
growth  could  come  from  net  exports.  Real  GDP  growth 
could  even  hit  4%  if  the  July  improvement  in  the  trade 
deficit  continues  into  the  fall.  The  trade  gap  widened  in 
the  second  quarter  in  part  because  U.S.  companies 
ordered  imports  in  anticipation  of  a  longshoremen 
strike.  Now  that  a  strike  has  been  averted,  import 
growth  should  ease  back  to  its  long-term  trend.  Indeed, 
a  1%  drop  in  imports  contributed  to  the  fall  in  July's 
trade  gap,  to  $34.6  billion  from  $36.8  billion  in  June. 

Some  of  that  import  buildup  went  into  inventories, 
especially  at  retailers  and  wholesalers  (chart).  After 
declining  steadily  since  early  2001,  total  business  in- 
ventories have  increased  for  three  months  in  a  row,  in- 
cluding July's  0.4%  gain.  Business  sales  jumped  1.2%  in 
July,  so  the  ratio  of  stockpiles  to  sales  continued  to  fall 
to  a  point  below  its  long-term  trend.  That  suggests, 
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even  with  the  extra  import  stocking,  inventories  are 
generally  at  or  perhaps  below  their  desired  levels.  If  so, 
U.S.  manufacturing  could  benefit  from  a  pickup  in  or- 
ders next  quarter. 

Right  now,  though,  the  factory  sector  has  hit  a  dry 
patch.  Industrial  production  fell  0.3%  in  August.  Factory 
output  alone  slipped  0.1%.  Although  real  GDP  could  be 
growing  three  times  as  fast  as  it  did  in  the  second 
quarter,  factory  output  probably  isn't  rising  any  better 
than  its  3.6%  rate  of  the  spring  quarter. 

WHAT'S  HOLDING  BACK  MANUFACTURING?  Three 

factors  are  coming  into  play  now,  and  unfortunately, 
they  may  stick  around  for  a  while.  First,  manufacturers 
are  grappling  with  uncertainty,  not  just  from  scandals 
and  war  tensions  but  also  over  the  strength  in  de- 
mand. As  a  result,  factories  are  still  filling  orders  from 
inventories  rather  than  ramping  up  production  or  hiring 
new  workers.  Even  as  retailers  and  wholesale  distrib- 
utors built  up  inventories,  factory  stockpiles  so  far  this 
year  are  down  at  a  4.4%  annual  rate. 

Second,  most  capital-spending  projects  remain  on 
hold,  another  offshoot  of  the  uncertainty  hanging  over 
the  uneven  recovery.  Capital-goods  output  accounts 
for  about  13%  of  industrial  production,  less  than  half  of 
the  share  for  consumer  products,  but  it  is  far  more 
volatile.  A  boom  in  capital  spending  adds  greatly  to  to- 
tal output. 


ITALY 


IMPORTS  CONTINUE  TO 
OUTPACE  EXPORTS 


That's  not  happening  now.  Output  of  business  equi 
ment  fell  0.3%  in  July  and  0.4%  in  August.  Deman 
has  been  hurt  by  the  problems  at  the  airlines,  th 
telecom  bust,  and  overcapacity  in  many  industrie; 
Factories  themselves  are  using  only  74.4%  of  their  fal 
cilities.  But  until  business  investment  turns  the  cornei 
factory  output  won't  show  any  signs  of  acceleration 

The  third  drag  on  manufac- 
turing is  the  influx  of  imports 
(chart).  Although  the  dollar 
has  declined  this  year,  it's  still 
strong  enough  that  most  U.  S. 
goods  are  competing  against 
cheaper  foreign-made  goods. 
So  imports  are  growing  at  a 
faster  pace  than  U.  S.  exports 
and  U.S.  production  of  simi- 
lar goods.  In  the  year  ended 
in  the  second  quarter,  U.S. 
output  of  consumer  goods  edged  up  0.3%,  but  simila 
imports  jumped  82%.  Output  of  business  equipment  fe 
9.4%,  but  capital-goods  imports  were  off  only  0.9% 

Foreign  trade's  drag  on  manufacturing  will  not  g 
away  soon.  And  the  factory  sector's  weakness  is  a  ke; 
reason  this  recovery  remains  patchy.  The  third  quarter 
shaping  up  to  be  a  pleasant  surprise.  But  with  war  st 
not  out  of  the  picture  and  the  stock  market  wobbly, 
fourth  quarter  could  bring  another  disappointment. 
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GROWTH  SLOWS  TO  A  STROLL 


Italy  seems  unlikely  to  hit  its 
government's  growth  target  for 
this  year.  And  the  shortfall  could 
cause  big  fiscal  problems  later  on. 
In  its  revised  figures  for  second- 
quarter  gross  domestic  product, 
Italy's  statistics  bureau, 
ISTAT,  left  real  GDP 
growth  unchanged — at 
0.2%  from  the  first 
quarter.  While  exports 
did  well,  consumer 
spending  slowed,  and 
business  investment 
fell.  Worse  still,  the  lat- 
est data  suggest 
growth  isn't  picking  up 
in  the  second  half.  In- 
dustrial orders  are  dropping,  con- 
sumer confidence  is  close  to  a  five- 
year  low,  and  business  sentiment 
in  August  held  at  a  six-month  low. 
Companies  are  cautious  about  fu- 
ture orders  and  production  plans. 


NO  BALANCED  BUDGET 
IN  ITALY'S  FUTURE 

3 

BUDGET  DEFICIT  AS  A 
PERCENT  OF  GDP 
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Since  Italy's  economy  barely 
rose  in  the  first  half,  growth  will 
fall  short  of  the  government's  tar- 
get of  1.3%  for  all  of  2002.  In- 
stead, real  GDP  will  probably  edge 
up  by  0.5%.  The  weak  outlook  is 
the  same  across  the 
rest  of  the  euro  zone. 
Even  so,  the  Euro- 
pean Central  Bank 
kept  interest  rates  on 
hold  at  its  Sept.  12 
meeting. 

Despite  slow  eco- 
nomic growth,  Italian 
inflation  is  creeping 
up.  Consumer  prices 
rose  2.4%  in  the  year 
ended  in  August,  up  from  2.2% 
in  June,  and  consumer  groups 
have  protested  that  the  official 
index  undercounts  the  price 
hikes  faced  by  shoppers  after 
Italian  retailers  switched  over 


to  the  euro  early  this  year. 

Sluggish  economic  activity 
means  that  Rome  will  be  hard- 
pressed  to  meet  the  European 
Union's  directive  that  members  of 
the  euro  zone  have  a  balanced 
budget  by  2004.  The  government's 
target  now  calls  for  a  budget 
deficit  of  no  more  than  1.1%  of 
GDP  this  year  and  falling  away  to 
zero  by  2004.  But  a  survey  com- 
piled by  trade  group  Confindus- 
tria  shows  that  private  economists 
expect  a  ratio  of  1.8%  in  2002  and 
holding  at  1.4%  in  2003  and  2004. 

Italy  is  not  the  only  European 
country  facing  such  fiscal  binds. 
But  it  has  historically  had  one  of 
the  most  profligate  governments, 
so  reining  in  spending  wall  prove 
difficult.  And  now,  Rome  cannot 
count  on  faster  growth  to  gener- 
ate the  tax  revenues  needed  to 
balance  the  books.  ■ 
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CUSTOMERS  ARE 
AN  INVESTMENT. 

MAXIMIZE  YOUR  RETURN 


PeopleSoft  Customer  Relationship  Management  lets  you  capitalize  on  every  customer 
interaction  across  your  enterprise. 

Only  PeopleSoft  CRM  provides  real-time  information  on  all  aspects  of  your  customer  relationships.  It  integrates 
1  business  processes  seamlessly  across  your  organization  to  determine  the  most  profitable  ways  to  manage 
customers.  Simply,  PeopleSoft  CRM  turns  every  point  of  customer  contact  into  a  profit  opportunity. 

Learn  more  by  visiting  us  at  www.peoplesoft.com/crm  or  call  1-888-773-8277. 
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Supply  Chain 
Management 


Financial  Management 
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Human  Capital 
Management 


Application 
Infrastructure 


1  2002  PeopleSolt.  Inc  PeopleSoft  is  a  registered  trademark  ot  PeopleSoft  Inc 


News:  Analysis  &  Commentary 


THE  EDUCATED 
UNEMPLOYED 


The  jobless  rate 
for  managers 
and  professionals 
is  likely  to  rise 

At  first  glance,  the  U.S.  labor 
market  looks  in  surprisingly 
good  shape.  The  latest  report 
from  the  Bureau  of  Labor  Sta- 
tistics shows  that  payroll  em- 
ployment has  risen  four 
straight  months.  And  unemployment  fell 
in  August  to  5.7%,  a  number  that  would 
have  looked  great  during  the  late  1970s, 
'80s,  and  early  '90s,  when  unemploy- 
ment rarely  dropped  below  6%,  even  in 
good  times. 

But  just  as  high  stock  prices  in  early 
2000  concealed  a  troubled  equity  mar- 
ket, today's  good  employment  numbers 
mask  a  fundamentally  weak  labor  mar- 
ket. Unless  something  happens  to  alter 
the  economic  equation — such  as  an  un- 
expected surge  of  growth — the  next  six 
months  to  a  year  are  likely  to  see  a 
sharp  rise  in  unemployment,  especially 
among  the  skilled  and  educated  workers 
who  were  the  prime  beneficiaries  of  the 
1990s  boom.  That's  on  top  of  the  small 
raises  and  soaring  benefit  costs  that  are 
already  hitting  employees  (page  39). 

Here's  why  joblessness  is  likely  to 
rise:  Across  the  board,  companies  are 
facing  an  unholy  trio  of  low  profits, 
weak  demand,  and  falling  prices — with 
no  relief  in  sight.  Revenues  for  the  com- 
panies in  the  Standard  &  Poor's  500- 
stock  index  are  down  2%  over  the  past 
year,  adding  to  the  pressure  on  busi- 
nesses to  cut  costs  by  cutting  work- 
forces. At  the  same  time,  productivity  is 
soaring  at  a  rapid  clip — a  6%  gain  over 
last  year  at  nonfinancial  corporations. 
That's  allowing  businesses  to  meet  flat 
demand  with  fewer  workers. 


Even  more  distressing,  some  of  the 
sectors  where  the  job  market  has 
stayed  relatively  strong — including 
health,  education,  finance,  and  retailing, 
which  together  make  up  about  40%  of 
the  total  workforce — are  showing  signs 
of  cracking.  And  the  already  grim  labor 
picture  in  the  airline,  energy,  technology, 
telecom,  and  media  sectors — some  7% 
of  the  workforce — keeps  deteriorating. 

There  are  plenty  of  indicators  that  the 
labor  market  is  worsening.  In  the  week 
ending  Sept.  7,  the  number  of  initial  un- 
employment claims  hit  426,000,  the  high- 
est level  in  more  than  four  months,  ac- 
cording to  the  Labor  Dept.  And  even 
after  more  than  a  year  of  cutbacks 
throughout  the  economy,  announcements 
of  further  layoffs  keep  coming.  On  Sept. 
17,  Charles  Schwab  &  Co.,  the  giant 
discount  broker,  said  it  will  cut  ^^^ 
1,800  workers,  10%  of  its  staff. 
And  already  hard-hit  companies  such 
as  Delta  Air  Lines  Inc.  and  Lucent  Tech- 
nologies Inc.  have  announced  that  they, 
too,  are  considering  more  cuts.  "A  lot  of 
companies  that  didn't  make  moves  earlier 
are  scrambling  to  meet  their  numbers 
by  the  end  of  year  and  are  now  letting 
people  go,"  says  Linda  S.  Paulk,  president 
of  Dallas-based  Snelling  &  Snelling  Inc., 
one  of  the  country's  largest  employment 
agencies.  Especially  for  mid-  and  senior- 
level  execs,  adds  Paulk,  "it's  the  worst  la- 
bor market  we've  ever  seen." 

This  is  the  dark  side  of  the  produc- 
tivity boom.  During  the  second  half  of 
the  1990s,  output  per  worker  rose,  but 
soaring  demand  and  revenues,  driven 
in  part  by  the  technology  and  telecom 
boom,  helped  boost  hiring  and  push 
down  the  unemployment  rate  below  4%. 
Wages  and  bonuses  soared,  and  it 
seemed  like  a  golden  age  for  workers. 

But  rising  productivity  without  rising 
demand  is  a  recipe  for  disappearing  jobs. 


If  companies  can't  raise  prices,  the 
only  way  they  can  boost  profits  is  to 
cut  Workers — and  higher  productivity 
makes  that  possible. 

Moreover,  because  the  slowdown  i 
focused  on  industries  that  employ 
highly  educated  workforce,  most  of  th<| 
pain  is  being  felt  by  professionals  an< 
managers  rather  than  the  blue-colla 
and  service  workers  who  absorbed  th 
brunt  in  the  past.  The  unemploymen 
rate  for  managers  and  professionals  ha 
jumped  to  3.1%,  just  below  its  peak  ley 


el  of  the  early  1990s,  during  the 
called  white-collar  recession.  By  com 
parison,  the  unemployment  rate  fo 
unskilled  blue-collar  workers  stands 
about  8%,  no  higher  than  its  averag< 
for  the  whole  1990s  and  far  below  th< 
11.6%  rate  it  hit  in  1992.  Indeed,  th. 
number  of  blue-collar  unemployed  ha 
fallen  by  280,000,  or  10%,  since  the  be 
ginning  of  the  year.  Workers  with 
bachelor's  degree  or  some  college  edu 
cation  now  make  up  almost  50%  of  un 
employed  workers  25  years  and  oldei 
That's  up  from  37%  in  1992. 

Many  of  these  workers  are  having 
tough  time  finding  new  jobs.  D.  Scot 
Burton,  35,  a  corporate-finance  con 
sultant  in  Austin,  Tex.,  was  laid  of 
from  Internet  consultant  marchFiRS 
in  March,  2001.  He  has  spent  the  pas 
16  months  following  up  job  leads,  witi 
no  success.  "I'm  petered  out,"  say 
Burton.  "You  just  survive  lead  to  lead. 


IN  CONTRAST,  THE  NUMBER  OF  BLUE-COLLAR  WORt  I 
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It  could  get  a  lot  worse.  The  pool  of 
educated  workers  is  growing  much 
faster  than  the  supply  of  less-educated 
workers.  Over  the  past  two  years,  the 
number  of  college-educated  Americans 
over  age  25  has  risen  at  a  3%  annual 
rate,  vs.  0.9%  for  the  adult  population 
overall.  That  means  the  economy  must 
create  a  large  number  of  new  high-end 
jobs  just  to  keep  the  white-collar  un- 
employment rate  from  rising  more. 

What  has  kept  the  educated  job  mar- 
ket from  falling  off  the  cliff  so  far  is 
continued  hiring  by  some  key  indus- 
tries. Health  care  has  added  more  than 
300,000  new  jobs  over  the  past  year, 
while  elementary  and  high  schools  took 
on  200,000  additional  teachers  as  enroll- 
ments soared.  Banks  and  mortgage 
bankers  have  added  60,000  workers  to 
deal  with  the  refinancing  boom.  And 
while  retailing  overall  has  shed  jobs, 
the  buying  binge  of  the  past  year  has 
led  to  the  hiring  of  new  salespeople  and 
managers  at  home-supply  and  furni- 
ture stores  and  auto  dealers. 

But  these  sectors  have  probably 
hit  their  limit.  Future  education  hir- 
ing will  be  constrained  by  tight 
state  and  local  budgets  as  tax  rev- 
enues fall  off.  And  the  latest  pro- 
jections from  the  Education  Dept. 
suggest    that    enrollments    for 
kindergarten  through  8th  grade 
have  topped  out,  lessening  the 
need  for  more  teachers. 

In  financial  services,  banks  are 
squeezed  by  soaring  labor  costs 
and  damage  from  bad  debts.  In 
the  past  year,  banking  wages 
and  benefits  are  up  a  stunning 
6.7%,   as   strong   earnings   at 
many  banks   enable  them  to 
keep  boosting  pay.  But  bank- 
ing giant  J.  P.  Morgan  Chase 
&  Co.  just  announced  that 
profits  will  miss  forecasts 
due  to  big  loan  losses 
and  shrinking  trading 
volumes,    suggesting 
bad   news   ahead   for 
the  banking  sector  and 
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its  employees.  "Unfortunately,  there  will 
be  more  layoffs,"  says  Alan  Johnson,  a 
Wall  Street  compensation  consultant. 
"Business  is  a  lot  slower  than  [banks] 
hoped  it  would  be." 

Signs  of  danger  are  also  apparent  in 
retailing,  which  faces  the  specter  of  a 
weak  holiday  season  and  competition 
from  Wal-Mart  Stores  Inc.  and  other 
discounters.  Retailers  are  likely  to  cur- 
tail hiring,  from  supervisors  to  sales 
help.  Even  health-care  companies  may 
see  slower  revenue  growth  as  customers 
try  to  hold  the  line  on  costs. 

Nor  is  there  any  hope  that  tech  or 
telecom  will  become  sources  of  new  jobs 


anytime  soon.  With  capital  spending  still 
stagnant,  tech  companies  are  still  in 
shrink  mode.  Cisco  Systems  Inc.  has 
trimmed  its  head  count  by  5%,  or  2,000 
workers,  in  the  past  year,  through  at- 
trition and  a  hiring  freeze,  still  in  effect. 
Weakness  in  Web  advertising  is  hitting 
companies  such  as  Yahoo!  and  cnet 
Networks  Inc.,  which  recently  axed  10% 
of  its  workforce.  And  the  telecom  in- 
dustry, still  in  trouble,  "will  continue  to 
reduce  labor  until  the  market  reaches 
equilibrium — and  that  won't  be  anytime 
soon,"  says  F.  Duane  Ackerman,  chair- 
man and  CEO  of  BellSouth  Corp. 

That  doesn't  mean  there  aren't  bright 


spots.  Stephen  D.  Newton  of  Russel| 
Reynolds  Associates  Inc.  in  Houston, 
headhunter  who  specializes  in  placing 
finance  execs  at  energy  companies,  sayl 
he's  seeing  job  opportunities  at  "mid 
cap  level"  companies — those  whose  sale 
range  from  $500  million  to  $1  billion. 

Still,  that's  hardly  enough  to  kee] 
the  unemployment  rate  down.  Unles  - 
the  labor  market  perks  up  soon,  it  coul< 
be  a  long,  cold  winter  for  job  hunters. 

By  Michael  J.  Mandel,  with  Emit 
Thornton  in  New  York,  Stephanie  An  s 
derson  Forest  and  Andrew  Park  v,  t. 
Dallas,  Ben  Elgin  in  San  Mateo,  Calif 
and  Charles  Haddad  in  Atlanta 


BOEING'S  BIG  WIN:  ITS  TOO  SOON  TO  CB0W 


&-' 


Boeing  Co.  took  a  hard  line  in 
contract  negotiations  with  its 
25,000  unionized  machinists. 
Management  refused  even  to  talk 
about  altering  its  final  offer,  infuriat- 
ing rank-and-file  workers  upset  about 
the  concessions  they  felt  they  were 
forced  to  accept.  In  the  end,  howev- 
er, the  company  avoided  a  show- 
down. On  Sept.  13,  the  strike  option 
drew  62%  of  union  votes — just  five 
percentage  points  shy  of  the  two- 
thirds  required  for  a  walkout. 

The  new  contract  could  mark  a 
turning  point  in  Boeing's  multiyear  ef- 
fort to  stanch  its  market-share  losses 
to  rival  Airbus  Industrie.  For  the  first 
time  in  decades,  the  aerospace 
giant's  labor  costs  could  actual- 
ly decline  after  inflation,  saving 
hundreds  of  millions  of  dollars 
over  the  next  three  years.  What's 
more,  management  won  greater  free- 
dom to  subcontract  work  to  nonunion 
and  overseas  companies,  as  well  as 
the  ability  to  slash  costs  further  by 
using  vendors  to  deliver  parts  right 
to  the  factory  floor.  Although  bad 
blood  over  the  contract  may  hurt 
morale,  for  now  execs  are  happy  to 
have  a  victory  in  hand. 
Says  Alan  R.  Mulally, 
CEO  of  Boeing's  com- 
mercial plane  division: 
"The  total  package  is 
the  envelope  we  need 
to  improve  our  com- 
petitiveness." 

Boeing  badly  needs  a 
leg  up  in  its  battle  with 
Airbus.  The  European 
consortium  has  a  newer 
production  system, 


THE  NEW  DEAL 
LOWER  LABOR  COSTS 

AVERAGE  HOURLY  WAGES  AND  BENEFITS 
PER  MACHINIST* 
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S29.69  W9  $34.33 

*ln  2002  dollars,  assuming 
3%  annual  inflation 


Data:  International  Assn.  of  Machinists 
BusinessWeek 


which  has  let  it  streamline 
factories  and  become  more 
efficient  than  Boeing.  Air- 
bus also  gets  subsidies  of 
various  sorts  from  the  European  gov- 
ernments that  still  support  it. 

Now,  Boeing  can  count  on  lower 
costs  to  keep  it  in  the  running.  In- 
deed, the  new  pact  with  the  Interna- 
tional Association  of  Machinists  could 
cut  Boeing's  total  labor 
bill,  adjusted  for  infla- 
tion, after  years  of 
steady  increases.  Under 
the  four-year  contract 
just  expired,  the  iam's 
average  hourly  wages 
and  benefits  jumped  by 
an  inflation-adjusted 
4.3%  a  year,  to  $34.79 
an  hour  in  2002,  accord- 
ing to  the  union.  Ad- 
justing for  inflation  pro- 


jected to  average  3%  annually  over 
the  life  of  the  three-year  contract, 
Boeing's  labor  costs  will  fall  to  just 
$34.33  by  2005,  the  iam  figures.  "This 
is  why  Boeing's  popping  champagne 
and  not  returning  our  phone  calls," 
says  one  union  official. 

The  dollar  savings  could  be  even 
higher  if  Boeing  can  use  its  knock- 

A  new  machinists'  pact  will  help 
rein  in  payrolls.  But  it  could 
harm  morale-and  productivity 

out  win  against  its 
largest  union  to  cut 
labor  expenses  else- 
where. Labor  ac- 
counts for  a  third  of 
its  total  costs.  Next 
up  is  the  22,000-mem- 
ber  Society  of  Profes- 
sional Engineering 
Employees  in  Aero- 
space. It  begins  talks  on  Oct.  29  over 
a  contract  that  expires  on  Dec.  1, 
and  leaders  are  bracing  for  a  tough 
battle.  "There's  got  to  be  a  better 
way  to  do  this,"  says  speea  Execu- 
tive Director  Charles  Bofferding. 

Still,  Boeing  execs  must  make  sure 
that  victory  doesn't  come  at  too  high 
a  price.  Deteriorating  morale  could 
hurt  productivity.  The  question  is 
whether  the  savings  will  offset  the 
possibility  of  lost  efficiency  gains. 
With  the  new  contract,  Boeing  has  a 
shot  at  emerging  in  much  better 
shape  than  it  has  been  in  for  years. 
But  Mulally  will  have  to  massage  a 
wounded  workforce  to  make  sure  he 
gets  there. 

By  Stanley  Holmes  in  Seattle 


38  BusinessWeek  /  September  30,  2002 


* 


HE  WORKPLACE 


GOING  SIDEWAYS  ON 
THE  CORPORATE  LADDER 

tfore  workers  are  stuck  in  the  same  jobs  at  the  same  pay 


Bteven  E.  Gross,  a  U.S.  compensa- 
tion expert  at  New  York-based 
William  M.  Mercer  Consulting,  has 
>een  getting  lots  of  phone  calls  lately 
rom  clients  at  large,  publicly  traded 
ompanies.  These  addled  human-re- 
ources  chiefs  have  been  consumed  with 
»ne  question:  If  they  cut  raises  to  help 
lefray  the  costs  of  runaway  hikes  in 
lealth  care — an  unpopular  trade-off  they 
an  consider  only  because  of  the  lousy 
ob  market — how  much  will  employee 
norale  suffer? 

That  calculation  is  going  on  all 
.cross  the  business  world  right  now. 
^.nd,  invariably,  the  answer  appears 
to  be:  Go  ahead,  grab  back  what  you 
an  from  employees.  With  job  growth 
iat,  workers  have  little  choice  but  to 
ccept  what's  offered.  The  coming 
queeze  is  apt  to  be  all  the  more 
iainful  because  it  comes  on  the  heels 
f  average  raises  for  salaried  employ- 
es of  just  3.6%  in  2002— the  smallest 
ike  in  25  years,  according  to  a  recent 
jurvey  of  1,045  large  public  companies 
y  compensation  consultants  Hewitt 
jlssociates.  For  salaried  workers  who 
Iren't  in  hot  sectors  such  as  utilities, 
pharmaceuticals,  and  health  care,  pay 
ikes  could  shrink  to  as  low  as  3%  in 
003 — if  they  get  any  raise  at  all, 
redicts  Gross. 

Call  it  the  sideways  labor  market, 
Drmerly  known  as  the  corporate  lad- 
i 

A  BIGGER  BITE 

Think  this  year  was  tough  on 
employees?  Wait  until  next  year. 


der.  Rather  than  climbing,  many  ambi- 
tious workers  now  find  themselves 
treading  water  in  the  same  jobs  at 
much  the  same  pay.  The  combination  of 
stalled  pay  and  spikes  in  health-care 
costs,  together  with  decimated  retire- 
ment accounts,  nonexistent  promotions, 
and  battered  bonuses  and  options,  has 
left  many  workers  feeling  as  if  they  are 
stuck,  if  not  falling  behind.  "The  budget 
is  so  small,  you  can  only  do  so  much," 
says  Karl  Fischer,  vice-president  for 
compensation  and  benefits  at  Marriott 
International  Inc. 

Nowhere  are  workers  getting  hit 
harder  than  in  their  health-care  costs. 
Next  year's  overall  premiums — which 


►  After  average  raises  of  just  3.6% 
in  2002— the  smallest  hike  in  25 
years — salaried  workers  will  likely 
see  hikes  of  just  3%  next  year 

►  Up  to  a  third  of  companies 
will  freeze,  delay,  or  cut 
raises  further 


►  Health-care  premiums 
rose  13%  in  2002 
and  could  increase 
as  much  as  18% 
next  year 


Data:  William  M  Mercer, 
Segal  Co.,  Hewitt 


are  charged  to  employers,  then  often 
passed  on  to  workers — are  likely  to 
increase  an  average  15%.  That's  on  top 
of  a  13%  jump  in  2002,  the  largest 
since  1990.  Even  worse,  no  relief  is 
in  sight,  with  experts  predicting  dou- 
ble-digit annual  premium  hikes  for  sev- 
eral years. 

Those  increases  have  many  compa- 
nies scrambling  to  rein  in  outlays.  As  a 
result,  many  are  shifting  more  of  the 
cost,  risk,  and  responsibility  for  health- 
care coverage  to  employees.  At  Dow 
Chemical  Co.  in  Midland,  Mich.,  an  em- 
ployee with  family  coverage  will  pay 
$118  a  month  next  year,  up  37%  from 
this  year's  $86  a  month. 

Companies  are  shifting  the  burden 
to  workers  in  more  subtle  ways,  too. 
Typically,  a  large  company  picks  up 
about  75%  to  80%  of  the  cost  of  the  to- 
tal premium.  Now,  many  companies  are 
lowering  the  amount  of  the  premium 
they  pay  by  1%  to  2%  per  year.  In  ad- 
dition, many  companies  are  asking  work- 
ers to  shoulder  higher  deductibles  and 
payments  for  doctor  visits.  Add  it  all 
up,  and  for  many  workers,  rising  health- 
care costs  will  cancel  out  whatever  small 
raises  they  pocket. 

For  managers  who  grew  accustomed 
to  the  lavish  pay  packages  of  the  bull 
market,  the  new  reality  is  especially 
harsh.  At  tech  companies  such  as  Intel 
Corp.  and  at  many  Wall  Street  firms, 
senior  managers  who  made  the  bulk 
of  their  salary  in  performance  bonuses 
during  the  boom  have  seen  their  pay 
fall  by    as  much  as  60%  or  more  in 
recent  years.  And  forget  about  such 
perks  as  stock  options.  Given  the 
pressure    to    treat    options    as 
an  expense,  experts  say  compa- 
nies   will    now    be    less    generous 
with  them. 

What's  more,  pay-for-perform- 
ance  programs  have  done  away 
with  the  era  of  across-the-board  rais- 
es. Far  more  than  in  the  past,  com- 
panies are  using  their  paltry  salary 
pools  to  reward  stars  with  relatively 
meaty  raises.  "Companies  are  aggres- 
sively managing  their  compensation 
dollars  toward  their  best  per- 
formers," says  Rick  Beal,  a 
r  v     pay  consultant  at  Wash- 
es*   ington-based       Watson 
Wyatt  Worldwide,  a  hu- 
man-resources consulting  firm. 
'That  means  some  people  will  get 
zero."  Still,  these  days,  a  0% 
L    raise  is  a  whole  lot  better 
&^^^  than  pounding  the  pave- 
ment   in    search    of    a 
new  job. 

By  Michelle  Conlin 

in  New  York,  with 

Michael  Arndt  in  Chicago  and 

Andrew  Park  in  Dallas 
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COMMENTARY 


By  William  C.  Symonds 


TYCO:  HOW  DID  THEY  MISS  A  SCAM  SO  BIG? 


While  ceo  of  Tyco  Inter- 
national Ltd.,  L.  Den- 
nis Kozlowski  often  in- 
vited journalists,  analysts,  and 
others  to  the  company's  unas- 
suming corporate  offices  in 
Exeter,  N.  H.  Visitors  were 
impressed  by  Kozlowski's  as- 
sertion that  frugality  inspired 
him  to  run  one  of  the  world's 
largest  companies  out  of  a 
modest,  two-story  wooden 
structure.  "We  don't  believe 
in  perks,"  Kozlowski  once  told 
BusinessWeek.  "Not  even 
executive  parking 
spots." 

Today,  with  Koz- 
lowski accused  by  the 
Securities  &  Ex- 
change Commission  of 
running  his  company 
like  a  "private  bank" 
and  lavishing  hun- 
dreds of  millions  in  unautho- 
rized loans  and  exorbitant 
gifts  on  himself  and  his  lieu- 
tenants, his  frugal  image  has 
been  shattered.  Tyco's  former 
ceo  will  be  remembered  as 
one  of  the  great  corporate  hood- 
winkers.  In  his  wake,  he  has  left  a 
host  of  questions,  the  most  important 
being  how  he  managed  to  preside  for 
seven  years  over  what  prosecutors 
call  "a  criminal  enterprise."  Why  did 
no  one  see  through  the  scam — not  the 
Tyco  board;  not  PricewaterhouseCoop- 
ers,  Tyco's  outside  auditor;  and  not 
even  the  sec,  which  probed  Tyco's  ac- 
counts in  2000? 

It  is  becoming  increasingly  clear 
that  Tyco  was  not  run  or  structured 
like  any  other  company.  Even  as  it 
ballooned  to  a  $36  billion  giant  with 
over  200,000  employees,  Kozlowski  al- 
lowed only  a  relative  handful  of  trust- 
ed lieutenants  to  work  with  him  at 
Tyco's  headquarters  operations,  tme 
Management  Inc.  Tyco's  once-heralded 
lean,  mean  management  structure 
now  looks  more  like  a  setup  designed 
to  keep  out  prying  eyes.  Within  his 
inner  sanctum,  Kozlowski  reigned 
supreme:  He  never  appointed  a  presi- 
dent and  handpicked  his  top  man- 
agers, insuring  that  they  were  cut 
from  his  own  mold:  "smart,  poor,  and 


board  would  also  have  required  close 
monitoring  of  any  transactions.  And  it 
could  have  objected  to  the  decision  to 
give  the  finance  department,  rather 
than  the  general  counsel,  responsibili- 
ty for  Tyco's  sec  filings.  "That's  highly 
unusual,"  says  John  Coffee,  a  law  pro- 
fessor at  Columbia  University. 

Given  that  many  of  Tyco's 
supposedly  independent  direc- 
tors had  direct  financial  deal- 
ings with  the  company,  it's  lit- 
tle surprise  that  the  board 
lacked  vigilance.  One  director, 
for  instance,  Joshua  M. 
Berman,  was  receiving  $360,000 
annually  for  "legal  services,"  according 
to  sec  filings.  But  that  pales  com- 
pared with  the  $20  million  fee  Koz- 
lowski paid  to  "lead  director"  Frank 
E.  Walsh  Jr.  for  his  services  in  help- 
ing to  arrange  Tyco's  disastrous  2001 
acquisition  of  commercial-finance  com- 
pany cit  Group. 

Board  members  are  hardly  the 
only  ones  who  blew  it.  Why  didn't 

Kozlowski  would  never 
have  been  able  to  get  away 
with  so  much  for  so  many  years  if  Tyco's  board,  its 
auditors,  and  the  SEC  had  done  their  jobs  and  looked  out 
for  investors 

EX-GENERAL  COUNSEL  MARK  BELNICK,  KOZLOWSKI,  AND  FORMER  CFO  MARK 
SWARTZ  AT  FEDERAL  COURT  IN  NEW  YORK  ON  SEPT.  12 


wants-to-be-rich,"  as  he  once  said. 
But  that  cunning  structure  is  no 
excuse  for  the  seemingly  willful  blind- 
ness exercised  by  other  key  Tyco 
players.  Indeed,  there's  plenty  of 
blame  to  go  around  in  the  sorry  saga. 
The  most  egregious  failure  of  over- 
sight occurred  on  Tyco's  board.  True, 
Kozlowski  apparently  went  to  enor- 
mous lengths  to  keep  outside  direc- 
tors in  the  dark:  He  took  control  of  all 
information — including  internal  au- 
dits— that  usually  go  to  a  board.  But 
that,  in  and  of  itself,  should  have  been 
a  red  flag.  An  alert  board  would  have 
insisted  on  hearing  directly  from  in- 
ternal auditors,  not  from  Kozlowski. 
Having  approved  a  corporate  loan 
program  for  top  executives,  a  vigilant 


PwC  catch  wind  of  the  massive  loans 
and  self-dealing  that  Kozlowski  and 
others  allegedly  engaged  in?  "You 
would  think  that  if  the  auditors  could 
spot  anything,  it  would  be  the  loans" 
to  corporate  execs,  says  Columbia's 
Coffee. 

Moreover,  given  the  potential  for 
abuse,  the  outside  auditors  "should 
have  reviewed  all  transactions  be- 
tween the  company  and  its  officers," 
argues  Philip  Livingston,  ceo  of 
Financial  Executives  International,  a 
professional  association  of  chief  finan- 
cial officers.  Such  a  standard  review 
could  have  uncovered  how  these  loans 
had  mushroomed  far  beyond  anything 
the  board  authorized.  PwC  says 
"ethical  obligations"  to  Tyco  pro- 
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MESSAGING 

PLAY 


WIN  WITH  SPEED:  No  question  about  it.  Whether  it's  on  a  PDA 
or  a  PC,  the  faster  your  workforce  can  exchange  ideas,  the  faster 
they  can  act  on  them. 

WIN  WITH  LOTUS:  As  the  leader  in  business  instant  messaging, 
Lotus  Sametime"  helps  you  locate  and  communicate  with 
the  people  you  need,  instantly  and  securely.  Lotus.  Part  of  our 
software  portfolio  including  DB2,sTivoliK  and  WebSphere* 

MAKE  THE  PLAY:  Visit  ibm.com/lotus/team  for  a  Webcast 
on  instant  messaging  and  its  effects  on  speed  of  collaboration. 


FAILED  ATTEMPT 
AT  HUMOR 


p  business  is  the  game.  Play  to  win: 


Mbit  it  from  discussing  the  case. 

Early  on,  the  sec  also  missed  a 
key  chance  to  unearth  Tyco's  seamy 
underside — and  to  prevent  itself 
from  being  used  to  deflect  critics  of 
Tyco's  accounting.  The  agency  spent 
months  investigating  Tyco  after 
questions  arose  about  its  books  in 
late  1999,  but  it  never  got  wise  to 
Kozlowski's  alleged  manipulations. 

True,  the  sec  was  focused  on  en- 
tirely different  issues — namely, 
whether  the  company  was  using  its 
merger-related  accounting  to  inflate 
its  results.  An  sec  spokeswoman 
says  that  if  it  tried  "to  reconstruct 
every  item  in  a  company's  books, 
we'd  do  only  three  cases  a  year." 
But  critics  argue  that  the  agency 
should  have  looked  more  broadly  at 
Tyco.  Taking  a  hard  look  at  Tyco's 
internal  auditing  procedures  as 
part  of  its  investigation,  for  exam- 
ple, would  likely  have  have  raised 
questions  about  its  unusual  prac- 
tices. "They  had  too  narrowly  de- 
fined the  problem,"  says  Jeffrey  A. 
Sonnenfeld,  associate  dean  of  exec- 
utive programs  at  the  Yale  School 
of  Management.  Instead,  the  sec 
effectively  signed  off  on  Tyco's 
books — a  fact  that  company  execu- 
tives trumpeted  loudly  whenever 
further  doubts  arose  about  its 
numbers. 

The  din  of  questions  is  louder 
than  ever.  Edward  D.  Breen,  Tyco's 
new  ceo  and  chairman,  will  have 
trouble  convincing  investors  that 
the  previous  management  didn't  fid- 
dle with  the  company's  operating 
results  as  well.  Breen  has  brought 
in  forensic  accountants  to  help  PwC 
scour  the  numbers  back  to  1999. 
Although  the  review  isn't  expected 
until  late  fall,  Breen  has  told  in- 
vestors there  is  "no  reason  to  be- 
lieve that  there  are  any  material 
adjustments  necessary." 

Skeptics  abound.  "If  Kozlowski 
was  doing  what  he  is  accused  of, 
the  odds  are  pretty  good"  that 
there's  something  wrong  with 
Tyco's  numbers,  says  Charles  L. 
"Chuck"  Hill,  director  of  research 
at  Thomson  Financial/First  Call. 
And  Nicholas  P.  Heymann,  an  ana- 
lyst at  Prudential  Securities  Inc., 
expects  a  big  restatement  of  earn- 
ings in  the  not-too-distant  future. 
So  much  for  the  virtues  of  frugali- 
ty— or  at  least  the  frugality  prac- 
ticed at  Tyco's  now  notorious  wood- 
en headquarters. 

Symonds  has  covered  the  rise 
and  fall  of  Tyco. 
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FAST  FOOD 


YOU  DESERVE 
A  BETTER 
BREAK  TODAY 

McDonald's  ad-and-discount  : 
strategy  leaves  investors  cold 

The  last  time  Sherri  Danner  went  to 
McDonald's,  she  got  cold  fries  and 
not  so  much  as  an  apology.  It  was 
the  final  insult  for  the  Claremont  (Calif.) 
tech-support  worker.  "I  haven't  gone 
there  since,"  Danner  says.  Now,  she 
eats  at  rival  burger  joint  Carl's  Jr. 

McDonald's  is  ticking  off  a  lot  of  din- 
ers these  days,  as  the  company's  unap- 
petizing earnings  amply  demonstrate. 
On  Sept.  17,  ceo  Jack  M.  Green 
berg  cut  earnings  expectations 
for  the  third  quar- 
ter. Now,  Lehman  NOV.,  '99 
Brothers  Inc.  $45.74 
analyst  Mitchell 
Speiser  estimates  that  net 
income  will  be  just  $509 
million  on  revenues  of  $3.97 
billion — a  7%  drop  from  the 
$545  million  it  booked  a  year 
earlier.  While  global  sales  re- 
main weak,  the  company's 
biggest  problems  are  at  home. 
Faced  with  fierce  rivalry  from 
Wendy's  and  Burger  King,  as  well  as 
from  such  "fast-casual"  outlets  as  Panera 
Bread  and  Cosi,  McDonald's  has  been 
unable  to  boost  the  quality  of  its  service 
and  food  fast  enough  to  hang  on  to  its 
customers. 

Greenberg's  answer:  discount,  ad- 
vertise, refurbish.  McDonald's  plans  a 
November  rollout  of  a  dollar  menu 
backed  by  a  $20  million  ad  campaign. 
The  company  also  says  it  will  spend 
up  to  $400  million  to  remodel  its  older 
U.  S.  restaurants. 

Will  it  work?  Investors  don't  think 
so.  On  Sept.  18,  McDonald's  stock  closed 
at  $18.16 — a  seven-year  low.  For 
starters,  McDonald's,  with  its  new  dollar 
menu,  is  merely  playing  catch-up  with 
Wendy's  and  Burger  King.  More  impor- 
tant, investors  fear  that  the  remodel- 
ing effort  could  distract  the  company 
from  its  most  crucial  task:  improving 
its  worsening  service.  For  the  first  time 
this  year,  McDonald's  conceded  that  long 
wait  times  and  surly  employees  were 
hurting  sales.  Says  McDonald's  U.S. 
President  Michael  Roberts:  "We've  got 
to  have  the  right  number  of  crew  on 


the  floor,  well-trained  and  committed  t 
deliver  a  great  McDonald's  experience. 
To  tackle  the  problem,  Greenberg  un 
veiled  a  major  drive  to  improve  servic* 
back  in  February.  McDonald's  execu 
tives  dispatched  field  staff  and  "mys 
tery  shoppers" — a.k.a.  spies — to  evaluate 
food  quality,  cleanliness,  and  service 
But  there  are  few  concrete  signs  o 
progress.  Surveys  of  restaurants  na 
tionwide  found  that  they  met  interna 
speed-of-service  standards  just  46%  o 
the  time.  Improving  service  will  meai 
resolving  the  company's  problem-plague< 
Made  For  You  kitchen  configuration.  In 
troduced  by  Greenberg  three  years  age 
the  new  computerized  kitchens  allov 
McDonald's  to  make  its  sandwiche 
fresh,   rather   than   keeping   batche 


0tEP-FRIEDSTOCir 


Data:  Bloomberg  Financial  Markets 

warming  under  lamps.  They  were     * 
also  supposed  to  simplify  new  produc 
launches. 

Problem  is,  better  food  came  at  tht 
cost  of  speedy  service.  It  simply  take; 
longer  to  cook  individual  orders.  More 
over,  the  kitchen  snafus  have  exacer 
bated  tensions  between  McDonald's  anc 
its  franchisees,  who  own  85%  of  its. 
restaurants.  While  McDonald's  says  thai 
franchisees  who  don't  use  the  kitchen; 
properly  are  to  blame  for  the  problems 
franchisees  complain  that  the  kitchen; 
are  poorly  designed.  And  they  aren'i 
much  happier  with  the  company's  solu 
tion:  Execs  want  store  owners  to  trair 
crews  better  and  hire  more  people  t< 
keep  up  with  orders.  To  that  end,  Mc 
Donald's  is  urging  franchisees  to  staff  uj 
at  lunch  hour,  something  few  are  eagei 
to  do  because  it  would  cut  into  then 
already-slim  profit  margins.  But  unti 
McDonald's  execs  and  franchisees  agra 
on  how  to  address  the  poor  service,  cus 
tomers  will  go  elsewhere  for  their  99< 
hamburgers. 

By  Julie  Forster  in  Chicagi 
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SOCIAL  ISSUES 


MAKING  FAMILY  LEAVE 
FAMILY-FRIENDLY 

California  considers  a  law  that  will  subsidize  new  parents 


In  1993,  Congress  passed  the  Family 
&  Medical  Leave  Act,  which  gave  em- 
ployees the  right  to  12  weeks  of  un- 
paid leave  to  care  for  a  newborn  or  for 
a  sick  family  member.  Now,  family  ac- 
tivists in  more  than  two  dozen  states 
are  pushing  for  the  next  step:  ensuring 
that  workers  can  afford  to  take  time 
off  by  subsidizing  their  leaves. 

On  Aug.  30,  the  California  Legisla- 
ture passed  a  paid-family-leave  law  that 
could  become  the  country's  first.  Gover- 


the  federal  law,"  says  Art  Pulaski,  head- 
of  the  afl-cio's  California  unit,  which 
has  pushed  the  bill  in  that  state. 

Popular  though  the  idea  may  be,  the 
question,  of  course,  is  who  will  pay  for 
the  new  benefit.  The  California  bill 
would  expand  an  existing  program 
caUed  State  Disability  Insurance.  Em- 
ployees could  tap  the  SDI  system  for 
about  half  their  pay,  up  to  a  maximum 
of  $380  a  week,  for  six  weeks,  to  care 
for  a  new  baby  or  a  sick  relative.  The 


\.    & 


have  lobbied  hard  against  it,  calling  it 
"job  killer"  that  would  cost  employe: 
$2  billion  a  year.  Some  companies  b 
lieve  the  program  would  be  difficult 
administer  and  would  encourage  mo 
workers  to  take  leaves.  It  would  < 
create  inequities,  since  all  would  pay 
benefits  only  some  use.  "We're  oppos 
to  this  bill,"  says  Intel  Corp.  spokesmai 
Robert  I.  Manetta.  "Our  understanding  i- 
that  it  will  create  an  extremely  expen 
sive  and  easily  abused  leave  system." 

Small  employers  are  even  more  op 
posed,  because  they  say  the  bill  wouk 
require  companies  with  fewer  than  5( 
employees  to  give  workers  their  job 
back  if  they  take  a  leave — which  the; 
need  not  do  under  the  federal  law. 

But  the  bill's  patrons  say  busines: 
fears  are  overblown.  They  argue  tha 
the  costs  of  fill-in  workers  would  be  off 
set  by  a  decline  in  turnover  and  a  ris< 


PAID  FAMILY  LEAVE? 

Hmr  a  pending  California 
law  wauld  work 

•  The  State  Disability 
Insurance  (SDI)  system 
would  pay  for  up  to 

six  weeks  leave  to  care 
for  a  newborn,  newly 
adopted  child,  or  seriously 
ill  relative 

•  The  benefits  would  equal 
about  half  of  their  salary, 
up  to  a  maximum  of  $380 
a  week 

•  Workers  would  foot  the 
bill  by  paying  an  extra  50c 
a  week  into  the  SDI  fund 


HOME  FRONT:      nor   Gray   Davis   has 
states  have     until  the  end  of  Sep- 
paid-leave  tember  to  sign  or  veto 

laws  pending  it,  or  let  the  bill  be- 
come  law  without  his 
signature.  Although  many  companies 
oppose  the  notion  as  too  burdensome, 
advocates  assume  it  will  become  law, 
given  that  national  polls  show  82%  of 
women  and  75%  of  men  favor  the  idea. 
Either  way,  the  attention  the  issue 
is  getting  in  California  is  likely  to  focus 
national  attention  on  paid  leave.  The 
movement  has  taken  off  since  a  2000 
Labor  Dept.  survey  found  that  78%  of 
those  who  say  they  want  to  use  the 
federal  leave  law  can't  afford  to  do  so. 
Already,  28  states  have  some  kind  of 
paid-leave  law  pending.  "That  was  the 
catalyst  for  a  lot  of  us  to  act — when  we 
realized  that  millions  of  people  can't  use 


funds  wrould  come  from  a  50c-a-week 
hike  in  the  current  SDI  employee  tax. 
Not  everyone  is  thrilled  with  the  plan. 
At  a  newTs  conference  earlier  this  month, 
California  Manufacturers  &  Technology 
Assn.  President  Jack  Stewart  said:  "Cal- 
ifornia would  be  the  first  state  to  pay 
people  to  take  leave  time  off.  It  sets 
up  a  newT  tax  at  the  WTong  time." 

In  an  effort  to  get  business  on  board, 
the  bill's  sponsors  made  some  conces- 
sions. They  agreed  to  halve  the  duration 
of  leave  time  to  be  subsidized,  which 
originally  matched  the  federal  law's  12 
wreeks.  They  also  accepted  that  employ- 
ees should  pay  the  entire  50tf  instead  of 
splitting  it  50-50  with  employers. 

Even  so,  some  business  groups  re- 
main opposed  to  the  legislation.  Both  the 
California  Chamber  of  Commerce  and 
the  Manufacturers  &  Technology  Assn. 


in  retention.  The  reason:  Fewer  worker 
would  quit  wTien  a  new  child  or  medi 
emergency  comes  along.  Proponents  cit 
a  recent  study  by  University  of  Chicago 
economist  Arindrajit  Dube,  which  founc 
that  such  factors  would  save  companie: 
in  the  state  a  total  of  $89  million  a  yeai 
State  taxpayers  would  save  $25  millioi 
a  year,  because  fewer  low-wage  worker 
would  quit  to  take  a  leave  and  wind  uj 
using  welfare  or  food  stamps. 

Advocates  are  now  gearing  up  t< 
push  for  paid  leave  in  the  other  states 
One  early  target:  Massachusetts,  whicl 
passed  a  bill  in  2000  that  GOP  Govemo: 
A.  Paul  Cellucci  didn't  sign.  Whateve: 
the  outcome  in  the  Golden  State,  th< 
issue  is  now  on  the  national  agenda. 

By  Aaron  Bernstein  in  Washington 
with  Ronald  Grover  in  Los  Angeles  am 
Cliff  Edwards  in  Sail  Mateo,  Calif. 
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R  A  M  Y  WA  R  E  s 


True,  your  wardrobe  needed  some  updating.  But  priority  number  one  was  finding  an 
alternative  to  those  single-function  networked  color  printers.  And  then  eureka,  you 
found  it:  multifunction  color  printing  solutions  from  Canon,  the  leader  in  color  imaging  in  the  office*  Color  imageRUNNER1* 
sjis  fully  connected  and  expands  your  capabilities  across  your  network.  That  means  along  with  superior  image  quality  you  get  lower 
operating  costs.  All  of  which  results  in  a  faster,  better  alternative  to  outsourcing,  not  to  mention  increased  productivity.  So,  kudos. 
Thanks  to  Canon  know-how,  you  can  replace  those  printers  and  your  wardrobe.  1 -866-EZ-C0L0R  www.usa.canon.com 

Canon  b  a  irgslonS  trwfcmjTk  arxj  IM.\G«  .UGEANYWARV  is  a  sc- 


Canon 


KNOW  HOW 


TM 


News:  Analysis  &  Commentary 


COMMENTARY 


By  Paul  Magnusson 


IS  BUSINESS  CHEAPING  OUT  ON  HOMELAND  SECURITY? 


In  the  frenzied  weeks  following 
September  11,  2001,  the  Bush  Ad- 
ministration ordered  up  a  compre- 
hensive plan  to  secure  U.S.  cyber- 
space. The  idea  was  that  the  feds 
would  require  tech  companies  to  pro- 
tect the  Web  from  a  potential  attack 
that  could  cost  the  economy  billions. 

Unfortunately,  that's  not  what 
happened.  Thanks 
to  heavy  lobbying 
by  the  tech  sector, 
The  National  Strat- 
egy to  Secure  Cy- 
berspace Report, 
released  Sept.  18 
by  the  White 
House,  substitutes 
weak  suggestions 
for  tough  direc- 
tives. Gone  from 
previous  versions: 
a  special  govern- 
ment-and-industry- 
fed  fund  to  be  used 
to  upgrade  network 
security;  require- 
ments for  Internet 
service  providers 
to  boost  customer 
protection;  and 
mandatory  moves  to  enhance  wire- 
less-network security.  Cybersecurity 
"is  an  area  that  cries  out  for  govern- 
ment regulation,  but  the  response 
has  been  'Yawn,  ho  hum.'  "  says  Russ 
Cooper,  an  official  at  TrueSecure 
Corp.  in  Herndon,  Va.,  which  advises 
companies  on  Net  security. 

It's  not  just  the  powerful  tech  in- 
dustry fending  off  regulators,  either. 
The  capital's  wartime  decision-mak- 
ing machinery  is  beset  with  lobby- 
ing battles  being  waged  by  an  array 
of  business  groups  upset  by  the 
cost,  scope,  or  timetables  of  poten- 
tial homeland  security  directives.  As 
a  result.  Congress  and  the  Adminis- 
tration have  been  forced,  due  to  in- 
dustry pressure,  to  backpedal  on 
some  much-needed  security  meas- 
ures. That,  many  experts  fear,  could 


set  the  stage  for  future  security 
lapses. 

Indeed,  business  is  waving  a  large 
hit  list  around  Washington.  U.S. 
commercial  banks  are  resisting 
tighter  controls  on  money  laundering 
and  transfers  by  suspicious  individu- 
als who  may  be  financing  terrorist 
cells.  U.  S.  railroads  are  fighting  stan- 


dardized ID  cards  for  all  transporta- 
tion workers.  The  food  industry  beat 
back  legislation  requiring  it  to  trace 
the  origins  of  all  ingredients  to  their 
sources.  Because  of  industry  lobby- 
ing, "the  food-safety  provisions  of  the 
bioterrorism  bill  leave  gaping  holes 
that  still  need  to  be  filled,"  says  Car- 
oline Smith  DeWaal,  director  of  food 
safety  at  the  Center  for  Science  in 
the  Public  Interest. 

Chemical  manufacturers,  the  nu- 
clear industry,  and  the  shipping  in- 
dustry are  also  engaged  in  holding 
actions.  Shippers  and  their  retail 
clients  are  resisting  a  proposal  from 
the  U.  S.  Customs  Service  that  they 
register  and  seal  the  contents  of  car- 
go containers  while  still  on  foreign 
docks.  While  the  nuclear  power  in- 
dustry scrambled  an  effort  bv  Demo- 


crats to  federalize  its  guards,  it  is 
still  trying  to  prevent  the  creation  of 
new  agencies  to  oversee  plant  securi- 
ty and  waste  disposal.  The  Nuclear 
Security  Bill  would  create  a  top-level 
task  force  comprised  of  nine  Cabinet- 
level  officials  and  a  new  Office  of 
Nuclear  Security  &  Incident  Re- 
sponse, which  would  stage  simulated 
attacks  by  terror- 
ists and  urge 
changes  if  warrant- 
ed. Such  efforts 
would  be  "redun- 
dant," duplicating 
regulation  already 
supplied  by  the  Nu- 
clear Regulatory 
Commission,  insists 
the  Nuclear  Energy 
Institute,  an  indus- 
try group. 

Washington's 
biggest  skirmish  is 
over  the  proposed 
Chemical  Security 
Act.  which  would 
grant  the  Environ- 
mental Protection 
Agency  the  right  to 
mandate  and  then 
evaluate  terrorism-defense  plans  of 
companies  that  make,  store,  or  use 
hazardous  chemicals.  The  fear:  The 
EPA,  with  its  enforcement  culture  and 
penchant  for  informing  the  public, 
will  reveal  too  many  industry  secrets. 

It  would  be  a  mistake  to  assume 
that  every  regulatory  proposal  is  a 
great  idea  just  because  there's  a  war 
to  fight.  But  the  political  blocking 
and  tackling  in  Washington  is  a  far 
cry  from  the  unified  war  effort  by 
business  and  the  government  after 
the  U.  S.  entered  World  War  II.  To- 
day, too  many  business  lobbyists 
seem  more  concerned  with  battling 
sensible  security  measures  than  in 
cooperating.  When  it  comes  to  fight- 
ing terrorism,  that's  a  penny-wise, 
pound-foolish  approach. 

With  bureau  reports 


BUSINESS 
TAKES  ON 
HOMELAND 
SECURITY 
REGS 


CHEMICAL  INDUSTRY  Its  fighting 

legislation  that  would  require  compa- 
nies to  submit  security  plans  to  the 


to  require  advance  notice  before 
loading  containers  bound  for  U.S.  ports 

INFORMATION  TECHNOLOGY  Techies 


EPA.  andJustlce  Dept: have  lobbied  the  White  House  against 

TRANSPORTATION  Shippers  are  resist-      mandated  security  requirements  for 
ing  efforts  by  the  U.S.  Customs  Service      the  Internet 


BANKS  They  oppose  proposed  Treasury 
Dept.  regulations  on  foreign  "correspon- 
dent accounts"  in  U.S.  institutions 

NUCLEAR  INDUSTRY  It  beat  back  a 
congressional  proposal  to  federalize 
security  forces  at  all  nuke  plants 
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In  Business  This  Week 
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AT  MERRILL, 
THEY  RE  HISTORY 

ON  SEPT.  18,  MERRILL  LYNCH 
fired  two  high-ranking  in- 
vestment bankers  for  refusal 
to  cooperate  with  investiga- 
tions into  Merrill's  role  in  the 
collapse  of  Enron.  Terminated 
were  Thomas  Davis,  the  New 
York-based  vice-chairman 
who,  until  October,  2001,  was 
head  of  investment  banking, 
and  Schuyler  Tilney,  who 
headed  the  firm's  Houston- 
based  energy  group  and 
worked  closely  with  Enron 
cfo  Andrew  Fastow.  Davis 
was  due  to  retire  in  Novem- 
ber. The  Securities  &  Ex- 
change Commission  and  the 
Justice  Dept.  have  separate 
probes  into  Merrill's  alleged 
involvement  in  transactions 
that  helped  Enron  book  in- 
flated profits  and  hide  bad  as- 
sets. Merrill  said  it  had  no 
evidence  that  any  of  its  em- 
ployees acted  improperly. 
Davis'  lawyer,  Thomas  J. 
Fitzpatrick  said  he  advised 
Davis  not  to  testify.  Tilney's 


CLOSING    BELL 


GROWING  STALE 

Investors,  jittery  over  fore- 
casts, bucked  at  Kroger's 
Sept.  17  warning  that  earn- 
ings gains  this  year  may  be 
as  low  as  5%  to  7%,  instead 
of  the  10%  to  12%  expected 
earlier.  As  its  second-quarter 
results  lagged  expectations, 
Kroger's  stock  fell  12.5%.  Ex- 
ecs blame  competition,  con- 
solidation, and  price-cutting. 
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lawyer  would  not  comment, 
nor  would  the  sec  or  Justice. 


HERSHEY  KISSES 
OFF  A  DEAL 

THE  POLITICAL  HEAT  HAS  Fi- 
nally melted  the  auction  of 
Hershey  Foods.  On  Sept.  18, 
the  chocolate  king  announced 
that  Hershey  Trust  Co., 
which  controls  77%  of  the 
candymaker's  voting  stock, 
had  shelved  its  plans  to  sell 
Hershey  Foods.  According  to 
a  source  close  to  the  situa- 
tion, the  move  came  as  Her- 
shey was  set  to  announce  a 
$12.5  billion  deal  with  chew- 
ing gum  giant  Wrigley.  Public 
opposition  to  the  sale  had 
been  building,  most  notably 
from  Pennsylvania  Attorney 
General  Mike  Fisher.  While 
the  trust's  decision  may  be  a 
relief  to  Hershey  ceo  Richard 
Lenny,  he  still  faces  pressure 
to  boost  growth. 

ORACLES  OUTLOOK 
IS  CLOUDY 

SOFTWARE  BELLWETHER  ORACLE 

reported  another  tough  quar- 
ter on  Sept.  17.  Revenues  at 
the  Redwood  Shores  (Calif.) 
giant  were  down  10%,  to 
$2.03  billion,  and  net  income 
was  down  33%,  to  $342.7  mil- 
lion. Worse,  new  software  li- 
censes, an  important  sign  of 
future  growth,  were  down 
23%,  to  $549  million,  for  the 
quarter  ended  Aug.  31.  But 
revenues  from  updates  of  ex- 
isting Oracle  software  instal- 
lations were  up  9%,  to  $620 
million — a  sure  sign  that  buy- 
ers are  postponing  big  pur- 
chases and  trying  to  make  do 
with  what  they've  got. 

TOUGH  TALK  AT  THE 
CONFERENCE  BOARD 

BUSINESS  HEAVYWEIGHTS  ARE 
urging  reforms  to  curb  out- 
of-control  ceo  pay.  On  Sept. 
18,  the  Conference  Board 
panel  said  that  board  com- 


HEADLINER:   WILLIAM   HARRISON   JR 


A  BANKER  GETS  BATTERED 


William  Harrison  Jr.  could 
sure  use  a  pair  of  hip 
waders.  The  J. P. "Morgan 
Chase  ceo  shocked  the 
market  when  he 
warned  in  a  Sept. 
17  conference  call 
that  third-quar- 
ter earnings  at 
his  already  be- 
leaguered bank 
would  fall  far 
short  of  expecta- 
tions. The  culprit? 
Cratering  trading 
volume  and  a  slew  of 
poor  telecom  loans. 

Rating  agencies  respond- 
ed with  a  downgrade,  and 
more  nasty  stuff  may  be 
heading  Harrison's  way.  If 
jpm's  trading  volume 
doesn't  pick  up  in  the 
fourth  quarter,  Standard  & 
Poor's  warned  it  may  down- 


grade further.  That  could 
deal  a  crushing  blow  to  jpm, 
because  of  its  position  as 
the  largest  player  in  the 
derivatives  market. 
One  more  down- 
grade would  force 
it  to  put  up  mil- 
lions in  collateral 
or  to  forfeit  deals. 
And  Harrison  & 
Co.  still  have 
nearly  $1  billion  in 
possible  exposure 
to  Enron  that  has 
yet  to  be  accounted  for. 
Some  say  jpm  is  starting 
to  look  a  lot  like  Citibank 
in  the  early  '90s,  when  bad 
loans  nearly  sank  the 
bank.  On  second  thought, 
forget  the  waders — what 
Harrison  really  needs  is 
a  lifeboat. 

Heather  Timmons 


pensation  committees — not 
the  chief  executive  and  not 
the  top  human-resources  of- 
ficial— should  retain  outside 
pay  consultants.  They  also 
argue  that  the  boss's  salary 
should  no  longer  be  set  using 
industry  averages  or  past 
compensation  levels.  The 
group,  co-chaired  by  invest- 
ment banker  Peter  Peterson, 
also  urged  the  expensing  of 
stock  options,  shareholder  ap- 
proval of  all  stock  plans,  and 
advance  public  notice  of  an 
executive's  intent  to  sell 
shares.  No  less  crucial,  the 
group  agreed  that  directors 
need  to  show  more  backbone 
in  the  boardroom. 


PHEW!  GM  DODGES 
A  STRIKE 

GENERAL  MOTORS  AVERTED  A 

strike  by  its  Canadian  work- 
ers on  Sept.  17  with  a  new 
three-year  contract  that  in- 
cludes wage  hikes  and  a  com- 
mitment to  offset  a  Quebec 


plant  closing  with  $506  mil 
Hon  in  new  Canadian  invest- 
ment that  could  add  up  to 
550  jobs  elsewhere.  But  talks 
won't  be  nearly  this  easy  at 
struggling  Ford  Motor  and 
DaimlerChrysler.  Both  com 
panies  plan  to  close  plants  in 
Ontario  to  cope  with  lost 
market  share.  A  strike  in 
Canada  against  either  com 
pany  would  quickly  snarl  op- 
erations across  North  Ameri- 
ca. Canadian  Auto  Workers 
President  Basil  "Buzz"  Har- 
grove will  announce  on  Sept. 
23  which  auto  maker  he'll 
tackle  next. 


ETCETERA... 


■  eds  expects  third-quarter 
earnings  of  12<2  to  15<2,  instead 
of  the  740  it  forecast  earlier. 

■  MetLife  hired  Cushman  & 
Wakefield  to  sell  $2  billion  of 
commercial  real  estate. 

■  The  fcc  agreed  to  let  Bell 
South  provide  long-distana 
service  in  five  more  states 


•I 
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WHERE  CAN  YOU  FIND 

EVEN  LOWER 

PRICES  THAN  STAPLES? 

AT  STAPLES. 


NEW  TOOLS  FOR  A  SMALL  BUSINESS  ECONOMY 


NOKIA 


Communicator 


Lh£CK. 


The  ability  to  do  just  about  everything.  Without  having  to  carry  just  about  everything.  Send 
and  receive  e-mail  with  attachments.  Edit  com  oatible  Microsoft  Word  and  Ex;e  files.View  PowerPoint 
presentations.  Drag  and  drop  files  from  your  PC.  Browse  the  full-color  Internet. : .'?.  <t  a  conference  call  on 
your  speakerphone.  And  do  it  all  with  onecomcac:.  ntegrated  wonder:  The  No-  a  9290  Communicator. 


See  t  tod; 
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Washington  Outlook 
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iS  WAR  WITH  IRAQ  LOOMS, 
ITTLE  HELP  ON  THE  OIL  FRONT 


W 


ith  President  Bush  ramping  up  the  rhetoric  on  Iraq, 
you  might  expect  Washington  to  be  working  overtime 
to  reduce  U.S.  dependence  on  Middle  East  oil.  After 
all,  a  war  with  Baghdad  could  disrupt  international  oil  supplies 
and  cause  a  price  spike  that  would  hammer  corporate  profits. 

But  Congress  is  about  to  produce  Energy  Lite.  As  law- 
makers put  the  finishing  touches  on  a  bipartisan  energy  plan, 
Key  elements  of  the  President's  agenda  are  missing,  including 
building  at  least  one  power  plant  a  week  through  2020.  The 
package,  in  the  final  stages  of  talks  between  the  House  and 
Senate,  is  likely  to  be  a  setback  as  well  for  Vice-President 
Dick  Cheney,  who  oversaw  the  White  House  energy  plan 
and  is  in  court  battling  to  keep  secret 
che  details  of  its  development. 

Bush's  aggressive  drill-and-pump  plan 
lit  a  wall  after  strong  public  opposition 
doomed  drilling  in  Alaska's  Arctic  Na- 
:ional  Wildlife  Refuge.  The  end  of  Cali- 
brnia's  energy  crisis  also  diminished  the 
sense  of  urgency  for  new  power  plants, 
ind  the  corporate  crime  wave  made  it 
nore  difficult  to  justify  sweeping  tax 
oreaks  to  energy  concerns.  A  handful  of 
smaller  tax  incentives  is  likely  to  pass, 
;hough  at  $20  billion,  they  are  far  less 
.han  the  $37  billion  proposed  by  Repub-  " 
icans.  And  the  Federal  Energy  Regulatory  Commission's 
inding  that  three  companies  may  have  manipulated  California 
jrices  undercut  another  Bush  priority:  utility  deregulation. 
3ush  wants  to  repeal  the  Public  Utility  Holding  Company 
\ct,  the  1935  law  that  limits  utility  mergers. 

Congress  may  well  have  ended  the  year  without  adopting 
in  energy  bill  of  any  sort  were  it  not  for  the  looming  con- 
rontation  with  Saddam  Hussein.  While  the  U.S.  is  not  a 
ignificant  importer  of  Iraqi  oil,  tension  in  the  region  might 
hreaten  supplies  from  nearby  nations.  And  lawmakers  don't 
vant  to  be  blamed  for  failing  to  act  in  the  face  of  a  potential 


FRISCO  BLACKOUT:  No  more  urgency? 


energy  disruption.  "Congress  won't  want  to  go  home  without 
[passing  a  bill],"  says  Thomas  R.  Kuhn,  president  of  Edison 
Electric  Institute,  the  utility  lobby. 

That  means  deals  that  give  both  sides  small  victories. 
Conservation-minded  Democrats  are  likely  to  win  some  effi- 
ciency measures  such  as  tax  credits  for  hybrid  vehicles.  And 
Republicans  may  get  a  little  more  than  half  the  oil,  clean  coal, 
and  natural  gas  production  incentives  they  wanted. 

In  addition,  the  bill  will  contain  some  fat  political  goodies. 
Corn  growers  will  get  a  windfall  from  a  requirement  that  oil 
refiners  add  more  ethanol,  the  corn-derived  fuel  additive,  to 
gasoline.  This  could  lead  to  a  near-tripling  in  yearly  ethanol 
sales,  from  $2.4  billion  to  $6.8  billion,  by 
2012.  Senate  Majority  Leader  Tom 
Daschle  (D-S.D.),  House  Republicans,  and 
the  White  House  all  favor  the  new  man- 
date. The  issue  is  crucial  to  Daschle's 
home  state,  where  fellow  Democratic 
Senator  Tim  Johnson  is  in  a  tight  race 
with  GOP  Representative  John  R.  Thune. 
While  energy  interests  fell  far  short 
of  what  they  hoped  for  wrhen  a  onetime 
Texas  oilman  moved  into  the  White 
House,  industry  supporters  will  take  what 
they  can  get.  "We  don't  want  to  miss 
this  chance,"  says  House  Energy  &  Com- 
merce Committee  Chairman  W.J.  "Billy"  Tauzin  (R-La.). 

Environmentalists  succeeded  in  protecting  the  Alaskan 
wilderness,  but  they  are  unhappy  that  the  Senate  backed 
away  from  higher  fuel  economy  standards.  "Congress  should 
be  embarrassed,"  says  Anna  Aurilio,  legislative  director  at 
U.S.  pirg,  the  lobby  for  the  Naderite  state  Public  Interest 
Research  Groups.  "They've  missed  an  opportunity  to  de- 
crease dependence  on  foreign  oil."  As  Washington  moves  to- 
ward another  face-off  with  Iraq  and  the  possibility  of  an  en- 
ergy crunch,  President  Bush  may  well  agree. 

By  Laura  Cohn 


CAPITAL  WRAPUP 


NAME  GAME 

►  Give  the  flyboys  an  "A"  for  effort. 
As  part  of  an  Air  Force  campaign  to 
avert  more  cuts  in  its  F-22  Raptor 
program,  the  service  has  renamed  the 
aircraft  the  F/A-22.  By  adding  a  single 
letter,  the  Air  Force  is  trying  to  con- 
vince Pentagon  and  congressional 
skeptics  that  the  Cold  War-era  plane  is 
not  just  an  air-to-air  fighter  but  also 
can  attack  ground  sites.  Critics  say  the 
Raptor — with  or  without  a  new 
name — still  has  too  short  a  flight  range 
at  a  time  when  access  to  bases  in 


the  Middle  East  and  elsewhere  remain 
uncertain. 

THE  HILLARY  CARP 

►  With  President  Bush  praising  his 
good  friend  Teddy  Kennedy  in  speech- 
es across  the  country,  Republicans 
have  been  forced  to  find  a  new  Public 
Enemy  No.  1  to  vilify.  The  landslide 
winner:  New  York  Senator  Hillary 
Rodham  Clinton.  In  the  latest  exam- 
ple, GOP  TV  spots  say  that  Democratic 
Senate  candidate  Ron  Kirk  of  Texas 
would  vote  with  Clinton,  while  rival 
John  Corayn  would  support  Bush.  The 


ads  fail  to  note  that,  as  Dallas  mayor. 
Kirk  backed  Bush's  2001  tax  cut. 

AN  Rx  FROM  UNCLE  SAM 

To  cope  with  rising  health-care  costs, 
Uncle  Sam  is  joining  a  handful  of  com- 
panies and  giving  some  employees  an 
annual  allowrance  for  health  benefits,  a 
controversial  option  known  as  consumer- 
driven  health  care.  As  of  January,  2003, 
some  4  million  people  in  the  Federal 
Employees  Health  Benefits  Program 
will  be  eligible.  Critics  say  the  plan  en- 
courages consumers  to  skip  doctor  vis- 
its and  forgo  preventive  care. 


BusinessWeek  /  September  30,  2002  51 


BILL 
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INFRASTRUCTURE 


INTEGRATION 
PLAY 


1  ]  The  more  connected  your  business  processes  are  on  tr 

inside,  the  more  efficient  you'll  be  to  the  outside.  So  begirl 
from  within  and  build  an  integrated  e-business  infrastruc] 

2  ]  Get  in  the  game  with  IBM  -  the  leading  provider  of  end-to- 

infrastructure.  You'll  find  a  team  of  global  integration  experts 
business  partners,  WebSphere*  integration  software,  Linu:| 
enabled  servers  (and  even  a  ThinkPad®  for  what's  his  nanj 

3]  For  more  winning  plays,  visit  ibm.com/e-business 


©business  is  the  game.  Play  to  win: 
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WHAT'S  HIS  NAME 
THE  FREELANCE  GUY 


International  Business 


GLOBAL  FINANCE 


THE  IMF  MESS 

Can  the  Treasury  Dept.  push  real  reform? 


400 


Treasury  Secretary  Paul  H.  O'Neill 
came  to  office  20  months  ago  in- 
tent on  transforming  the  face  of 
international  finance.  He  would 
just  say  no  to  big  International  Mone- 
tary Fund  bailouts  of  deadbeat  nations. 
Instead,  the  former  Alcoa  Inc.  boss 
hoped  to  usher  in  an  era  in  which  both 
countries  and  creditors  shared  respon- 
sibility for  their  mistakes,  just  like  in 
the  corporate  world,  where  dud  debts 
are  sorted  out  in  bankruptcy  courts. 

Advocates  of  IMF  reform  were  en- 
couraged by  Treasury's  new  attitude. 
After  meltdowns  in  Asia,  Latin  Ameri- 
ca, and  Russia,  pretty  much  everyone 
agreed  something  was  seriously  wrong 
with  the  global  finan- 
cial system.  And  as  the 
top  IMF  shareholder, 
the  U.S.  had  the  clout 
to  push  change.  Unlike 
his  Clintonite  prede- 
cessor, Robert  E.  Ru- 
bin, O'Neill  was  no 
creature  of  Wall  Street, 
so  he  might  be  less 
sympathetic  to  the  in- 
evitable pleas  from  big 
banks  and  investors 
that  had  lavished  mon- 
ey on  mismanaged 
countries. 

How  well  is  O'Neill  doing?  Four 
words:  Turkey,  Argentina,  Uruguay, 
Brazil.  Despite  its  tough  talk,  the  U.  S. 
has  backed  big  IMF-led  rescues  in  each 
nation,  including  a  record  $30  billion 
package  in  August  to  calm  panic  in 
deeply  indebted  Brazil.  Political  reality 
and  fears  of  wider  fallout  from  a  market 
crash  have  taken  precedence  over  prin- 
ciple. "We  have  to  deal  with  the  world 
the  way  it  is,"  O'Neill  concedes,  "not 
the  way  we'd  like  for  it  to  be  and  the 
way  we're  trying  to  remake  it." 

Nor  have  Treasury  and  the  IMF  made 
much  headway  in  selling  Wall  Street  on 
a  grand  vision  for  reforming  global  fi- 
nance. Groups  representing  bankers, 
bond  traders,  and  brokerage  firms  gen- 
erally do  endorse  one  Treasury-backed 


STILL  DRYING  UP 


PRIVATE  CAPITAL  FLOWS 
TO  EMERGING  MARKETS* 
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A  BILLIONS  OF  U.S.  DOLLARS 

•FOREIGN  BANK  LOANS.  STOCK  AND  BONO  PURCHASES 
Data:  Institute  of  International  Finance  Inc. 


idea:  that  emerging-market  bond  and 
loan  contracts  should  have  "collective-ac- 
tion clauses"  specifying  how  to  sort  out 
debt  claims  once  a  country  is  declared 
insolvent.  But  few  countries  or  U.  S.  is- 
suers include  such  terms  in  new  debt. 

The  bid  for  a  more  far-reaching  re- 
form that  would  set  up  an  international 
bankruptcy  system  of  sorts  for  nations 
faces  even  steeper  obstacles.  IMF  First 
Deputy  Managing  Director  Anne  O. 
Krueger,  a  Bush  Administration  nomi- 
nee, has  secured  the  Fund's  support  for 
such  a  concept  and  hopes  the  world's 
finance  ministers  will  endorse  it  Sept. 
27-29  at  the  annual  IMF  and  World  Bank 
meetings  in  Washington.  "The  expecta- 
tion and  hope  is  that 
they  will  ask  us  to 
move  forward  with  all 
due  speed,"  says 
Krueger.  But  major 
banks  and  investment 
groups  oppose  the 
scheme  as  overly  com- 
plex and  a  threat  to 
creditor  rights.  And 
despite  O'Neill's  sup- 
port, industry  lobbyists 
who  track  statements 
by  U.S.  officials  say 
they  are  confused  over 
how  committed  Treasury  really  is  and 
where  it  stands  on  many  details. 

To  many  global  finance  experts,  the 
mixed  signals  suggest  Treasury  doesn't 
have  its  act  together.  "They  have  lost 
their  way,"  says  Morris  Goldstein  of  the 
Institute  for  International  Economics. 
"There  have  been  big  packages  galore 
and  lots  of  proposals.  But  when  push 
comes  to  shove,  they're  not  prepared 
to  follow  through."  Former  IMF  chief 
economist  Michael  Mussa  calls  emerging- 
market  policy  at  Treasury,  the  IMF,  and 
the  Group  of  Seven  nations  "erratic  and 
incomprehensible.  It  is  just  a  mess." 

That's  a  far  cry  from  the  Treasury  of 
the  1990s.  Think  what  you  want  of  the 
Clinton  Administration's  handling  of 
crises  in  Mexico,  Indonesia,  and  Russia. 
But  Rubin  and  his  deputy,  Lawrence  H. 


Summers,    exuded 
confidence      and 
knew  how  to  talk  to 
Wall  Street.  Stanley 
Fischer,    who    had 
Krueger's  position, 
sternly  guided  IMF 
policy.  By  contrast, 
"this  Administration 
gets     pulled     two 
ways,"     says     bcp 
Securities    Inc. 
research      director 
Walter    Molano. 
"They     have     very 
ideologically  motivat- 
ed views  on  the  IMF 
but  reality  and 
pragmatic  issues 
come  in." 

Of  course, 
nobody  believes 
that  a  blueprint 
for  a  new  global 
financial  system 
can  be  drawn 
overnight.  But  with  the  climate  fo:  ' 
emerging  markets  fragile,  this  is  a  par  v 
ticularly  bad  time  for  Treasury  and  th< 
IMF  to  be  less  than  surefooted.  Privati  f 
capital  flows  to  developing  nations  hav«  *i 
plunged  from  $335  billion  in  1996  to 
projected  $123  billion  this  year,  accord 
ing  to  Washington's  Institute  of  Inter  ' 
national  Finance.  Meanwhile,  the  cos 
of  capital  in  emerging  markets — provid 
ed  credit  is  available  at  all — is  steep 
Rates  for  sovereign  loans  in  J.  P.  Mor 


ft. 


BANKRUPTCY  FOR 
COUNTRIES  j 

The  details  are  still  being  hotly  deb  i 
but  experts  at  the  IMF  and  the  U.S.  I 
sury  agree  a  new  system  is  needed,  I 
dealing  with  the  kind  of  national  w* 
cial  crisis  that  recently  hit  Brazil,  7 
is  how  a  new  process  might  work: 

Data:  IMF.  U.S.  Treasury.  BusinessWeek 
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0!j;an  Chase  &  Co.'s  33-nation  Emerging 
3j(Iarkets  Bond  Index  are  more  than 
^  fight  percentage  points  higher  than 
ijjJ.  S.  Treasury  bonds.  Spreads  have 
,Vjjisen  by  about  one-third  since  February 
^[nd  are  twice  as  high  as  in  1997.  The 
r^iverage  spread  for  Latin  debt  exceeds 
J,000  basis  points. 

j  Political  concerns  make  it  hard  for 
1(jhe  Bush  Administration  to  be  consis- 
ep  ent.  After  blasting  the  Clintonites  for 
j  lumping  money  into  Russia,  the  Bushies 


joined  two  big  packages  in  two  years 
for  key  ally  Turkey.  Reversing  course 
again,  the  Administration  backed  a  $10 
billion  rescue  for  Argentina  last  year 
that  eventually  failed.  In  July,  as  disas- 
ter loomed  in  Brazil,  O'Neill  caused  an 
uproar  by  implying  that  IMF  aid  to  Latin 
America  could  end  up  in  Swiss  bank 
accounts.  Weeks  later,  the  IMF  granted  a 
$30  billion  package. 

The  sense  that  Washington  is  making 
up  policy  case  by  case  adds  to  market 


anxiety,  some  argue.  "Creditors  don't 
know  how  they  will  be  treated,"  says 
Goldstein.  O'Neill's  anti-bailout  rhetoric 
also  leaves  them  uncertain  whether  the 
IMF  will  help  in  an  emergency.  So  they 
stampede  at  any  hint  of  trouble. 

Clear  workout  rules,  Treasury  and 
the  IMF  argue,  would  help  avert  crash- 
es. In  the  1980s — when  developing  na- 
tions relied  mostly  on  bank  loans — the 
IMF,  a  few  bankers,  and  governments 
hammered  out  restructuring  deals.  That 
became  more  complicated  in  the  1990s 
when  creditors  included  thousands  of 
unorganized  portfolio  managers,  pen- 
sion systems,  and  hedge  funds.  The 
idea  of  collective-action  clauses  and  a 
system  similar  to  Chapter  11  gathered 
steam  after  the  Asian  crisis.  "Now  we 
are  no  longer  discussing  whether  re- 
form is  necessary  but  how  you  reform 
the  legal  framework,"  says  IMF  legal 
expert  Sean  Hagan. 

The  two-stage  plan  by  the  U.S.  and 
IMF  works  roughly  like  this:  First,  all 
bond  and  loan  contracts  would  include 
collective-action  clauses.  The  clauses 
would  let  key  creditors  negotiate  new 
payment  terms  with  the  debtor  govern- 
ment. The  deal  would  need  approval  of, 
say,  85%  of  debt  holders.  The  terms 
would  apply  to  all  creditors,  with  pay- 
ments frozen  for  a  fixed  period.  The 
idea,  say  reformers,  is  to  "bail  in"  cred- 
itors so  they  have  an  interest  in  resolv- 
ing a  crisis.  The  IMF  also  wants  a  new 
legal  process  for  restructuring  debts. 
After  a  country  is  deemed  in  crisis,  all 
)ans  and  bonds  would  be  consolidat- 
ed. A  creditors'  committee  would  bar- 
gain with  the  country  to  roll  over 
debts.  Meanwhile,  the  IMF  would  nego- 
tiate a  long-term  program  to  put  the 
nation  on  a  sounder  footing  and  let  it 
repay  debts.  Many  creditors  would  take 
haircuts,  but  the  losses  and  economic 
damage  would  be  less  than  if  the  coun- 
try defaulted. 

However,  the  hurdles  to  setting  up 
such  a  system  are  many.  To  implement 
the  debt-restructuring  process  worldwide, 
all  existing  bond  and  loan  contracts  would 


CRISIS 


| the  IMF,  leading 
)rs,  or  the  govern- 
Itself  concludes  a 

is  likely  to  default 
Idebts. 


)NSULTATION 


Inders  and  bond- 
form  a  committee 
igotiate  debt  terms 


with  the  government.  That 
country  agrees  to  measures 
to  improve  its  finances  un- 
der supervision  of  the  IMF. 


BAILING  IN 


Adhering  to  "collective  ac- 
tion clauses"  written  into 
bond  contracts  and  syndi- 
cated loans,  a  "super  ma- 
jority" of,  say,  85%  of  cred- 


itors agrees  to  restructure 
maturing  debts.  The  terms 
are  binding  on  all  other  in- 
vestors. Debt  repayments 
are  frozen  for  a  fixed  period 
to  give  time  for  a  perma- 
nent solution. 


BAILING  OUT 


The  IMF  provides  the  crisis 
country  with  funds  to  shore 


up  its  finances  as  long  as  it 
adheres  to  reforms. 


RESOLUTION 


Old  debts  are  converted  into 
new  paper.  Bankers  and 
bondholders  get  repaid. 
Some  may  take  a  hit,  but 
losses  are  much  smaller 
than  if  the  country's  finan- 
cial system  collapsed. 
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The  U.S.  seems  to  be  taking  a  case-by- 
case  approach,  alarming  the  markets 


Foes  call  such  a  system  unnecessary. 
"The  Big  Bang  cure  is  way  out  of  pro- 
portion to  the  problem,"  says  Sabine  Milt- 
ner,  policy  director  of  the  iif,  whose  320 
members  include  the  world's  biggest 
banks.  The  vast  majority  of  developing, 
nations  pay  their  debts  on  time,  she  notes. 

Another  concern  is  spooking  in- 
vestors. With  Iraq,  corporate  scandals, 
and  a  fragile  economy,  '^he  markets  are 
nervous  enough,"  says  pimco  Emerging 
Markets  Bond  Fund  manager  Mohamed 
El-Erian.  "This  isn't  the  time  to  talk 
about  changes  to  the  system." 


have  to  be  rewritten — 
or  new  paper  with  such 
provisions  would  be  issued.  That  would 
change  the  rules  in  midstream  for  in- 
vestors and  lenders.  Also,  the  IMF  will 
have  to  amend  its  bylaws,  a  long  process 
since  member  countries  must  change 
their  own  statutes.  Some  experts  think 
the  concept  is  overdue.  "Last  year,  it 
was  O.  K.  to  be  in  intellectual-discussion 
mode,"  says  attorney  Richard  A.  Gitlin,  a 
veteran  of  messy  corporate  workouts  in 
Indonesia.  "But  the  world  is  crying  out 
for  something  that  works  today." 


Many  investors  also  fear  favoritism. 
The  U.  S.  has  seemed  eager  to  use  the 
IMF  to  help  nations  such  as  Turkey, 
Colombia,  and  Pakistan  for  geopolitical 
gains.  It  has  seemed  tougher  on  less 
strategic  nations,  such  as  Argentina. 
"They  want  public  bailouts  for  Turkey, 
but  private-sector  bail-ins  for  Argenti- 
na," says  bcp's  Molano. 

To  allay  creditors'  concerns,  IMF  offi 
rials  assure  that  they  are  willing  to  giv 
the  private  sector  a  major  role  in  oper 
ating  a  bankruptcy  system.  But  Wash 
ington  must  provide  forceful  leadership 
O'Neill  has  certainly  gotten  a  good  de 
bate  going.  Now,  he  needs  to  develo 
the  finesse  to  sell  his  vision. 

By  Pete  Engardio  in  New  York,  wit 
Rich  Miller  in  Washington 


O'NEILL  ON  BAILOUTS:  WE  NEED  AN  ALTERNATIVE' 


Since  taking  office  early  last 
year,  U.  S.  Treasury  Secretary 
Paul  H.  O'Neill  has  struggled  to 
reshape  some  longstanding  policies 
governing  international  finance.  On 
Sept.  12,  two  weeks  before  the  annual 
IMF  and  World  Bank  meetings  were 
to  take  place  in  Washington,  Busi- 
nessWeek Senior  Writer  Rich  Miller 
met  with  O'Neill  in  his  office  next  to 
the  Wfiite  House  for  an  update  on 
how  the  effort  is  going. 

When  it  comes  to  bailouts,  many  in- 
vestors think  that  you  say  one  thing — 
that  you're  against  them — then  do  an- 
other, as  you  did  with  Brazil.  Just  what 
is  your  policy? 

People  have  not  understood  us. 
We  need  an  alternative  to — let  me 
say  it  in  quotes — "financial"  bailouts. 
But  we  have  to  deal  with  the  world 
the  way  it  is,  not  the  way  we'd  like 
it  to  be  and  the  way  we're  trying  to 
remake  it.  What  the  IMF  did  with 
Brazil  was  very  smart.  The  program 
they  put  together  provides  $3  billion 
more  between  now  and  December. 
Everything  else  is  conditional  on 
what  the  [soon-to-be-elected]  new 
government  does  next  year. 

What,  then,  is  the  alternative  to 
bailouts? 

There  are  three  pieces.  One  is  the 
IMF's  proposal  for  a  legal  process  [on 
sovereign-debt  restructuring].  But 
that's  going  to  take  some  time  to 
put  in  place.  So  we  also  want  to  put 
contractual  clauses  into  sovereign- 


debt  instruments  [to  make  it  easier 
for  investors  to  agree  on  a  debt  re- 
structuring]. And  we  want  to  estab- 
lish hard  and  fast  limits  on  how 
much  money  the  IMF  will  provide  to 
any  country.  That's  a  good  idea,  but 
only  in  combination  with  the  other 
two. 

What  sort  of  limit  are  you  thinking 
about? 

It  ought  to  be  set  at  a  level  so 
that  if  a  country  reaches  it  [and 

m 


REALITY  CHECK 

"What  the  IMF  did  with  Brazil 
was  very  smart" 

needs  more],  you  don't  have  a  melt- 
down. But  you  do  have,  in  effect,  a 
Chapter  11  reorganization,  where 
people  have  to  face  the  fact  that  the 
situation  is  unsustainable. 

So  you  don't  think  the  IMF  should  be 
a  lender  of  last  resort? 

The  idea  of  lender  of  last  resort 
accepts  the  notion  that  it's  the 


world's  responsibility  to  bail  out 
bad  policies.  I  don't  agree  with  that. 

What  are  you  doing  to  change  things? 

We're  looking  for  some  [emerging- 
market]  countries  whose  debt  is  in- 
vestment-grade to  put  these  collec- 
tive-action clauses  [allowing  a 
majority  of  investors  to  decide  on  a 
restructuring  without  requiring  the 
consent  of  all]  into  their  financing  in- 
struments. That  would  be  a  way  of 
demonstrating  that  the  clauses  are 
benign  and  don't  add  to  borrowing 
costs.  Chile  is  an  obvious  case.  And 
we've  talked  to  Mexico  about  it. 
There's  a  willingness  to  think  about 
how  this  might  be  done.  We're  also 
working  with  the  IMF  on  its  proposal 
for  sovereign-debt  restructuring. 

When  you  took  office,  you  said  you 
wanted  to  get  out  of  the  business  of 
fighting  crises  and  into  the  business  of 
anticipating  and  preventing  them.  Has 
any  progress  been  made? 

We  have  developed  a  fairly  elabo- 
rate country-by-country  analysis  that 
we  look  at  every  month  or  so.  It 
uses  different  measures  to  look  at 
conditions  in  a  country  so  that  we 
can  inform  ourselves  about  places 
that  could  be  a  problem. 

What  are  you  doing  with  that 
information? 

When  we  have  meetings  [with 
a  country's  finance  officials],  this 
information  is  very  much  in  the 
conversation. 
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Security  Solutions 


Biometric  identification  empowers  advanced  control 


NEC  is  a  world  leader  in  proven  biometric  identification  systems  that  are  incredibly  accurate,  sophisticated  and 
extremely  reliable.  Whether  at  a  public  institution  or  at  an  enterprise,  we  can  provide  fast  and  accurate 
identity  verification  while  safeguarding  personal  privacy.  Stemming  from  our  world-class  research  and  technology 
expertise,  it's  the  kind  of  innovative  solution  you'd  expect  from  NEC.  From  networking,  systems  integration  and 
custom  semiconductor  solutions,  we  empower  people  through  innovative  technology.  Call  1.800.338.9549  or  visit 
www.necus.com. 


. 


Empowered  by  Innovation 


International  Business 


FRANCE 
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Edouard  Michelin 
puts  his  own  stamp 
on  the  113-year-old 
company,  taking  it 
to  new  heights 

France  is  in  sore  need  of  corpo- 
rate champions  these  days.  The 
youthful,  successful  Gallic  ceo, 
as  epitomized  by  Vivendi  Uni- 
versal's  flamboyant  Jean-Marie 
Messier,  is  looking  more  and  more  like  a 
fallen  idol:  a  victim  of  overweening 
pride,  cratering  stock  valuations,  and 
the  cult  of  the  dot-com. 

Those  seeking  to  repair  their  broken 
faith  in  the  French  business  Establish- 
ment should  consider  a  pilgrimage  to 
Clermont-Ferrand,  a  small  town  in  south- 
ern France.  There  they  will  find  Edouard 
Michelin,  the  CEO  and  scion  of  the  French 
tire  company  that  bears  his  name.  With  a 
nearly  20%  share  of  the  global  $70  billion 
tire  market,  Michelin  is  the  world's  top 


tiremaker — a  title  it  recently  reclaimed 
from  Japan's  Bridgestone  Corp.  On  the 
surface,  Michelin  looks  like  the  antithesis 
of  a  New  Economy  company:  It's  113 
years  old,  it's  family-run,  and  it  makes, 
well,  tires.  It  also,  wonder  of  wonders, 
makes  money.  Operating  profits  are  ex- 
pected to  hit  $1.06  billion  in  2002,  a  7% 
jump  from  last  year  and  a  strong  per- 
formance in  a  soft  global  economy.  "Two 
years  ago,  companies  were  valued  on  the 
basis  of  things  like  'return  on  clicks,'" 
says  Edouard  Michelin.  'Today,  we're  all 
coming  back  to  basic  values." 

At  39,  Edouard  is  one  of  Europe's 
youngest  bosses.  A  family  man  with  six 
children,  he  lives  modestly:  no  yacht, 
no  jets,  no  ritzy  Park  Avenue  apart- 
ment. Edouard's  one  weakness:  fast 
cars.  Parked  in  his  driveway  is  a 
$63,000,  380-horsepower,  limited-edition 
Audi  RS4. 

That  Audi  gives  a  hint  that  the  auto 
industry  may  expect  a  little  more  flash 
from  Michelin — especially  now,  the  year 
when  Michelin's  ceo  has  finally  emerged 
from  his  father's  shadow.  While  Edouard 
has  run  the  company  since  1999,  when 
Frangois  handed  over  the  reins,  the  75- 
year-old  pere  stayed  on  as  managing 


NEW  CUSTOMER 

After  a  fatal  blowout,  the 
Concorde  switched  tire  brands 

partner  until  May.  During  his  44  years 
at  the  helm,  Francois  acquired  a  repu- 
tation as  an  iron-fisted  boss,  but  he  also 
transformed  the  provincial  tiremaker 
into  a  global  leader.  Today,  Michelin, 
Bridgestone,  and  Goodyear  have  nearly 
60%  of  the  global  tire  market. 

Edouard  has  been  with  the  company 
since  1989,  when  he  graduated  from 
France's  prestigious  Ecole  Centrale. 
He  still  consults  with  his  father  regu- 
larly, yet  it  is  clear  he  is  eager  to  put 
his  own  stamp  on  the  company.  He's 
out  to  make  Miche-  .»i 
lin,  with  $15.5  billion  v 
in  annual  sales,  the 
undisputed  No.  1  tire- 
maker worldwide,  with 
a  comfortable  lead  over 
rivals.  And  he  wants  to 
squeeze  a  bigger  profit  out 
of  every  single  tire  he  sells: 
His  goal  is  to  achieve  a 
consistent  10%  operating 
margin,  something  Michelin 
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Asset  Scan.SM  A  powerful  new  tool  to 
help  make  the  most  of  your  portfolio  returns 
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Asset  Scan  dissects  your  portfolio,  then  boils  it  down  to  a  concise  report.  At  a  glance,  it  gives 

your  Financial  Advisor  the  critical  diagnostics  to  help  you  stay  on  track  in  this  fluctuating  economy. 

And  one  more  thing:  Asset  Scan  is  free.  How  can  Asset  Scan  help  you?  Call  your  Morgan  Stanley 

Financial  Advisor  or  call  1-8M0RGAN-N0W  or  visit  morganstanley.com  today. 
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has  yet  to  pull  off  during  his  tenure. 

Wide  margins  are  hard  to  come  by  in 
this  business.  The  investment  needed 
to  make  state-of-the-art  tires  is  huge. 
And  Michelin,  along  with  rivals,  is  un- 
der great  pressure  from  customers, 
notably  auto  makers,  to  keep  prices 
low.  Just  as  menacing,  the  basic 
quality  of  a  commodity  tire  is  good 
enough  so  that  many  consumers 
still  buy  on  price  despite  height- 
ened concerns  about  safety. 

Edouard  is  battling  that  trend  with 
technologically  advanced  products  tJ 
command  a  premium.  Take  the  PAX  "run 
fiat"  tire,  which  Michelin  will  be  show- 
casing at  the  upcoming  Paris  auto  show. 
With  a  starting  price  of  $140,  the  pax  can 
go  125  miles  after  it  has  been  punctured. 
Michelin's  managers  say  the  stress  on 
top-end  products  has  helped  reverse  a 
two-year  earnings  slide:  Operating  prof- 
it rose  16%  in  the  first  half  of  2002,  to 
$540  million.  The  stock  is  up  26%  in  the 
last  12  months. 

Edouard  also  is  opening  up  the  com- 
pany— one  of  Europe's  most  secretive — to 
make  it  more  responsive  to  its  customers 
and  shareholders.  He  allows  top  auto  ex- 
ecutives peeks  at  projects  inside  the 
closely  guarded  research  facilities  at 
Ladoux.  He  meets  with  investors  every 
two  to  three  weeks,  the  first  Michelin 
boss  to  do  so.  The  company  even  wel- 
comed analysts  into  its  Clermont-Fer- 
rand plant  and  gave  them  a  crash  course 
in  tire  making.  Michelin's  once-chilly  re- 
lations with  French  unions  also  have 
warmed.  "Edouard  is  more  willing  to  ne- 
gotiate," says  Herve  Carrusca,  the  local 
representative  of  the  Force  Ouvriere 
union.  "With  his  father,  there  were  no 
discussions." 

Edouard,  who  honed  his  talents  dur- 
ing a  three-year  stint  at  Michelin's  U.  S. 
headquarters  in  Greenville,  S.C.,  also 
has  reached  out  to  employees  with  a 
popular  stock-option  plan.  "He  is  bring- 
ing an  Anglo-Saxon  touch  in  terms  of 


relations  with  outside 
shareholders  and  manage- 
ment techniques.  He  clear- 
ly has  his  own  ideas,"  says 
Louis  Schweitzer,  ceo  of 
French  auto  maker  Renault. 

In  his  quest  for  global  leadership, 
Michelin  has  a  valuable  helpmate — the 
Michelin  Man,  who  goes  by  Bibendum  in 
France  and  Bi-bi-deng  in  China.  "No 
other  tire  company  has  anything  like 
him,"  says  Steve  Saxty,  executive  di- 
rector of  automotive  practice  at  Fu- 
tureBrand  Co.,  a  New  York  consulting 
firm.  You  may  not  have  noticed,  but 
Michelin's  104-year-old  mascot  now 
sports  a  more  muscular  silhouette,  the 
result  of  some  discreet  liposuction. 

The  question  now  is  how  fit  Edouard 
can  make  his  company.  Michelin  is  al- 
ready more  profitable  than  Goodyear 
Tire  &  Rubber  Co.  and  Bridgestone, 
which  was  hammered  by  a  tire  recall  at 
its  U.S.  Firestone  unit  two  years  ago. 
Still,  Michelin's  operating  margins,  now 
at  7%,  have  seesawed  over  the  past 
decade.  Investors  will  punish  Michelin  if 
it  doesn't  hit  its  target  of  10%. 

So  innovation  is  critical.  Michelin 
plows  4%  of  sales  back  into  research 
and  development,  outspending  rivals — 
with  the  possible  exception  of  Bridge- 
stone.  The  investment  pays  off  in  aero- 
space, too.  When  the  Concorde  resumed 


BLOWOUT-PROOF 

Caddy's  XLR  will  ride 
on  Michelin  PAXs 


flights  last  Novembei 
the  supersonic  jet  wa 
outfitted  with  ne^ 
Michelin  tires  specially 
designed  to  resist  tb 
kind  of  puncture  that  burst  one  of  tb 
plane's  Goodyear  tires  two  years  ago  i 
Paris,  leading  to  a  deadly  crash.  Miche 
lin  is  also  the  exclusive  supplier  to  tb 
U.S.  Space  Shuttle  program.  "Wit! 
Michelin's  technology,  we  feel  we'r 
uniquely  positioned  to  be  the  undisput 
ed  leader,"  says  Edouard. 

A  bold  claim,  and  one  that's  about  t 
be  tested.  The  company  that  launchec 
the  radial  tire  in  1946  now  boasts  anoth 
er  industry  first:  the  pax  "run  flat"  tire 
Bridgestone  has  rushed  out  a  cheape 
version,  but  carmakers  are  willing  to  pa? 
a  premium  for  Michelin's  technology.  Tb 
pax's  gel-filled  interior  ring  ensures  sue 
a  smooth  ride  that  drivers  often  don'1 
realize  they  have  a  flat.  They're  alertec 
by  a  pressure  monitor  and  then  warne 
to  reduce  speed  to  50  mph.  The  PAX  will 
be  offered  as  an  option  on  Audi's  top-of- 
the-line  A8  sedan  this  fall  and  on  Cadil 
lac's  upcoming  roadster. 

Michelin  is  breaking  new  ground  as 
well  with  its  C3M  tiremaking  process 
The  equipment  is  so  compact  that  it 
can  be  shipped  from  one  facility  to  an 
other  in  just  one  planeload.  Yet  it  per 
forms  the  same  functions  as  a  tradi 


IT  HAS  A  LEADING  MARKET  SHARE... 

SHARE  OF  GLOBAL  TIRE  MARKET,  2001 


MICHELIN'S  MOMENT? 

...AN  OUTPERFORMING  STOCK... 
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▲  PERCENT  CHANGE 
Data:  Tire  Business,  Bloomberg  Financial  Markets,  Michelin.  Deutsche  Bank 


...BUT  UNEVEN  PROFITS 


OPERATING 
PROFIT 


OPERATING  MARGIN 
PERCENT  OF  SAliS 


0        0.2        0.4        0.6 
►  BILLIONS  OF  DOLLARS 
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How  do  you  get  daily  update: 
on  your  business  health? 

Help  departments  set 
well-defined  objectives? 

And  respond  quickly  to 
changing  market  conditions? 
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Only  SAS  provides  a  complete  view  of  your 
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find  out  how  leading  companies  are  reaping  the 
rewards  of  SAS  enterprise  intelligence,  call  toll  free 
1  866  270  5722  or  visit  www.sas.com/enterprise 
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International  Business 


tional  factory.  C3M  gives  Miche- 
lin  flexibility  to  produce  small 
batches  of  premium  tires  quick- 
ly without  tying  up  regular 
production  lines.  "It's  a  very 
valuable  tool  for  us,"  says  an 
executive  at  one  European  auto 
company. 

Indeed,  Edouard  is  choosy 
about  whom  he  does  business 
with  these  days.  Michelin 
dumped  high-volume  customers 
GM  Europe  and  Fiat  in  May  to 
concentrate  on  the  top  end  of 
the  business,  where  it  can  get 
twice  the  price  per  tire.  That 
means  selling  more  tires  like  the 
$398  Diamaris  that  BMW  fits  on 
its  popular  X5  suv.  "What  Michelin  seems 
to  be  doing  is  not  pursuing  contracts  at 
any  price,"  says  BMW  ceo  Helmut  Panke. 

In  the  U.  S.,  heightened  brand  aware- 
ness in  the  wake  of  the  Firestone  recall 
has  enabled  Michelin  to  boost  market 
share  even  while  it  has  jacked  up  prices 
by  up  to  6%  in  the  past  year.  "We've 
seen  a  clear  change  in  the  behavior  of  the 
American  consumer,  with  people  inquiring 
much  more  before  buying  a  tire,"  says 
Edouard.  After  Ford  Motor  Co.  blamed 
deadly  suv  blowouts  on  Firestone  tires 
two  years  ago,  Michelin's  longstanding 
ad  campaign — with  its  tag  line  "because 
so  much  is  riding  on  your  tires" — res- 
onated with  customers.  Since  the  Fire- 


stone debacle,  Michelin's  share  of  the 
U.S.  tire  market — which  includes  its 
American  brands  B.F.  Goodrich  and 
Uniroyal — has  risen  three  points,  to  25%. 
Jerry  Nerheim,  president  of  Waukegan 
Tire  &  Supply  Inc.  in  Waukegan,  Illinois, 
says  Michelin  tires  are  his  biggest  sellers. 
"Michelin  sets  the  standards,"  he  says. 

Edouard  is  paying  attention  to  cost- 
cutting  too.  In  1999,  he  cut  7,500  jobs  in 
Europe.  Now,  he  is  in  the  middle  of  a 
$100  million  restructuring  plan  that  will 
eliminate  2,000  jobs  from  Michelin's  U.S. 
operations  over  the  course  of  this  year 
and  the  next,  yielding  $200  million  a 
year  in  savings. 

The  tire  scion  also  is  steering  Miche- 


TIRE  ENVY 

"Michelin  is  what  every- 
body shoots  at,"  says 
dealer  Nerheim 

lin  into  emerging  markets.  Oi 
a  trip  to  China  in  mid-July,  h| 
dropped  in  on  a  truck  tire  deal 
er  in  Szechuan.  Why,  EdouarJ 
wanted  to  know,  are  sales  ol 
radial  tires  surging  in  Chin( 
even  though  they  cost  threJ 
times  more  than  standanl 
tires?  The  dealer  explained  thai 
Chinese  haulers  routinely  over] 
load  their  trucks,  packing  2(| 
tons  on  vehicles  built  to  ca 
five.  The  result?  After  a  few  trips,  th(| 
tires  burst.  But  steel-reinforced  radial:] 
can  take  the  beating. 

They  sure  can.  Michelin  became  No. 
in  China's  huge  market  for  replacement 
tires  last  year  after  striking  a  $143  mil] 
lion  joint  venture  deal  with  the  Shang-J 
hai  Tire  &  Rubber  Co.  "Whoever  is 
No.  1  in  China  and  can  hold  on  to  that) 
will  be  No.  1  in  Asia  in  30  years,"  pre 
diets  Herve  Coyco,  head  of  the  car  anc 
light  truck  tire  division.  Beware,  Bridge 
stone:  Bi-bi-deng  is  flexing  his  muscles  J 
Christine  Tierney  in  Clermont-Fer] 
rand,  France,  with  Ann  Tfierese  Palmen 
in  Chicago,  Chester  Dawson  in  Tokyo\ 
and  Joann  Muller  in  Detroit 


A  GUIDE  ROUGE  FOR  THE  INTERNET  GENERATION 


Surrounded  by  rust-colored  walls 
that  evoke  Burgundy's  fertile 
soil,  clusters  of  thirtysomethings 
dine  on  duck  dressed  with  dates  and 
sip  choice  vintages  at  L'Angle  du 
Faubourg  near  the  Champs-Elysees. 
The  year-old  bistro  has  al- 
ready been  awarded  its  first 
Michelin  star  for  excellence,  i 
and  it's  obvious  why:  It 
serves  up  classic  French 
fare  with  a  healthy  soupcon 
of  modern  creativity. 

With  L'Angle's  entry 
into  this  year's  edition 

NETIZEN 

Brown  is  bring- 
ing Michelin's 
publishing  ven- 
tures up  to  date 


of  the  venerable  Michelin  food  bible, 
the  under-40  crowd  is  discovering 
that  this  isn't  their  parents'  Guide 
Rouge.  They  can  thank  Derek 
Brown,  the  50-year-old  Englishman 
who  was  appointed  to  run  Michelin's 
Guide  Rouge  in  January,  2001. 
Brown  and  his  Paris-based  staff 
are  courting  a  younger  reader- 
ship by  flagging  innovative 
restaurants  for  every  pocket. 
"Good  food  is  not  solely  the 
prerogative  of  people  with 
gray  hair,"  says  Brown,  a 
30-year  Michelin  veteran. 
The  Guide  Rouge  has 
been  around  since 
1900,  almost  as 
long  as  Michelin's 
tires.  Sales  of  the 
little  red  book, 
now  available  for 
11  European  coun- 


tries, are  on  course  to  surpass  last 
year's  1.3  million  tomes,  in  spite  of 
the  tourism  slump.  The  entire  guide 
division — which  also  includes  the 
lower-profile  Guide  Vert  tourist 
guides  and  maps — logged  revenues  of 
$70.9  million  last  year.  Michelin  does 
not  break  out  profits  for  the  unit. 

Brown  is  also  chasing  new  cus- 
tomers over  the  Internet.  Michelin 
has  plowed  almost  $100  million  into 
two-year-old  viamichelin  Web  site. 
The  site  is  not  expected  to  turn  a 
profit  until  2004,  but  Brown  feels  the 
investment  is  well  worth  it:  "It's  per- 
mitting a  younger  audience  to  discov- 
er the  value  of  the  information  we 
publish."  This  Brit  is  betting  that  this 
new  generation  of  Palm  Pilot  and  cell 
phone-toting  Michelin  devotes  will  be 
as  loyal  as  the  last. 

By  Christina  White  Passariello  in 
Paris 
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The  flat  out  clear  choice 


Tl 


wiseview  at  any  angle. 


Now  you  can  get  distortion  free  viewing  1 .8"  to  40" 
displays  with  outstanding  clear  resolution.  The  choice 
is  clear.  The  choice  is  wiseview  digital  displays  by 
Samsung. 

wiseview  technology  that's  ahead  of  its  time.  Every 
TFT-LCD  visual  display  on  a  cell  phone,  notebook, 
monitor,  PDA,  LCD  TV  or  game  with  the  wiseview   logo 


has  the  reliability,  clarity  and  quality  that  you  can 
expect  from  Samsung. 

wisevi.ew  from  Samsung.  When  you're  looking  for  the 
perfect  view,  look  for  the  wiseview  logo.  It's  flat  out  the 
clear  choice. 

For  more  information,  visit  us  at 
www.samsungTFTLCD.com 


viseview  is  a  trademark  owned 
by  Samsung  Electronics  Co.  Ltd. 
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EDITED  BY  ROSE  BRADY 


THE  PERILS  OF  GIVING  PUTIN 
A  GREEN  LIGHT  IN  GEORGIA 


Russian  President  Vladimir  V.  Putin  is  upping  the  stakes 
for  George  W.  Bush  just  as  the  White  House  wants 
Russia's  support  in  the  U.N.  Security  Council  for  a 
showdown  with  Saddam  Hussein's  Iraq — a  showdown  Wash- 
ington sees  as  inevitable  even  after  Baghdad's  Sept.  16  agree- 
ment to  let  in  inspectors.  The  issue  concerns  a  matter  of  top 
priority  to  Putin:  Chechnya.  In  a  war  both  sides  have  fought 
in  brutal  fashion,  Russian  troops  have  been  battling  rebels  for 
three  years  in  the  nation's  breakaway  Chechen  republic.  The 
Chechen  forces,  with  help  from  al  Qaeda-linked  Arab  fighters, 
have  used  the  Pankisi  Gorge  in  neighboring  Georgia  as  a 
launching  pad  for  deadly  strikes  against 
Russian  units  in  Chechnya. 

But  in  a  cleverly  timed  speech  on  Sep- 
tember 11,  the  first  anniversary  of  the 
terror  attacks  on  America,  Putin  sternly 
warned  the  Georgians  that  Russia  would 
take  unilateral  military  action  in  the  gorge 
unless  the  Georgians  got  tough  them- 
selves. Putin  declared  Russia  had  the 
same  rights  under  international  law  to 
root  out  terrorist  nests  in  the  Pankisi 
Gorge  that  the  U.  S.  invoked  in  its  strike 
against  Afghanistan.  The  speech  put 
Washington  on  notice.  Since  May,  Green  : 
Berets  have  been  training  a  plainly  unenthusiastic  Georgian 
army  for  anti-terrorist  operations,  with  little  apparent  success. 
Putin's  gambit  appears  to  be  working.  On  Sept.  16,  Geor- 
gian President  Eduard  Shevardnadze  said  he  had  ordered  "ac- 
tive operations"  to  capture  terrorists  in  the  gorge.  Shevard- 
nadze also  said  that  U.  S.  and  Russian  intelligence  operatives 
were  working  in  the  gorge.  Neither  the  Russian  nor  U.S. 
governments  would  confirm  their  personnel  were  helping, 
but  a  Western  diplomat  in  Moscow  says  U.S.,  Russian,  and 
Georgian  officials  have  discussed  the  idea  of  a  joint  project. 
U.S.  officials  say  Washington  has  hardened  its  attitude  to- 
wards the  rebels  after  efforts  to  bring  moderate  Chechens  to 


CHECHNYA 


TURKEY 


the  negotiating  table  failed.  The  U.S.  is  also  open  to  th 
possibility  of  a  Russian-Georgian  military  operation  in  th 
gorge — an  option  the  Georgians  have  been  resisting. 

For  the  U.  S.,  there  would  be  dividends  in  backing  Putin 
get-tough  policy.  Despite  efforts  to  train  the  Georgians,  Was! 
ington  does  not  believe  they  are  capable  on  their  own 
eliminating  battle-hardened  Islamic  militants  from  the  gorg 
What's  more,  U.  S.  pressure  on  the  Georgians  to  root  out  te: 
rorists  ought  to  make  Moscow  listen  more  sympathetically  t 
Washington's  case  on  Iraq.  "Everything  is  interconnected 
this  world,"  says  a  Putin  confidante,  Mikhail  V.  MargeloV 
who  heads  the  foreign  affairs  committe 
of  the  Russian  Parliament's  upper  cham 
ber.  Georgia  and  Iraq  are  expected  t< 
be  on  the  agenda  when  the  Foreign  anc 
Defense  Ministers  of  the  U.  S.  and  Russia 
meet  in  Washington  on  Sept.  20. 

But  heightened  activity  in  the  Cauca 
sus  presents  risks  for  the  U.  S.,  too.  On* 
is  the  danger  that  U.  S.  advisers  in  Geor 
gia  get  targeted  in  a  new  flare-up  of  vio 
lence.  America's  global  image  could  alsc 
suffer  through  a  closer  identification  wit! 
aggressive  Russian  war  methods.  And  ; 
dangerous  precedent  could  be  set.  I 
Putin  mounts  a  larger  military  effort  with  the  tacit  approva 
of  Washington,  countries  in  other  hot  spots  could  follow  hie 
example.  Analysts  fear  India,  for  example,  could  invoke  the 
same  argument  Putin  is  using  to  launch  a  major  strike 
against  the  part  of  Kashmir  controlled  by  Pakistan.  "This  has 
got  to  be  very  carefully  controlled"  by  U.S.  policymakers 
says  Fiona  Hill,  an  expert  on  the  Caucasus  region  at  the 
Brookings  Institution.  Even  as  Putin  cooperates  with  the 
war  on  terror,  he's  posing  yet  another  dilemma  for  Bush's 
hard-pressed  anti-terrorism  team. 

By  Paul  Starobin  i?i  Moscow 
with  Stan  Crock  in  Washington^ 


GLOBAL  WRAPUP 


SOUTH  KOREAS  NEW  CANDIDATE 

►  The  race  to  succeed  Kim  Dae  Jung 
as  President  of  South  Korea  might  go 
right  down  to  the  wire.  The  Sept.  17 
announcement  by  Chung  Mong  Joon, 
president  of  the  Korean  Football 
Assn..  that  he  will  run  in  the  Dec.  19 
election  is  adding  new  drama  to  the 
campaign.  Chung,  50,  is  building  on 
popularity  gained  in  June  wrhen  Seoul 
co-hosted  the  World  Cup,  which  he 
helped  organize.  Recent  opinion  polls 
show'  Chung  running  neck-and-neck 
with  opposition  candidate  Lee  Hoi 


Chang.  And  Chung  is  some  10  per- 
centage points  ahead  of  ruling  party 
candidate  Roh  Moo  Hyun.  That's  re- 
markable for  a  four-term  independent 
legislator  who  has  achieved  little  in  re- 
shaping the  country's  political  agenda. 
In  fact,  Chung's  biggest  advantage 
is  that  he  is  regarded  as  a  new  face  on 
the  national  level,  untainted  by  the 
corruption  and  regional  rivalry  that 
have  characterized  South  Korea's  polit- 
ical system.  But  many  analysts  think 
Chung  will  face  an  uphill  battle 
against  Lee  as  campaigning  heats  up. 
Voters  may  view  Chung  as  too  close  to 


the  conglomerates  dominating  Korea's 
economy.  He  is  the  son  of  the  late 
founder  of  Hyundai  Group,  once  the 
country's  largest  chaebol,  and  is  a 
major  shareholder  of  Hyundai  Heavy 
Industries  Co.,  the  world's  largest 
shipbuilder. 

Chung  could  pull  off  a  victory,  ana- 
lysts say,  if  Roh  drops  out  of  the  race 
and  supports  him.  Both  Roh  and 
Chung  back  Kim's  policy  of  engage- 
ment with  North  Korea — in  contrast 
to  the  conservative  Lee,  who  main- 
tains a  tougher  position  on  Pyongyang. 
By  Moon  Ihhvan  in  Seoul 
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PUBLIC  TV'S 
IDENTITY  CRISIS 

Can  PBS  reach  new  viewers  and  still  stay  PBS? 


Chicago  public-TV  station  wttwii 
caused  quite  a  stir  in  the  Windy 
City  in  June  when  it  tapped  for- 
mer rock  DJ  Bob  Sirott,  a  Fox  and 
CBS  personality  best  known  for  light- 
hearted  entertainment  coverage,  to  host 
its  oh-so-serious  18-year-old  flagship  pub- 
lic affairs  show,  Chicago  Tonight.  One 
newspaper  likened  the  hiring  to  Madon- 
na singing  with  the  city's  Lyric  Opera, 
while  a  local  wag  wondered  whether 
WTTWII  might  next  revive  another  Chica- 
go icon,  Bozo  the  Clown. 

It  didn't  help  perceptions  that  Sirott 
was  hired  to  boost  Chicago  Tonight's 
sagging  ratings  by  a  former  Fox  col- 


CABLE:  CHALLENGING  PBS'S  TURF 


league,  Randy  King,  who  had  produced 
the  scrappy  network's  Super  Bowl  cov- 
erage and  kids'  programming  and  is 
now  executive  vice-president  at  WTTWii's 
parent,  Network  Chicago.  Station  hon- 
chos  insist  that  when  the  new  Chicago 
Tonight  has  its  debut  in  November, 
viewers  will  not  hear  happy  talk  or  see 
cable-style  shouting  pundits.  Says  Net- 
work Chicago  ceo  Daniel  J.  Schmidt: 
"The  show  will  still  be  very  smart  and 
most  of  it  very  serious." 

The  brouhaha  in  Chicago  underscores 
the  dilemma  executives  at  public  televi- 
sion's 349  stations  are  facing  these  days: 
how  best  to  draw  in  new  viewers  while 
maintaining  the 
quality  program- 
ming that  has  been 
public  TV's  mission. 
The  Public  Broad- 
casting Service's 
average  nightly 
prime-time  ratings 
are  down  23%  over 
the  past  nine  years, 
to  about  1.8  million 
households  at  any 
given  time.  Anoth- 
er problem:  Public 
TV's  loyal  audience 
is  aging,  closing  in 
on  retirement.  The 
explosion  of  cable 
channels,  which  has 
drained  viewers 
from  networks  CBS, 
NBC,  and  ABC  for 
years,  has  begun  to 
take  its  toll  on  PBS. 
Cable's  prime-time 
ratings  collectively 
are  up  122%  since 
1992-93. 

Meanwhile,  pbs's 
corporate  under- 
writers, pinched  by 
tough  times,  are 
getting  harder  to 
find.  System  man- 
agers are  consider- 
ing calling  this  fall 


for  Congress  to  set  up  a  trust  fund  to 
secure  funding  and  avoid  chronic  anti- 
pbs  politicking,  often  stoked  by  conser- 
vative critics.  Layoffs  have  been  im- 
posed at  some  stations  around  the 
country,  and  some  series  production  has 
been  scaled  back.  All  this  has  left  public 
TV  struggling  with  an  identity  crisis  as 
the  old  guard  clashes  with  mavericks 
trying  to  redefine  programming.  "For 
public  broadcasting  to  be  vital  and  vi- 
able, we  are  going  to  have  to  embrace 
some  changes,"  says  pbs  ceo  Pat 
Mitchell,  58,  a  former  cnn  Productions 
president  hired  in  early  2000. 

But  change  comes  slowly  and  some- 
times painfully  to  a  system  known  for 
giving  the  public  what  it  needs  rather 
than  what  it  wants.  While  commercial 
broadcasters  chase  fickle  younger  audi- 
ences and  kill  waning  shows  as  quickly 


PBS  NEWS  HOUR  WITH  JIM  LEHRER 


NEWS 

Even  Jim  Lehrer  is  doing  shorter 
reports  and  launching  an  ad  cam- 
paign to  counter  tabloid-like  fare 
such  as  The  O'Reilly  Factor 


FOX  NEWS  THE  O'REILLY  FACTOR 


as  Nielsen  Media  Research  can  count 
viewers,  public  TV  has  clung  to  programs 
with  shrinking  audiences.  Wall  $treet 
Week  with  Louis  Rukeyser  hung  on  for 
32  years  until  last  March,  when  Mary- 
land Public  Television  executives  decid- 
ed they  needed  a  new  direction  to  halt  a 
viewership  slide,  and  a  resistant 
Rukeyser  decamped  angrily  for  CNBC. 

Yet  within  public  TV,  a  battle  rages 
over  whether  the  drive  for  a  broader 
audience  could  backfire.  Even  though 
PBS's  average  prime-time  audience  is 
now  in  its  mid-50s,  some  producers  fear 
any  effort  to  woo  younger  viewers  will 
serve  to  water  down  public  broadcast- 
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ing's  education  and  service  mission. 
Stick  to  a  high-minded  approach,  they 
say,  and  viewers  will  warm  to  it  as  they 
age  and  grow  weary  of  commercial  TV's 
shallow  glitz.  "Public  broadcasting  has 
the  ability  to  survive  if  it  doesn't  over- 
react and  become  like  everything  else  in 
the  schedule,"  argues  Ken  Bums,  mak- 
er of  acclaimed  documentaries  on  the 
Civil    War,   jazz,    and    Mark    Twain. 

A  balance  can  be  struck,  say  PBS  ex- 
ecutives. Case  in  point:  the  documen- 
tary Frontier  House  that  aired  last 
spring.  Instead  of  a  sepia-toned  look  at 
life  on  the  American  frontier,  the  pro- 
ducers put  three  modern  families  into 
1883-style  clothes,  wagons,  and  cabins 
and  taped  them  preparing  for  a  Mon- 
tana winter  with  tools  of  the  age.  A 
highbrow  Survivor"!  No,  says  John  F. 
Wilson,  a  senior  programming  exec  at 
PBS,  insisting  the  result  was  "hugely 
challenging  and  hugely  engaging." 

PBS  veterans  shrug  off  worries  about 
competing  for  viewers  with  the  likes  of 
cable's  Discovery  Channel,  the  History 
Channel,  and  A&E,  which  offer  similar 
programming.  Public-TV  producers  insist 
their  programs  remain  far  meatier.  For 
instance,  when  PBS  aired  On  Our  Own 
Terms:  Moyers  on  Dying  in  September, 
2000,  dealing  with  better  end-of-life  care, 
it  not  only  reached  16  million  viewers, 
but  spawned  discussion  groups  in  over 
250  communities.  What's  more,  pbs  still 
rules  the  playground  set.  Such  programs 
as  Arthur  and  Barney  have  helped  boost 
pbs's  ratings  in  the  under-five  category 
by  18%  since  1992-93. 

Certainly,  the  stakes  are  high  if  pub- 
lic TV  can't  expand  or  retain  its  audi- 
ence. It  has  blunted  sporadic  attacks 
from  politicians,  but  its  government 
funding — about  $717  million  of  its  rough- 
ly $1.6  billion  in  annual  revenue  comes 
from  local,  state,  and  federal  sources — is 
periodically  threatened.  Even  with  more 
commercial-friendly  formats,  corporate 
backing — about  16%  of  funding  normal- 
ly— is  down,  forcing  layoffs  in  cities  such 
as  Chicago,  Dallas,  and  Philadelphia, 
and  at  pbs  headquarters.  Now,  if  public 
support  dwindles  with  viewership,  pbs 
could  slowly  starve.  "Congress  never 
gave  public  broadcasting  adequate  fund- 
ing, so  almost  from  the  beginning,  it 
has  been  operating  behind  the  curve," 
says  Edward  J.  Pfister,  a  former  presi- 
dent of  the  Corporation  for  Public 
Broadcasting. 

Unquestionably,  public  TV  is  a  refuge 
from  mediocrity,  but  fewer  people  say 
they  need  it.  Unless  pbs  and  its  far- 
flung  stations  find  ways  to  lure  choice- 
saturated  viewers,  they'll  be  in  for  more 
grief.  Certainly,  they  are  in  for  a  lot 
more  soul-searching  over  just  who  they 
want  to  serve  and  how  best  to  do  it. 

By  Joseph  Weber  in  Chicago 


BEVERAGES 


THIS  MERLOTS 
FOR  YOU 

As  sales  languish,  U.S.  winemakers  go  mass-market-like  beer 


The  Louis  M.  Martini  Winery  has  a 
proud  history,  with  roots  stretch- 
ing back  to  the  earliest  days  of 
California  wine-growing.  Founded 
by  an  Italian  immigrant  in  1933,  it  be- 
came one  of  Napa  Valley's  flagship 
wineries.  On  Sept.  9,  though,  Martini 
reached  the  end  of  the  line  as  a  family- 
owned  operation.  Hobbled  by  stiff  com- 
petition and  massive  consolidation 
throughout  the  industry,  the  founder's 
grandchildren  announced  the  sale  of 
their  business  to  E.  &  J.  Gallo  Winery, 
the  world's  largest  wine  company.  "It 


has  just  gotten  so  hard  for  smallish 
wineries,"  laments  President  and  ceo 
Carolyn  A.  Martini.  "Most  of  us  don't 
run  that  aggressively.  So  when  we're 
going  through  a  consolidating  time  or  a 
market  downturn,  more  and  more  of  us 
are  sensitive  to  it." 

It's  a  common  refrain  rippling 
through  the  $50  billion  U.S.  wine  in- 
dustry. After  unprecedented  growth  in 
the  1990s — 7%  compounded  annually  for 
wine  under  $8  a  bottle  and  16%  for 
wines  over  that — the  bubble  has  burst. 
At  the  lower  end  of  the  market,  which 
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makes  up  75%  of  volume,  sales  have 
fallen  an  estimated  6%  so  far  this  year 
from  last,  while  revenue  growth  for  the 
|  increasingly  popular  premium  brands 
I  has  slowed  to  12%,  says  researcher  Mot- 
to Kryla  &  Fisher  LLP  in  St.  Helena, 
Calif.  "The  halcyon  days  are  over,"  says 
Jim  Barrett,  founder  of  Chateau  Mon- 
telena  Winery  in  Calistoga,  Calif. 

The  bad  economy  and  a  slump  in 
tourism  are  part  of  the  problem.  But 
vintners  face  other  woes.  A  grape  glut 
caused  by  overplanting  in  headier  times 
is  raising  inventories  and  igniting  price 
wars.  The  oversupply  has  gotten  so  dire 
that  farmers  are  pulling  up  vines  and 
replacing  them  with  crops  in  higher  de- 
mand. In  addition,  con 
solidation  among  dis- 
tributors and 
retailers  is  limiting 
smaller  vintners'  op- 
portunities to  get  into 
the  crowded  marketplace. 
And  competition  from 
abroad,  aided  by  the  strong 
dollar,  is  adding  to  their  ills. 

The  quadruple  whammy 
is  hitting  winemakers  like 
a  10-ton  barrel.  And  it's 
bringing  shifts  that  are 
likely  to  reshape  how  the 
wine  business  operates. 
"There  are  going  to  be 
more  dynamic  changes 
than  ever  before,"  predicts 
R.  Michael  Mondavi,  chair- 
man of  Robert  Mondavi 
Corp.  in  Napa,  Calif., 
which  elevated  its  first 
nonfamily  member  to  CEO 
last  year.  "We  are  going 
through  a  transition  from  a 
cottage  industry  of  gentle- 
man farmers  into  a  con- 
sumer-products, luxury- 
goods  industry." 

In  short,  the  relatively 
young  U.S.  wine  business 
is  finally  becoming,  well,  a 
business.  Gone  are  the 
days  of  the  ultrarich  flow- 
ing into  Napa  Valley  in 
search  of  a  hobby.  Mom- 
and-pop  vintners  have  stopped  making 
wine  without  regard  to  the  actual  de- 
mand. And  multigenerational  families, 
who  operate  most  of  this  country's  2,000 
wineries,  no  longer  rely  only  on  emotion 
to  drive  pivotal  business  decisions. 

Instead,  the  highly  fragmented  in- 
dustry is  becoming  as  dedicated  to  the 
bottom  line  as  it  is  to  the  American 
palate.  With  Americans  drinking  not 
even  one-tenth  as  much  wine  as  beer, 
vintners  realize  that  wine  has  to  move 
from  special-occasion  to  all-occasion  if 
the  industry  is  to  thrive.  To  that  end, 
vintners  large  and  small  are  recruiting 


professional  managers.  They  are  launch- 
ing sophisticated  brand-building  cam- 
paigns and  using  technology  to  stream- 
line operations.  Perhaps  most  telling, 
multinational  corporations  such  as  Dia- 
geo,  Southcorp,  Brown-Forman,  and 
Constellation  Brands  are  battling  it  out 
alongside  hundreds  of  small  artisanal 
wineries.  "The  wine  industry  is  not  the 
young  throbbing  adolescent  it  was.  It 
has  started  growing  up  and  being  less 
experimental,  less  fun-loving,  and  less 
hobbylike,"  says  Vic  Motto,  a  wine  busi- 
ness consultant  at  Motto  Kryla  &  Fish- 
er. "It  is  now  a  serious  pursuit." 

Few  things   are   more   serious   to 
winemakers  today  than  getting  Ameri- 
can adults  to  drink  more  wine.  For 
three  years,  per  capita 


...BUT  STILL  LAGS 
OTHER  COUNTRIES 


U.S.  WINE  CONSUMPTION 
HAS  BEEN  CLIMBING... 
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consumption  has  been  stuck  just  be- 
low two  gallons  a  year,  after  several 
years  of  steady  growth,  according  to 
the  Adams  Wine  Handbook.  What 
gains  are  being  made  are  due  largely 
to  increased  drinking  among  people  al- 
ready converted  to  wine  rather  than 
new,  younger  drinkers.  Barely  more 
than  10%  of  adults  in  the  U.S.  con- 
sume 86%  of  all  the  wine. 

The  challenge — and  opportunity — is 
particularly  striking  when  put  in  a 
global  context.  In  per-capita  consump- 
tion, Americans'  two-gallon-a-year  habit 
ranks  32nd  in  the  world,  according  to 


World  Drink  Trends,  an  industry  re- 
port. By  contrast,  Americans  drink  22 
gallons  of  beer  a  year.  And  therein  lies 
the  problem:  Unlike  many  other  na- 
tions, where  wine  is  a  part  of  daily 
life,  the  U.S.  is  a  society  devoted  more 
to  beer  and  Coca-Cola.  "We  just  don't 
think  about  wine  when  it's  Wednesday 
night  with  leftovers,"  says  John  Gille- 
spie, president  of  the  Wine  Market 
Council. 

One  way  to  change  that  is  by  trans- 
forming wine  into,  gasp,  a  mass-market 
commodity.  It's  an  idea  that  wine  purists 
abhor.  But  the  business  case  for  doing  it 
is  irrefutable.  Instead  of  making  oceans 
of  cheap,  so-so  jug  wines,  or  limited 
amounts  of  the  priciest 
stuff,  experts  say  it's 
time  to  use  basic  busi- 
ness principles  such  as 
economies  of  scale,  mar- 
ket segmentation,  and 
brand  building  to  produce 
good-tasting  wines  at  af- 
fordable prices.  Such  a 
move  may  be  the  best  way 
to  attract  new  drinkers  to 
the  category  and  subsidize 
the  crafting  of  the  most 
expensive,  handmade 
brands. 

Joel  Peterson,  general 
manager  and  winemaker 
at  Ravenswood  Winery  in 
Sonoma,  Calif.,  says  that's 
what  his  Vintners  Blend 
is  all  about.  The  collection 
of  fruitier,  easier-drinking 
wines  retail  for  as  little 
as  $7  a  bottle.  Peterson 
makes  400,000  cases  a 
year  of  Vintners  Blend  at 
a  cost  that  is  72%  less 
than  his  pricier  Vineyard 

AT  A  WINE  TASTING 

Just  over  10%  of 
American  adults 
account  for  86%  of 
wine  consumed 

Designated  Series,  which  sells  for  about 
$50  a  bottle  (chart). 

Segmenting  the  market,  as  is  done 
with  everything  from  toilet  paper  to 
jeans,  enables  Peterson  to  have  products 
at  all  price  points,  so  that  when  con- 
sumers want  to  trade  up,  they  can  stick 
with  Ravenswood  brands.  It  also  gen- 
erates enough  capital  so  he  can  rein- 
vest in  his  company.  "The  commodity 
wine  for  me  is  what  we  call  Chateau 
Cash  Flow,"  says  Peterson,  whose  win- 
ery grew  revenues  by  35.5%  to  $51  mil- 
lion last  year,  when  it  was  acquired  by 
Constellation  Brands.  "We  had  a  man- 
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Marketing 


date  to  figure  out  how  to  produce  great 
wine  and  still  be  profitable." 

Of  course,  having  the  right  assort- 
ment won't  help  much  if  vintners  don't 
get  their  message  out.  Wine  lags  way 
behind  other  alcoholic  beverages  when 
it  comes  to  advertising.  Vintners  spent 
$111  million  on  ads  last  year,  compared 
with  $906  million  forked  over  by  beer 
producers  and  $404  million  by  distillers, 
says  M.  Shanken's  Impact  Databank. 

Little  by  little,  vintners  are  trying 
to  change  that.  Up  until  three  years 
ago,  for  example,  Mondavi  spent  zero 
promoting  its  8  million-case  Woodbridge 
brand  on  television.  But  this  year,  it 
expects  to  dish  out  $14  million,  mostly 
for  TV  campaigns.  Gallo  and  Beringer 
Blass  Wine  Estates,  acquired  in  2000 
by  Australia's  Foster's  Group  Ltd.,  also 
plan  hikes  in  their  marketing  budgets. 
Meanwhile,  Clos  du  Val  Wine  Co.,  a  30- 
year-old  Napa  vintner,  recently  struck 
product-placement  deals  to  get  its  wine 
featured  on  shows  such  as  The  Sopra- 
nos. "We've  had  to  go  from  being  a  pro- 
duction-oriented business  to  being  a 
market-oriented  business,"  says  ceo 
David  B.  Campbell. 

Single-brand  promotions  are  only 
part  of  what's  on  tap.  Wineries  are  also 
devising  strategies,  along  with  restau- 
rateurs and  retailers,  to  get  more  peo- 
ple to  think  about  wine.  Working  with 
suppliers  such  as  Gallo,  for  example, 
Olive  Garden  has  been  on  a  crusade 
to  sell  more  wine  at  its  490  restau- 
rants, offering  extensive  training  to 
managers  and  waiters  about  wine  and 


DALLAS  COWBOYS 

In  Texas  Stadium 
suites,  servers 
are  trained  to 
recommend  wines 

food  and  offering  wait- 
ing customers  free  tast- 
ings. Last  year,  Olive 
Garden  gave  away 
some  30,000  cases  of 
wine  and,  in  the  past 
five  years,  has  doubled 
its  wine  sales.  "Wine 
can  be  very  intimidating,"  says  Wil- 
liam Edwards,  the  chain's  director  of 
culinary  and  beverage  strategy.  "But 
when  you  get  it  into  the  hands  of  peo- 
ple and  let  them  taste  it,  they  under- 
stand that  wine  doesn't  have  to  be 
scary." 

The  notion  is  true  even  at  Texas 
Stadium,  where  drinking  beer  at  Dallas 
Cowboys  football  games  is  a  sacred 
rite.  With  help  from  Chicago's  Terlato 
Wine  Group,  the  sports  venue  since 
2000  has  been  teaching  servers  which 
wines  to  recommend  with  which  foods. 
The  result:  Wine  sales  jumped  16%  last 
season. 

The  industry  is  also  getting  serious 
about  finance.  St.  Francis  Winery  & 
Vineyards  in  Santa  Rosa,  Calif.,  for  ex- 
ample, hired  its  first  chief  financial  offi- 
cer in  January.  Although  the  winery 
produces  300,000  cases  yearly,  it  was 
still  operating  much  the  way  it  did  two 


RAVENSW00D-0N  BOTH  THE 
BOTTOM  AH0  TOP  SHELVES 

Making  a  high-end  wine  costs  big  bucks. 

Increasingly,  those  prestige  labels  are  supported 

by  cheaper,  mass-market  wines.  Here's  how  the 

costs  break  down  at  Ravenswood  Winery: 
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SINGLE  VINEYARD 
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decades  ago,  when  it  made  just  20,00( 
cases.  So  General  Electric  Co.  veterai 
Robert  J.  Aldridge  was  brought  in  to  in 
still  discipline.  Among  his  first  project?] 
was  figuring  out  whether  St.  Francis 
should  buy  barrel-washing  equipment 
or  hire  people  to  do  the  job.  Aldridge 
figured  he  could  pay  off  the  equipment 
in  13  months,  a  far  cheaper  option  than 
hiring  six  workers,  "ge  taught  me  how 
to  base  decisions  on  data  rather  than 
gut  feelings,"  explains  Aldridge. 

These  changes  are  partly  a  response 
to  shifts  in  the  way  wine  is  sold.  Laws 
harking  back  to  Prohibition  require  vint 
ners  to  sell  their  wines  through  state-li 
censed  distributors.  But  these  whole- 
salers have  been  eating  up  one  another, 
leaving  vintners  with  few  outlets.  In- 
dustry insiders  estimate  that  the  largest 
distributor,  Southern  Wine  &  Spirits  of 
America  Inc.,  now  sells  one  out  of  every 
10  bottles  of  wine  in  the  U.  S. 

Not  all  of  their  wines  are  homegrown. 
Overseas  vintners,  from  Italy  to  Aus- 
tralia, now  account  for  about  25%  of  U.  S. 
sales,  according  to  the  Commerce  Dept. 
Retailers  say  high-quality,  well-priced 
foreign  wines  are  increasingly  hurting 
U.  S.  vintners.  "As  the  American  market 
becomes  more  mature,  we  are  looking 
for  other  products  from  other  places," 
says  David  Andrew,  director  of  wine 
at  Costco  Wholesale  Corp.,  now  the 
nation's  largest  wine  retailer,  with  $500 
million  in  sales  annually.  "So  the  Amer- 
ican wine  industry  needs  to  be  more 
competitive  when  it  comes  to  pricing." 
Small  vintners  aren't  going  away. 
Indeed,  the  market  for  handcrafted 
wines  is  growing.  Increasingly,  though, 
artisanal  winemakers  are  profession- 
alizing their  operations  or  seeking 
refuge  with  a  corporate  parent.  Ei- 
ther way,  the  landscape  has  clearly 
shifted,  and  vintners  who  don't  re- 
spond are  likely  to  find  themselves — 
well,  over  a  barrel. 

By  Linda  Himelstein  in  Napa  and 
Sonoma  Counties,  Calif. 
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No  other  company  has  done  more 

to  increase  homeownership  in  America. 


S  FannieMae 
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www.Tanniemae.com 


At  Fannie  Mae,  our  mission  is  simple:  to  lower  the  cost  of  homeownership  so  that  more 
American  families  can  get  into  homes  of  their  own.  And  over  the  past  three 
decades,  we  have  dedicated  ourselves  to  seeing  that  homeownership  in 
America  continues  to  grow  at  a  steady  rate. 

Every  day  we  work  with  our  mortgage  lender  partners  and  other 
housing  leaders  to  fulfill  our  goals.  To  knock  down  the  barriers 
to  homeownership,  lower  costs,  and  increase  opportunities  for 
low-  and  moderate-income  families. 

We  believe  that  when  more  Americans  have  a  place  to  call  home, 
it  strengthens  families,  communities,  and  our  nation  as  a  whole. 

At  Fannie  Mae,  it's  more  than  just  our  mission,  it's  who  we  are. 


Government 


CONGRESS 


THE  GOP'S  NEW  DARLINGS: 
MODERATES 

They're  the  linchpin  of  Republican  efforts  to  hold  the  House 


Connie  Morella  of  Maryland  has  long 
been  the  loneliest  Republican  in  the 
House  of  Representatives.  While 
her  left-of-center  voting  record  has  en- 
deared her  to  constituents  in  Washing- 
ton's socially  liberal  white-collar  sub- 
urbs, it  has  made  her  a  marginal  player 
in  a  GOP-led  House  that  tilts  sharply  to 
the  right.  But  after  16  years  in  office, 
Morella  is  getting  the  attention  of  party 
leaders.  Republican  bigwigs  are  volun- 
teering to  hit  the  hustings  for  her.  And 
in  June,  President  George  W  Bush 
headlined  a  $300,000  fund-raiser  for 
Morella,  who  faces  her  strongest  chal- 
lenge in  more  than  a  decade. 

Why  does  everybody  up  there  sud- 
denly care  about  Connie?  Simple:  elec- 
tion-year math.  The  Republican  Party 
desperately  needs  victories  by  Morel- 
la— and  other  endangered  moderates — if 
it  hopes  to  hold  the  House,  where  it 
has  a  perilously  thin  majority.  And  if 
the  Democrats  succeed  in  defeating 
enough  incumbent  moderates  to  win 
back  the  House,  the  chamber  will  wind 
up  being  even  more  ideologically  polar- 
ized than  it  has  been  in  recent  years. 
Michael  Franc,  vice-president  for  gov- 
'  eminent  relations  at  the  conservative 
Heritage  Foundation,  calls  the  increas- 
ing schism  "a  recipe  for  acrimony  and 


legislative  gridlock.  It  makes  for  all 
kinds  of  watered-down  bills."  It  also 
makes  for  a  Congress  that  relies  more 
heavily  on  the  Senate  to  tone  down  the 
ideological  excesses  of  the  House. 

Most  GOP  moderates  got  into  office 
because  their  centrist  views  helped  them 
capture  swing  districts  previously  held 
by  Democrats.  Now,  the  volatile  nature 


MODERATE  MATH 

One  of  the  ironies  of 
Election  2002  is  that 
conservatives  desperately 
need  moderate 
Republicans  to  win  in 
November  if  the  GOP 
is  to  retain  control  of 
the  435-seat  House. 

Data:  BusinessWeek 
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NEW  GOP  MODERATES  WITH 
A  SHOT  AT  OPEN  SEATS 


of  those  districts  makes  them  particu- 
larly vulnerable  in  a  year  when  many 
voters  are  uneasy,  especially  about  eco- 
nomic issues.  A  CBS  News/Market  Watch 
Poll  released  on  Sept.  10  found  49%  of 
investors  surveyed  think  the  country  is 
on  the  wrong  track. 

Moderates  face  a  string  of  other  prob- 
lems, too.  A  half-dozen  are  top  Dem- 
ocratic targets  in  2002.  Some  have  de- 


MORELLA:  pleted  war  chests  afte| 

Left  of  center  fighting  off  primary7  atl 
and  suddenly  tacks  from  conserval 
popular  tives.  Others,  such  al 

Morella,  had  their  disl 
tricts  redrawn  last  year  by  hostile  staw 
legislatures  to  include  more  Democrat;] 
after  the  2000  Census. 

Even  before  a  single  vote  is  cast  or 
Nov.  5,  House  Republican  centrists  ard 
bracing  for  bad  news.  Already,  five  vet] 
eran  gop  moderates  are  leaving  the 
House — either  because  of  retirement  orl 
campaigns  for  other  office.  Among  the 
best  known:  Greg  Ganske  of  Iowa  I 
Marge  Roukema  of  New  Jersey,  am 
New  York's  Benjamin  A.  Gilman.  Adc 
to  that  a  half-dozen  Republican  womer 
who  are  in  the  Democrats'  sights,  in-J 
eluding  Representatives  Nancy  L.  John-] 
son  of  Connecticut,  Anne  M.  Northup  olj 
Kentucky,  Shelley  Moore  Capito  of  West 
Virginia,  and  New  Mexico's  Heather  A.| 
Wilson.  Also  vulnerable:  Robert  R.  Sim- 
mons of  Connecticut  and  James  A.| 
Leach  of  Iowa. 

For  Democrats,  there  is  a  certai 
irony  in  going  after  their  sometimes  soull 
mates  in  order  to  win  the  House.  But  J 
Dems  ask,  what  good  are  moderate  Re 
publicans  if  they  keep  providing  the  votes  I 
needed  for  a  right-wing  agenda?  "Inl 
principle,  moderate  Republicans  should  j 
be  able  to  foster  compromise,  but  in  prac- 
tice that  hasn't  happened  lately,"  says  J 
Thomas  E.  Mann,  senior  fellow  at  the  I 
Brookings  Institution,  a  think  tank.  Fori 
example,  while  Morella  voted  with  her  J 
party  only  40%  of  the  time  in  1998  when  I 
Bill  Clinton  was  President,  she  fell  into  I 
line  61%  of  the  time  in  the  first  year  of  I 
the  Bush  Administration.  Among  her  J 
controversial  votes:  the  $1.6  trillion  Bush| 
tax  package  of  2001. 

As  the  electioni 
nears,  GOP  moderates 
are  trying  to  show  vot- 
ers that  they  are  both 
relevant  and  independ- 
ent. In  one  high-profile  I 
effort,  the  centrists  are 
blocking  spending  bills 
until  they  win  more 
money  for  education. 
And  they  point  out 
that  they  provided  key 
support  for  reform  legislation  ranging 
from  the  campaign-finance  overhaul  to 
stronger  corporate  accountability. 

But  with  their  numbers  dwindling, 
moderates'  victories  are  increasingly 
rare.  And  without  some  big  wins  this 
fall,  the  House  Republican  centrist  could 
become  little  more  than  a  historical  foot- 
note amid  the  partisan  clamor. 

By  Lorraine  Woellert  in  Washington 
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LEVITT'S 
CRUSADE 


Former  Securities  &  Exchange  Commission  Chair- 
man Arthur  Levitt  Jr.  spent  most  of  his  seven-plus 
years  in  office  fighting  a  pitched  battle  against  the  ac- 
counting industry.  In  an  upcoming  book,  written 
with  Paula  Duryer,  deputy  manager  of  Business- 
Week's Washington  bureau,  Levitt  reveals  the  many  twists 
and  turns  in  his  attempts  to  rein  in  what  he  saw  as  an 
out-of-control  profession.  While  Levitt  won  only  half  the  bat- 
tle by  the  time  he  left  office  in  early  2001,  the  fall  of  Enron 
Corp.  and  other  corporate  failures  led  Cwigress  to  adopt  the 
rest  of  his  agenda  i?i  the  Sarbanes-Oxley  Act  of  2002.  Here's 
an  excerpt  from  Take  on  the  Street:  What  Wall  Street  and 
Corporate  America  Don't  Want  You  to  Know.  What  You  Can 
Do  to  Fight  Back: 

When  I  arrived  at  the  Securities  &  Exchange  Commission 
in  mid-1993,  I  found  nearly  all  of  Corporate  America  lined  up 
against  the  "gnomes  of  Norwalk,"  otherwise  known  as  the  Fi- 
nancial Accounting  Standards  Board.  The  controversy  raged 
over  whether  companies  should  treat  stock  options  as  an 
expense  against  earnings  on  their  income  statements,  just  as 

•       they  treat  salaries,  bonuses,  and  other 

forms  of  compensation.  Corporations  in- 
sisted they  should  not,  since  no  money 
actually  flowed  from  company  coffers. 
The  fasb,  the  independent,  private-sec- 
tor body  located  in  Norwalk,  Conn.,  that 
sets   accounting   standards,   said   they 
should.  To  the  fasb,  options  had  real  val- 
ue to  their  owners,  and  involved  real 
costs  to  shareholders.  In  June,  1993,  it 
voted  unanimously  to  seek  comment  on  a 
rule  that  would  make  companies  put  a 
fair  value  on  their  stock  option  grants 
and  record  that  number  as  an  expense. 
Corporate  lobbyists,  outraged  by  the 
FASB's  perfidy,  persuaded  Congress  to  hold  hearings.  The  pres- 
sure from  Silicon  Valley's  high-tech  companies,  whose  lack  of 
revenues  and  weak  profits  made  cash  compensation  difficult, 
was  intense.  Even  the  Clinton  administration  opposed  the  rule. 


ARTHUR  LEVITT 
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From  Take  on  the  Street:  What  Wall  Street  and  Corporate 
America  Don't  Want  You  to  Know.  What  You  Can  Do  to 
Fight  Back  by  Arthur  Levitt  with  Paula  Dwyer.  Copyright 
2002  by  Arthur  Levitt,  Excerpted  by  permission  of  Random 
House.  Inc. 
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Senator  Joe  Lieberman,  the  Connecticut  Democrat  who 
would  become  Al  Gore's  running  mate  in  2000,  led  the 
charge.  He  introduced  legislation  to  bar  the  SEC  from  en- 
forcing the  rule.  In  addition,  Lieberman  wanted  to  strip  the 
FASB  of  authority  by  requiring  the  sec  to  ratify  each  of  its 
decisions,  in  effect  relegating  private-sector  standards  to 
mere  recommendations. 

Lieberman  didn't  stop  there.  He  also  sponsored  a  Senate 
resolution  that  declared  the  FASB  proposal  a  cockamamie 
idea  that  would  have  "grave  consequences  for  America's  en- 
trepreneurs." Joining  him  were  numerous  Republicans  and  a 
smaller  group  of  so-called  New  Democrats  who  prided  them- 
selves for  their  pro-business  positions,  especially  toward  Sil- 
icon Valley,  the  fount  of  large  campaign  contributions.  By  say- 
ing that  stock  options  were  essential  to  one  particular 
segment  of  the  economy,  they  were  arguing,  in  effect,  that 
transparent  financial  statements  should  be  secondary  to  oth- 
er political  and  economic  goals. 

While  Lieberman's  bill  did  not  pass,  his  resolution  did — by  an 
overwhelming  88-9.  Though  it  was  nonbinding,  it  was  an  un- 
mistakable signal  that  Lieberman  had  the  votes  to  stop  the 
FASB  if  it  pushed  ahead.  I,  too,  was  lobbied  hard.  In  my  first 
few  months  in  Washington,  I  spent  about  one-third  of  my 
time  being  threatened  and  cajoled  by  legions  of  business  peo- 
ple. I  recall  a  discussion  with  Home  Depot 
Chairman  Bernard  Marcus,  who  became  in- 
creasingly animated  throughout  our  meeting, 
at  the  end  of  which  he  warned:  "This  will  be 
a  terrible  blow  to  the  free  enterprise  sys- 
tem. It  will  make  it  impossible  to  start  up 
new  businesses." 

Such  arguments  did  not  sway  me.  Poli- 
tics did,  however.  The  controversy  dragged 
on  through  the  November,  1994,  elections, 
which  put  the  Republicans  in  charge  of 
the  House  of  Representatives  and  vaulted 
Newt  Gingrich,  the  conservative  lawmaker 
from  Georgia,  into  the  Speaker's  chair.  I 
concluded  that  the  rule  would  not  survive 
in  this  atmosphere.  I  also  worried  that  dis- 
gruntled companies  would  press  Congress 
to  end  the  fasb's  role  as  a  standard-setter. 
To  me,  that  would  have  been  worse  than 
going  without  the  stock  option  rule. 

At  a  December,  1994,  meeting  with 
FASB  members  in  Norwalk,  I  urged  them 
to  retreat.  I  warned  that  if  they  adopted 
the  new  standard,  the  SEC  would  not  en- 
force it.  The  fasb  soon  backed  down  in  fa- 
vor of  the  current,  weaker  rule  that  re- 
quires companies  to  disclose  stock  option 
grants  in  the  footnotes  to  income  state- 
ments. In  retrospect,  I  was  wrong.  I 
know  the  FASB  would  have  stuck  to  its 
guns  had  I  not  pushed  it  to  surrender.  I 
consider  this  my  biggest  mistake  as  sec 
chairman. 

But  I  also  learned  my  biggest  lesson 
from  this  back-channel  brawl:  Accounting 
firms  were  passive  when  it  came  to  standing  up  for  in- 
vestor interests.  It  wasn't  surprising  that  cfos  would  fight 
for  standards  that  let  them  understate  expenses  and  exag- 
gerate profits.  But  I  was  shocked  when  I  saw  how  the  au- 
ditors behaved.  They  failed  to  rally  to  the  cause  of  in- 
vestors and  instead  supported  the  demands  of  corporate 
clients.  They  had  become  advocates.  I  would  forever  look 


upon  the  accounting  profession  differently  after  this  episode. 
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he  use  of  stock  options  soon  mushroomed,  in  large  part 
because  lax  accounting  encouraged  them.  By  2001,  some 
80%  of  management  compensation  was  in  the  form  of 
stock  options.  But  instead  of  aligning  employees'  interests 
with  shareholders',  options  gave  executives  an  incentive  to  use 
accounting  tricks  to  boost  the  share  price  on  which  their 
compensation  depended. 

Over  the  next  several  years,  a  succession  of  sec  chief  ac- 
countants— Walter  Schuetze,  Mike  Sutton,  and  Lynn  Turner — 
would  warn  me  that  they  were  seeing  a  marked  increase  in 
corporate  numbers  games.  The  most  common  trick  was  to 
push  ordinary  expenses  into  the  category  of  one-time  or 
nonrecurring  costs.  Then  companies  would  add  these  ex- 
penses back  into  their  earnings  and  call  the  result  "pro  forma" 
earnings.  To  be  GAAP  [generally  accepted  accounting  princi- 
plesj-compliant  for  sec  filings,  these  so-called  unusual  ex- 
penses were  properly  subtracted  from  earnings.  But  many  an- 
alysts and  investors  didn't  bother  to  read  filings  made  four  to 
six  weeks  later.  It  was  old  news  by  then. 

We  began  to  see  a  pattern.  Corporations  were  playing  with 
their  earnings  calculations  until  they  arrived  at  the  best  pos- 
sible number.  Earnings  press  releases  revealed  only  the  good 
news.  Auditors,  increasingly  captive  of  their 
clients,  would  give  them  the  clean  audits 
they  wanted,  despite  lots  of  chicanery. 

Consulting  fees — for  everything  from  in- 
formation technology  design  and  installa- 
tion to  management  compensation  advice 
and  merger  analysis — were  pouring  into 
accounting  firms.  Audit  fees  made  up  70% 
of  accounting  firm  revenues  in  1976  but 
only  31%  in  1998. 

Auditors  are  supposed  to  be  like  the 
umpire  in  a  baseball  game  and  call  'em 
like  they  see  'em.  But  it  was  clear  that 
the  auditors  would  do  nothing  to  jeopardize 
their  chief  source  of  income.  Some  auditors 
were  even  performing  internal  audits  for 
companies,  making  them  part  of  the  very 
control  systems  producing  the  financial 
statements  that  they  later  audited.  They 
were  passing  judgment  on  their  own  work. 
And  within  the  auditing  profession  itself, 
there  was  no  watchdog  willing  to  disci- 
pline unethical  conduct. 

It  wasn't  just  a  case  of  a  few  bad  apples, 
either.  Blue-chip  companies  with  sterling 
reputations  were  manipulating  their  num- 
bers in  misleading  ways.  From  1997 
through  2000,  700  companies  would  find 
flaws  in  past  financial  statements  and  re- 
state their  earnings.  By  comparison,  only 
three  companies  restated  in  1981.  These 
came  at  a  tremendous  cost  to  investors, 
who  would  lose  hundreds  of  billions  of  dol- 
lars in  market  value. 

In  a  speech  at  New  York  University  on 
Sept.  28,  1998,  called  "The  Numbers  Game,"  I  laid  out  a  plan. 
I  said  that  the  sec  would  insist  on  auditor  independence  and, 
through  enforcement  actions  if  necessary,  require  that  compa- 
nies adhere  to  the  letter  and  spirit  of  GAAP. 

Earlier,  we  proposed  that  the  sec  and  the  aicpa  [American 
Institute  of  Certified  Public  Accountants]  together  establish  a 
new  body  to  set  auditor  independence  standards.  It  took  a 
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year  of  frustrating  negotiations,  but  the  aicpa  and  the  largest 
accounting  firms  begrudgingly  went  along  with  the  formation 
of  an  Independence  Standards  Board  (ISB).  Harvey  Pitt,  my 
successor  as  sec  chairman,  represented  the  accounting  in- 
dustry in  these  talks  as  a  partner  in  the  law  firm  of  Fried, 
Frank,  Harris,  Shriver  &  Jacobson.  The  isb's  purpose:  develop 
national  independence  standards.  My  fervent  hope  was  that 
the  ISB  would  help  me  stop  the  growth  of  consulting  from 
compromising  audits. 

But  I  was  to  learn  that  every  step  forward  by  the  ac- 
counting industry  was  followed  by  a  giant  step  backward. 
The  aicpa  commissioned  a  lengthy  white  paper,  presented  at 
the  isb's  first  meeting  in  1997,  that  questioned  the  need 
for  national  standards.  Instead,  it  suggested  that  the  ISB  out- 
fine  broad  principles,  and  each  firm  customize  its  own  rules. 
There  would  be  no  enforcement:  Individual  auditors  would 
determine  if  they  were  in  compli- 
ance. The  paper  also  argued  that 
firms  should  be  able  to  perform 
almost  any  service  provided  some 
safeguards  were  in  place.  Indeed, 
the  document  advocated  the  ex- 
pansion of  nonaudit  services  as  a 
means  of  improving  audit  quality. 

The  white  paper's  lead  author 
was  the  very  same  Harvey  Pitt 
who  helped  us  create  the  ISB.  Even 
after  becoming  sec  chairman,  Pitt 
continued  to  hold  the  view  that 
the  growth  of  consulting  does  not 
interfere  with  auditor  independ- 
ence. To  him,  the  solution  is  more 
frequent  disclosure.  Because  GAAP  is 
backward-looking,  he  argues,  quarterly 
filings  produce  an  out-of-date  snapshot 
rather  than  a  real-time  window.  I  be- 
lieve more  disclosure  would  be  an  im- 
portant step,  but  the  most  critical  need 
is  to  get  companies  to  comply  with  the 
letter  and  spirit  of  GAAP. 

It  soon  became  clear  that  the  AICPA 
had  gone  along  with  the  isb's  creation 
because  it  believed  it  could  control  the 
group.  Over  the  next  two  years,  the  isb 
would  get  bogged  down  in  endless  dis- 
cussions over  where  to  draw  the  line 
on  independence.  The  sec  would  have  to  take  matters  into  its 
own  hands. 

In  the  winter  of  1997,  an  anonymous  letter  arrived  at  the 
sec's  Southeast  Regional  Office  in  Miami.  It  would  great- 
ly improve  the  hand  we  were  holding.  The  letter  alleged 
that  audit  staff  in  the  Tampa  office  of  Coopers  &  Lybrand 
owned  stock  in  the  companies  they  were  auditing.  If  true,  this 
was  a  violation  of  independence  rules  if  ever  there  was  one. 

While  we  were  investigating,  Coopers  merged  with  Price 
Waterhouse  to  form  PricewaterhouseCoopers  (PwC),  re- 
ducing the  Big  Six  accounting  firms  to  the  Big  Five.  But  the 
merger  also  exacerbated  the  stock  ownership  problem  that 
our  whistle-blower  had  reported.  After  the  merger,  Coopers 
partners  and  staff  had  to  divest  shares  they  owned  in  com- 
panies audited  by  Price  Waterhouse,  and  vice  versa.  Some  of 
the  required  divestitures,  however,  never  took  place.  At 
the  sec's  insistence,  PwC  hired  a  special  counsel  to  conduct 
an  internal  investigation. 

The  results  shocked  us.  The  investigation  uncovered  an  in- 
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credible  8,000  violations,  involving  half  the  firm's  partners 
Some  were  serious  infractions.  The  heads  of  major  PwC  di 
visions  and  top  managers  in  charge  of  enforcing  the  conflict 
of-interest  rules  owned  stock  in  audit  clients.  Even  PwC 
Chief  Executive  James  Schiro  owned  forbidden  stock.  We  now 
had  irrefutable  evidence  of  independence  violations  by  th 
largest  of  the  Big  Five,  giving  the  sec  the  right  to  rejee 
PwC  client  filings.  Had  the  sec  taken  that  step,  PwC  almos 
certainly  would  have  been  fired  by  hundreds  of  companies 
With  that  possibility  hanging  over  it,  PwC  was  unusually  co 
operative  when  it  came  time  for  the  sec  to  regulate. 

That  day  had  arrived.  In  mid-2000,  the  stock  marke 
had  reached  dizzying  heights,  and  the  corporate  numbe 
game  had  grown  more  brazen.  The  ISB  was  proving  to  be 
dead  end,  and  the  accounting  industry  was  using  all  it 
political  and  financial  clout  to  fight  us. 

We  invited  the  three  most  re- 
calcitrant accounting  firm  ceos  tc 
discuss  our  plans  to  issue  new 
rules.  But  the  three — kpmg  Chair: 
man  Stephen  Butler,  Arthur  An- 
dersen ceo  Robert  Grafton,  and 
Deloitte    &    Touche    CEO   James 
Copeland — refused  to  see  us  any- 
where but  on  their  own  premises 
We  agreed  to  convene  at  Deloitte 
&  Touche's  midtown  Manhattan  of- 
fice on  June  20.  There,  the  leaders 
said  they  would  never  go  along 
with  rules  that  might  limit  the 
kinds  of  consulting  services  they 
could  perform  for  audit  clients. 
When  I  asked  them  to  help  us  arrive  at 
a  solution,  they  said  little  and  yielded 
even    less.    Arthur    Andersen's    Bob 
Grafton  warned:  "Arthur,  if  you  go 
ahead  with  this,  it  will  be  war."  They 
had  drawn  a  clear  line  in  the  sand. 

We  issued  proposed  rules  a  week  lat 

er.  They  did  not  ban  auditors  from  do 

ing  all  consulting  work  for  their  audit 

clients,  but  they  did  severely  limit  such 

activities.  For  example,  if  an  accounting 

firm  designed  and  installed  a  financial 

information  system,  it  could  not  audit 

the  numbers  that  such  customized  soft 

ware  produced.  After  all,  what  auditor  would  alienate  both 

his  own  firm  and  his  client  by  pointing  out  flaws  in  a  mul 

timillion-dollar  software  program  that  his  firm  designed? 

The  proposal  also  said  that  any  accountant  who  acted  as  a 
company's  internal  auditor  could  not  also  be  the  public  audi- 
tor. Other  verboten  areas  included  designing  compensation  sys- 
tems, acting  in  an  advocacy  role,  as  by  giving  legal  advice  or 
lobbying,  providing  bookkeeping  services,  conducting  ap- 
praisals, recruiting  or  evaluating  employees,  and  giving  in- 
vestment advice. 

The  firms  accused  us  of  issuing  last-gasp  regulations  at  the 
end  of  the  Clinton  Administration.  This  baffled  me.  For  the 
past  six  years,  I  barely  had  a  conversation  with  accounting  in- 
dustry leaders  in  which  I  did  not  press  them  to  act  on  inde- 
pendence. More  substantively,  they  argued  that  the  sec  had 
not  proven  that  any  auditor  had  compromised  an  audit  be- 
cause of  a  consulting  contract. 

This  "no  smoking  gun"  argument  was  harder  to  fight.  No 
auditor  would  ever  admit  that  he  allowed  bad  numbers  to 
save  a  consulting  relationship.  The  no-smoking-gun  argu- 
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ment  worked  wonders  on  Capitol  Hill.  Members  of  Congress 
parroted  it  back  to  us  in  letters,  phone  calls,  and  personal  vis- 
its. Within  a  month,  I  received  negative  letters  from  46 
members  of  Congress,  including  two-thirds  of  the  Senate 
Banking  Committee's  securities  subcommittee.  Even  normal- 
ly pro-consumer  Democrats,  such  as  Evan  Bayh  of  Indiana 
and  Oregon's  Ron  Wyden,  opposed  the  rule.  Pennsylvania  Re- 
publican Rick  Santorum  and  others  asked  me  to  postpone  a  fi- 
nal vote  on  the  rule  until  2001.  The  aim,  of  course,  was  to 
wait  for  a  possible  George  W.  Bush  Administration,  which 
would  almost  certainly  nix  the  proposal. 

The  accountants  also  opened  the  campaign  contribution 
spigot.  The  Big  Five  firms,  individual  partners,  and  the 
aicpa  pumped  gobs  of  money  into  the  election  coffers  of 
Congressional  candidates  and  the  Bush  campaign.  Altogether, 
they  gave  $14.5  million  in  the  2000  election  cycle,  according  to 
the  Center  for  Responsive  Politics,  a  nonpartisan  research 
group.  The  center  lists  the  industry  as  No.  27  in  total  contri- 
butions, out  of  122  sectors  it  ranks.  That  puts  accountants 
above  the  defense  industry  but  below  telecoms. 

Boy,  did  those  donations  get  results.  Not  only  could  the 
aicpa  get  lawmakers  to  contact  me  on  demand,  it  also  per- 
suaded the  Senate  Banking  Committee's  securities  subcom- 
mittee to  hold  a  hearing;  its  chairman,  Minnesota  Republican 
Rod  Grams,  had  received  $60,000  from  the  industry.  (He 
would  lose  his  reelection  bid  that  November.) 

Accounting  firms  also  got  their  clients  to  weigh  in.  In  a 
September,  2000,  letter,  Enron  Chairman  Kenneth  L.  Lay 
said  that  Enron's  use  of  Arthur 
Andersen  as  both  internal  and 
external  auditor  was  "valuable  to 
the  investing  public . . .  given  the 
risks  and  complexities  of  Enron's 
business " 

Around  this  time,  I  received  an 
ominous   phone   call  from   Senate 
Banking  Committee  Chairman  Phil 
Gramm,  who  opposed  the  rule  but 
who  had  a  finely  tuned  sense  of  fair 
play.  The  Texas  Republican  warned 
me  that  his  GOP  colleague,  Alaba- 
ma's Richard  Shelby,  was  preparing 
an  "appropriations  rider"  to  our 
funding  bill  that  would  bar  the  agency  from  spending 
taxpayer  funds  to  enforce  the  rule.  A  similar  rider 
was  in  the  works  on  the  House  side.  Gramm  advised 
me  to  cut  a  deal  with  the  accountants,  or  else  the 
riders  would  pass. 

Alarmed,  I  called  Senator  Trent  Lott,  then  major- 
ity leader,  at  home.  I  pleaded  with  the  Mississip- 
pi Republican  not  to  let  this  important  issue 
be  resolved  by  dead-of-night  appropriations 
riders.  "No  matter  what  you  think  about 
the  issue,"  I  said,  "the  process  should 
be  aboveboard."  I  told  him  that  such 
publications  as  The  New  York  Times, 
Washington  Post,  and  BusinessWeek 
had  all  endorsed  the  rule.   "Well, 
Arthur,"  Lott  said,  "I'm  not  familiar 
with  what  you're  proposing  to  do, 
but  if  those  liberal  publications  are  in 
favor  of  it,  then  I'm  against  it." 

Never  before  had  the  sec  faced 
such  a  threat  to  its  independence.  The 
possibility  of  a  drawn-out  legal  chal- 


Berardino  was  the  besieged 
middleman,  working  with 

the  SEC  to  get  KPMG, 
Andersen,  and  Deloitte  to 

agree  on  a  compromise  for 
new  accounting  standards 
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lenge  also  gave  me  pause.  We  had  no  choice  but  to  compr 
mise.  This  is  when  Joseph  Berardino,  a  managing  partner  i 
Arthur  Andersen,  played  a  crucial  role.  Berardino,  who  latt 
briefly  served  as  Arthur  Andersen  ceo  until  the  Enron  scai 
dal  forced  his  resignation,  broke  ranks  with  KPMG  and  Deloitt 
&  Touche,  unbeknownst  to  both.  For  weeks  he  worked  wit  I 
sec  General  Counsel  David  Becker  to  craft  a  compromise. 
At  the  same  time,  Becker,  chief  accountant  Turner,  and 
began  an  intense  game  of  three-dimensional  chess  as 
tried  to  shape  what  that  compromise  would  look  like.  W 
weren't  just  negotiating  with  the  accountants,  either.  Certai 
gop  members  of  Congress,  notably  Representative  Bill 
Tauzin  of  Louisiana,  had  taken  a  keen  interest  in  the  talk: 
and  called  several  times  a  day  to  make  suggestions. 

The  proposed  ban  on  computer-systems  consulting  w; 
far  and  away  the  most  difficult  part  of  the  rule.  Informatio 
technology  (it)  was  the  largest  and  fastest-growing  service 
countants  were  selling.  We  scrambled  for  an  alternative  an 
settled  on  a  requirement  that  public  companies  disclose  i 
their  proxy  statements  the  amount  they  pay  their  aud 
firms  for  consulting  services,  with  it  broken  out  separatel 
This  way,  investors  could  judge  for  themselves  if  an  auditc 
was  truly  independent.  Berardino  said  he  thought  he  cou] 
sell  this  compromise  to  his  colleagues. 

We  also  had  to  wrestle  with  whether  auditors  could  perforr 
internal  audits.  The  proposal  called  for  an  outright  ban,  but  w 
were  willing  to  accept  that  no  company  could  rely  on  its 
dependent  auditor  for  more  than  40%  of  internal  audit  sen 
ices.  Once  again,  Berardino  got  KPMG,  Arthur  Andersen,  an 

Deloitte  to  agree. 

There  was  one  more  sticky  issu 
The  Big  Five  objected  to  the  part  ( 
the  proposal  that  said  an  audito 
must  be  independent  in  fact  and  ap 
pearance.  This  meant  that  an  audito 
could  be  found  in  violation  of  inde 
pendence  rules  if  a  "reasonable  in 
vestor"  looked  at  a  set  of  circum 
stances  and  concluded  that  ai 
auditor  was  incapable  of  acting  with 
out  bias.  No  auditor,  then,  could  hidt 
behind  the  lack  of  direct  evidence 
such  as  a  remark  to  a  colleague,  tc 
escape  punishment.  As  you  car 
imagine,  the  Big  Five  balked. 

In  early  November,  we  met  with  the  firm  lead 
ers  at  the  sec  for  a  showdown.  I  described  the 
major  points  in  our  package  and  said:  "Take  it  oi 
leave  it."  In  hindsight,  hubris  was  not  the  best  ap 
-j^      proach.  But  we  had  already  given  up  much  grounc 
and  could  not  retreat  further.  The  firms  caucusec 
among  themselves  for  45  minutes  and  came  back  with 
a  "no,  thanks."  A  key  point  of  disagreement:  the  inde- 
pendence in  fact  and  appearance  standard.  The 
meeting  ended  badly. 

The  next  morning,  Berardino,  who  had  been 

traveling  in  Europe,  called  Becker  and  asked 

"What  the  hell  happened?  I  thought  we  had 

everything  worked  out?"  Luckily,  Berardino  got 

the  talks  going  again,  and  spent  the  next  4£ 

hours  playing  diplomat.  He  was  willing  to  split 

with  KPMG  over  the  appearance  issue,  as  was 

Deloitte  &  Touche.  With  those  two  joining  Ernst 

&  Young  and  PwC,  we  had  four  out  of  five  on 

board  on  the  appearance  standard. 

But  Ernst  &  Young  ceo  Phil  Laskawy  balked 
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at  the  last  minute.  He  wanted  the 
sec  to  ban  computer  consulting,  hav- 
ing just  sold  his  it  unit  to  Cap  Gemi- 
ni Group  in  anticipation  of  such  a  ban. 
This  was  ironic,  since  Laskawy  had 
been  the  most  enlightened  of  the  Big 
Five  leaders.  In  a  phone  call  with 
Laskawy  and  his  top  management, 
his  general  counsel  argued  against  the 
proposal.  Frustrated,  I  yelled  at  his 
counsel  to  be  quiet  and  demanded  an 
answer  from  Laskawy:  "Do  I  have 
your  support  or  not?"  He  was  silent 
for  a  few  nerve-wracking  seconds, 
then  said  he  felt  it  was  in  the  best  in- 
terest of  the  profession  to  get  a  deal 
done.  Finally,  we  had  everyone's  vote. 

The  final  rules,  adopted  on  Nov. 
15,  2000,  gave  up  considerable 
ground  by  allowing  auditors  to 
perform  up  to  40%  of  a  company's  in- 
ternal audit  work  and  an  unlimited 
amount  of  it  consulting.  But  once  com- 
panies began  disclosing  the  amount 
of  nonaudit  services  their  auditors 
provide,  shareholders  could  see  what 
all  the  hullabaloo  was  about:  s&P  500 
companies  had  paid  their  auditors  $3.7 
billion  for  nonaudit  services  in  2000 
alone — more  than  three  times  the  $1.2 
billion  in  audit  fees. 

In  October,  2001,  eight  months  after 
I  left  the  sec,  Enron  blew  up.  I  never 
imagined  a  failure  on  the  scale  of  En- 
ron. The  industry's  "no  smoking  gun" 
claim  now  seems  ludicrous.  It  is  in 
the  embarrassing  position  of  having 
to  explain  Enron's  demise,  Arthur  An- 
dersen's disintegration,  and  the  record 
$10  million  fine  that  Xerox  paid,  with- 
out admitting  or  denying  guilt  for 
overstating  revenues  by  more  than 
$2  billion. 

That's  just  for  starters.  By  mid-2002, 
the  sec  had  opened  investigations  into 
alleged  accounting  shenanigans  at  con- 
glomerate Tyco  International,  cable-TV 
company  Adelphia  Communications, 
long-distance  provider  WorldCom,  and 
dozens  of  others.  And  the  Sarbanes- 
Oxley  Act,  signed  by  President  Bush 
on  July  30,  2002,  finally  achieves  what 
we  set  out  to  do  and  bans  most  forms 
of  consulting  for  audit  clients.  It  also 
creates  a  new  accounting  oversight 
board  in  place  of  the  aicpa. 

Sometimes  it  takes  a  crisis  to  con- 
vince the  world  that  the  status  quo 
has  to  change.  If  there's  a  silver  lin- 
ing in  the  past  year's  corporate  ac- 
counting disasters,  it's  that  an  issue 
as  mundane  as  auditor  independence, 
which  nearly  consumed  us  at  the 
sec,  has  finally  caught  the  public's 
imagination.  ■ 
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A  MAGIC  BULLET 
FOR  NASDAQ? 


The  weakened  market 
hopes  to  blow  away  rivals 
with  a  powerful  trading 
system,  SuperMontage 

On  calendars  at  the  Times  Square 
headquarters  of  the  NASDAQ 
Stock  Market,  Oct.  14  is  circled 
in  red.  On  that  day,  after  more 
than  three  years  of  struggle,  NASDAQ 
will  roll  out  SuperMontage,  the  new, 
turbocharged  trading  system  designed 
to  attract  heavier  stock  trading  by  giv- 
ing brokers  far  more  information  about 
shares'  supply  and  demand.  NASDAQ  ex- 
ecutives confidently  predict  it  will  re- 
store their  market  as  the  world's  pre- 
mier electronic  stock  trading  site. 

The  next  day,  however,  will  see  a 
very  different  message  about  NASDAQ's 
ambitions.  That's  when  NASDAQ  Japan 
will  turn  out  the  lights  in  Osaka.  The 
Japanese  market  was  hailed  at  its  2000 
launch  as  the  first  fink  in  Nasdaq's  plan 
to  span  the  globe  with  24-hour  trading 
and  hot  initial  public  offerings.  Instead, 
it  was  doomed  by  the  bear  market  and 
NASDAQ's  hasty  missteps. 

Clearly,  NASDAQ  hopes  to  get  back  on 
track  as  a  world-beater.  But  it  could  just 
as  easily  end  up  an  also-ran  on  its  home 
turf.  For  all  its  strengths,  SuperMon- 
tage isn't  likely  to  solve  Nasdaq's  No.  1 
problem:  the  continuing  flight  of  trading 
volume  to  electronic  communications  net- 
works. Although  NASDAQ  is  still  the  sec- 
ond largest  stock  market  in  the  world, 
ecns  have  captured  48%  of  trading  in 
NASDAQ-listed  stocks,  more  than  twice 
the  22%  executed  on  NASDAQ's  own  sys- 
tems. (The  rest  are  handled  by  brokers 
who  match  buy  and  sell  orders  without 
sending  them  to  any  market.) 

If  SuperMontage  doesn't  stop  the 
ecns,  Nasdaq's  global  strategy,  devised 
at  the  height  of  the  tech  boom,  is  un- 
likely ever  to  succeed.  Most  vulnerable: 
The  market's  plan  to  hold  its  own  IPO 
and  become  a  for-profit,  publicly  traded 
company  early  next  year.  "As  a  busi- 
ness, Nasdaq  is  facing  strong  pressure 
on  all  its  sources  of  revenue,"  warns 


James  Angel,  a  Georgetown  Universit 
economist  who  has  consulted  fo 
NASDAQ.  "It's  got  to  prove  it's  a  viabl 
investment." 

Right  now,  it  doesn't  look  like  a  goo< 
bet.  The  rout  of  tech  shares  that  be 
gan  in  March,  2000,  has  laid  nasdaq'; 
business  low.  The  ipos  that  created  tha 
NASDAQ  buzz  are  off  by  89%  since  th 
1999  peak.  With  hundreds  of  companie: 
defecting  to  the  NYSE  or  shrinking  int< 
oblivion,  NASDAQ  now  lists  just  3,84: 
stocks — the  fewest  since  1983.  Still,  N 
DAQ  is  reporting  profits:  $8.8  million  ir] 
the  second  quarter  after  writing  ofi 
$10.3  million  for  NASDAQ  Japan.  Withou 
that  hit,  profits  would  have  been  do 
only  slightly  from  the  $19.6  million 
the  second  quarter  of  2001. 

NASDAQ  executives  admit  that  wha 
they  really  need  is  a  rising  market — bu 
SuperMontage  should  give  them  a 
anyway.  It  "might  be  a  category  killer,' 
says  NASDAQ  Chief  Executive  Hardwic 
Simmons.  The  new  system  will  outfl; 
the  ecns,  argues  President  Richard  G 
Ketchum.  "If  they  want  to  serve  thei 
customers,  they'll  have  to  link  up  wit] 
the  biggest  pool  of  traders,  and  that 
be  SuperMontage,"  he  says. 

The  system  is  designed  to  out-ECN 
the  ecns,  which  lobbied  the  Securities  & 
Exchange  Commission  hard  to  block  or 
modify  it.  Like  them,  SuperMontage  will 
allow  a  broker  to  post  several  quotes  to 
buy  or  sell  shares,  not  just  one.  Traders' 
screens  will  show  how  much  stock  is 
available  at  five  levels  of  quotes,  rather 
than  just  the  best  bid  and  offer  prices 
as  NASDAQ  shows  now.  The  system  will 
also  let  brokers  post  anonymous  orders 
to  avoid  tipping  off  the  market  when 
they're  trying  to  buy  or  sell  big  blocks 
for  pensions  or  mutual  funds.  And 
trades  will  be  faster,  thanks  to  expand- 
ed automatic  execution. 

Some  experts  think  the  changes  will 
wipe  out  rivals.  "This  is  the  death  knell 
for  the  ecns,"  says  Octavio  Marenzi,  man- 
aging director  of  Celent  Communications, 
a  financial-services  consultant  in  Boston.  If 
SuperMontage  matches  the  ecns'  speed 
and  information  flow,  "it  will  quickly  drain 
their  volume,"  he  says. 
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REVENUES 


Its  boom-time  cachet  badly 
hurt,  the  tech  market  has  tak- 
en hits  across  its  business 


1  But  big  traders  want  to  keep  the  com- 
)  petition.  Schwab  Capital  Markets,  one 
jf  the  biggest  of  the  brokers  who  serve 
as  market  makers  for  nasdaq,  will  use 
SuperMontage — but  won't  abandon  ecns, 
says  Larry  Leibowitz,  head  of  equities. 
'It's  not  a  good  thing  for  us  if  Super- 
Montage  sucks  up  all  the  volume,"  he 
says,  ecns  have  some  powerful  allies 
among  institutions,  who  think  Super- 
Montage  favors  NASDAQ  brokers  and  will 
ost  too  much,  "nasdaq  has  layered  on 
so  many  fees  that  its  own  greed  will  be 
ts  undoing,"  says  John  J.  Wheeler,  senior 
equity  trading  manager  for  American 
entury  Investments  in  Kansas  City, 
Mo.  Nasdaq's  Ketchum  says  some  pro- 
[f  Dosed  fees  have  been  dropped. 

The  ecns  aren't  sitting  still,  either. 
The  two  biggest,  Instinet  Group  and 
[sland  ecn,  are  merging  to  combine 


their  strengths — Instinet's  appeal  to  big 
institutions  and  Island's  core  of  active 
traders — and  their  30.4%  share  of  NAS- 
DAQ trading.  "It  would  be  surprising  if 
investors  decided  to  abandon  the  largest 
electronic  player  in  the  market,"  says 
Jean-Marc  Bouhelier,  Instinet's  chief  op- 
erating officer.  Chicago-based  Archipel- 
ago LLC  is  taking  another  course:  Its 
system  now  handles  trading  at  San 
Francisco's  Pacific  Exchange,  allowing 
it  to  execute  orders  without  going 
through  Nasdaq's.  Besides  diverting 
trades  from  SuperMontage,  both  Archi- 
pelago and  the  Instinet- 1  sland  combi- 
nation plan  to  squeeze  nasdaq  by  re- 
porting their  trades  on  other 
exchanges — thus  claiming  the  revenue 
that  nasdaq  otherwise  would  receive 
from  reselling  quote  and  trade  data  to 
brokers  and  investors. 


Revenues 
dropped  6.2% 
in  the  first  half,  due  to 
shrinking  trading  volume  and 
lower  income  from 
reselling  trading 
data.  With  3,843 
listed  companies, 
NASDAQ  trades  few- 
er stocks  than  it  did 
in  1983.  IPOs,  a 
key  source  of  revenue  and 
future  volume,  are  down 
89%  since  the  1999  peak. 


RIVALS 


Cheaper,  faster 
ECNs — private 
electronic  exchanges — have 
snared  half  the  volume  in 
NASDAQ  stocks  since  1997. 
NASDAQ  hopes  its  Super- 
Montage trading  system, 
rolling  out  on  Oct.  14,  will 
overcome  ECN  advantages. 


FOREIGN  EXPANSION 


NASDAQ's  goal  to  be  the  hub 
of  a  global  market  is  a  bust. 
Its  two-year-old  Japan  venture 
will  shut  down  by  mid-Octo- 
ber. Its  European  exchange  is 
shrinking  as  NASDAQ  focuses 
on  trading  within  countries, 
not  across  the  Continent. 

The  bear  market  could 
force  NASDAQ  to 
postpone  its  own  IPO,  ex- 
pected early  next  year — a  big 
blow  to  its  prestige. 

Data:  NASDAQ,  BusinessWeek 


SuperMontage's  success  is  vital  to 
nasdaq  overseas  as  well.  In  Japan, 
nasdaq  couldn't  persuade  hard-hit  bro- 
kers to  invest  in  the  new  system.  But  in 
Europe,  nasdaq  will  launch  SuperMon- 
tage on  Oct.  7  as  the  backbone  of  two 
markets:  Brussels-based  nasdaq  Europe, 
which  promotes  cross-border  trading, 
and  nasdaq  in  Germany,  which  trades 
German  stocks  via  an  alliance  with  mi- 
nor exchanges  in  Berlin  and  Bremen. 
The  goal:  to  be  poised  for  growth  when 
a  recovering  economy  brings  back  de- 
mand for  nasdaq's  savoir-faire  in  launch- 
ing emerging  companies. 

There  could  be  a  long  wait.  Until 
then,  nasdaq  will  have  to  count  on  Su- 
perMontage to  recapture  volume  at 
home.  If  it  can't  turn  back  the  ecns, 
global  ambitions  won't  count  for  much. 
By  Mike  McNamee  in  Washington 
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[NERGY 


THE  HYDROGEN 


ALM? 


uthor  Jeremy  Rifkin  sees  a  better,  post-petroleum  world 


Lately,  interest  in 
hydrogen  as  an  ener- 
gy source  has  gone 
from  a  simmer  to  a 
boil.  Believers  say 
harnessing  hydrogen 
could  wean  the  world 
from  oil,  slow  global 
warming,  and  lift  bil- 
lions out  of  poverty. 
Even  President  Bush  has 
ailed  fuel  cells,  which  turn  hydrogen 
nto  electricity,  "the  wave  of  the  fu- 
ure."  On  Sept.  5,  an  ad  hoc  coalition  of 
:ompanies  including  DuPont  and  3M 
sked  Congress  to  spend  $5.5  billion 
>ver  the  next  decade  to  advance  fuel- 
ell  development. 

And  now  the  hydrogen  movement 
las  a  marquee  spokesman.  Jeremy 
lifkin,  liberal  social  critic  and  best- 
elling  author,  has  written  a  book  pub- 
ished  this  month  called  The  Hydrogen 
conomy:  The  Creation  of  the  World- 
vide  Energy  Web  and  the  Redistribut- 
ion of  Power  on  Earth.  Although 
lifkin  is  no  expert  on  the  physics,  he 
[ives  the  hydrogen  cause  a  social  di- 
nension.  He  argues  that  cheap  hydro- 
en  could  make  the  21st  century  more 
lemocratic  and  decentralized,  much 
he  way  oil  transformed  the  19th 
md  20th  centuries  by  fueling  the 


RIFKIN:  OIL 
OUTPUT 
WILL  PEAK 
BY  2020 


rise  of  powerful  corporations  and  na- 
tion-states. With  hydrogen,  writes 
Rifkin,  "Every  human  being  on  earth 
could  be  'empowered.'" 

The  hydrogen  hype,  however,  may 
be  too  much,  too  soon.  While  hydro- 
gen's abundance  and  cleanliness  make 
it  the  favorite  as  the  fuel  of  the  future, 
fossil  fuels  still  have  a  cost  advantage. 
And  it's  not  obvious  that  even  when 
hydrogen  does  come  into  widespread 
use,  democracy  will  follow.  "I  don't  see 
the  logical  connection  quite  that  clearly," 
says  Amory  Lovins,  the  Colorado  sci- 
entist and  environmental  advocate  who 
has  spent  30  years  proselytizing  for  hy- 
drogen and  renewable  energy  sources. 

In  the  future  hydrogen  economy,  as 
it  is  widely  envisioned,  electricity  from 
clean,  renewable  sources  such  as  the  sun 
and  wind  will  be  used  to  derive  hydro- 
gen from  other  substances — mostly  nat- 
ural gas  at  first,  then  water,  the  purest 
source.  The  hydrogen  can  be  stored,  then 
consumed  in  fuel  cells  where  it's  need- 
ed— say,  to  power  a  motor  vehicle  or  to 
heat  a  building.  Combining  hydrogen  and 
oxygen  in  fuel  cells  generates  electricity, 
pure  water,  and  nothing  else, 
making  it  the  ultimate 
zero-emission  fuel. 
Yet  the  hydrogen 
economy  can't  devel- 
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Consider  what  a  billion-dollar 
human  resources  company  recently 
accomplished  thanks  to  Rational's 
software  engineering  best  practices, 
integrated  tools  and  services. 

Outperformed  72%  of  all  enterprise 
application  development  projects 
by  delivering  a  new  business 
application  under  budget  and 
ahead  of  schedule. 

Reduced  implementation  and 
development  time  by  generating 
90%  of  their  project  code 
automatically  from  design  models. 

I   Minimized  project  risk  by  delivering 
functionality  incrementally  over 
125  builds,  including  a  complete 
history  and  documentation  of  each 
build's  contents. 

As  a  result,  processing  180  million 
paychecks  and  direct  deposits  every 
year  is  smoother  than  ever. 

At  Rational,  results  are  what  it's  all 
about.  Need  more  evidence?  The 
details  for  this  and  many  other 
success  stories  are  available  at 
www.rational.com/roisuccess. 
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Don't  add  to  market  risk 
with  your  own  bad  habits. 

Most  investors  never  make  it  out  of  the  gate 
because  they  simply  don't  know  what  to 
look  for  in  a  successful  company.  Take  the 
time  to  do  the  necessary  research,  adopt 
the  soundest  investment  methods,  and 
develop  your  technical  skill  and  discipline. 
Your  hard  work  will  significantly  reduce  the 
frequency— and  cost— of  market  mistakes. 

Learn  to  identify  the  19  most  common 
investor  mistakes  when  you  read  the  new 
and  just  released  edition  of  How  to  Make 
Money  in  Stocks  by  William  J.  O'Neil,  the 
founder  of  Investor's  Business  Daily. 

Based  on  an  unprecedented  study  of  the 
greatest  stock  market  winners  since  1953, 
the  book's  proven  7-step  investment  system 
and  reliable  buy  and  sell  rules  helps  you  keep 
bad  habits  from  becoming  costly  blunders. 

Isn't  it  time  you  finally 
understood... 

How  to  Make  Money 
in  Stocks? 


Available  Everywhere 
Books  Are  Sold 
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op  until  there's  a  sharp  drop  in  the  cost 
of  clean  sources  of  electricity,  such  as 
from  solar  cells  or  wind  turbines.  That's 
because  hydrogen,  unlike  oil  or  coal, 
doesn't  exist  in  nature  in  av  consumable 
form.  It  must  be  broken  apart  from  oxy- 
gen, carbon,  and  other  atoms.  It  actually 
takes  more  electricity  to  free  the  hydro- 
gen than  you  get  later  by  consuming  the 
hydrogen  in  fuel  cells. 

Why  bother  producing  hydrogen  at 
all  if  you've  already  got  supercheap  elec- 
tricity from  the  sun  and  wind?  Mainly 
because  hydrogen,  like  gasoline,  packs  a 
lot  of  energy  into  a  small  space.  And 
unlike  the  sun  or  wind,  it  can  be  con- 
sumed where  and  when  it's  needed.  For 
instance,  cars  and 


price  of  $29  a  barrel.  And  productic 
costs  keep  falling.  Says  ceo  Richard 
George:  "It's  biased  to  say  we're  going 
advance  all  those  renewable  technologic 
at  a  record  pace  but  the  technology 
fossil  fuels  is  going  to  stand  still." 

So  it's  unlikely  that  a  shortage  of  t 
will  be  the  factor  that  forces  the  transl 
tion  to  a  hydrogen  economy.  And  if  hi 
tory  is  any  guide,  an  energy-hungi 
world  is  unlikely  to  quit  oil  voluntaril 
based  on  concerns  about  global  warmir 
or  overdependence  on  the  Middle  Eas 
For  instance,  the  U.S.  has  refused  t 
ratify  the  Kyoto  Protocol  aimed  at  lin 
iting  greenhouse  gases,  citing  unaccep 
able  harm  to  economic  growth. 

Instead,  the  h} 


trucks  can  run  on 
fuel  cells  powered 
by  hydrogen  gen- 
erated from  wind 
turbines,  while 
they  could  never 
run  directly  off 
wind  power.  The 
ability  to  derive 
and  store  hydrogen 
transforms  on-and- 
off  energy  sources 
like  the  sun  and 
the  wind  into  de- 
pendable bulwarks 
of  the  power  sys- 
tem. And  since  hy- 
drogen is  the  most 
abundant  element 
in  the  universe, 
there  is  no  danger 
of  running  out. 

Even  many  oil 
companies  believe 
in  hydrogen  for  the 
long  term.  Royal 
Dutch/Shell  Group 
and  BP  PLC,  among 
others,  are  spend- 
ing millions  of 
dollars  a  year  re- 
searching alternatives  to  oil.  The  question 
is  when  the  transition  will  occur.  Rifkin 
writes  that  it  must  happen  soon  because 
global  production  of  conventional  oil  is 
likely  to  peak  between  2010  and  2020. 
That  may  be  rushing  things.  While  pes- 
simistic geologists  predict  oil  production 
will  peak  by  2006,  the  optimistic  ones 
place  the  date  at  2040  or  later. 

There's  plenty  of  unconventional  oil 
in  the  ground,  too.  Tarlike  bitumen  de- 
posits in  sandy  soil  in  western  Canada 
and  Venezuela  contain  as  much  oil  as  all 
the  conventional  deposits  in  the  Middle 
East.  Canada's  Suncor  Energy  Inc.  pro- 
duces light,  sweet  crude  at  an  operat- 
ing cost  of  just  $8  a  barrel,  vs.  a  market 


THE  HYDROGEN  ECONOMY 

CREATION  Electricity  generated  trom 
renewable  sources,  such  as  solar  cells 
or  wind  tur- 
bines, is  used 
to  break 
water  into 
hydrogen 
and  oxygen 

TRANSPORT 

The  pressurized 

hydrogen  is 

snipped  by 

pipelines  and 

container  trucks 

to  fuel  cells  in  buildings,  factories,  or  vehicles 

USAGE  Inside  a  fuel  cell,  hydrogen 
recombines  with  oxygen  in  the  air  to  gener- 
ate electricity, 
which  can  be 
used  for  power 
in  buildings  or  to 
propel  cars  and 
trucks 

Data:  BusinessWeek 


drogen     econorn 
will    dawn    whe 
systems  based  o 
renewables  and  hj 
drogen  beat  hydrc 
carbons  in  straigh 
competition  for  cor 
sumers'  dollars.  O 
that    score,   ther 
has  been  progress 
but  there's  still 
ways  to  go.  One  in 
dication:  Renew 
ables,  excluding  h} 
dro-power,  accoun 
for  only  2%  of  U. 
electricity  genera 
tion,  despite  year 
of  subsidies.  An 
fuel    cells    remair 
niche  products,  stil 
too    expensive    tc 
replace      gasolint 
and  diesel  engines 
As  for  the  socia 
implications    of   i 
shift  to  hydrogen 
even     Rifkin     ac 
knowledges  the  ob 
stacles  blocking  his 
decentralized,  dem 
ocratic  hydrogen  Utopia.  Multinationa 
corporations  are  already  vying  to  contra 
the  design,  production,  and  sales  of  the 
devices  that  produce  and  consume  hy- 
drogen. Electric  utilities  may  even  own 
and  maintain  the  fuel  cells  in  people's 
homes.  What's  more,  the  Internet-based 
World   Wide  Web,   a  predecessor  tc 
Rifkin's  "hydrogen  energy  web,"  hasn't 
yet  ushered  in  the  age  of  empowerment 
predicted  by  its  advocates — though  it  is 
early  to  draw  conclusions  on  that  score. 
It  would  be  nice  if  the  high  hopes  for 
hydrogen  aren't  just  a  lot  of  gas.  Such  a 
future,  however  promising,  is  likely  to  be 
a  long  time  coming. 

By  Peter  Coy  in  New  York 
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COMMENTARY 


By  Catherine  Yang 

THE  DECISION  THAT  COULD  RESHAPE  TELECOM 


With  500,000  jobs  and  $2  trillion 
in  market  valuation  lost  in  the 
telecom  bust,  it's  natural  that 
the  hunt  for  scapegoats  is  nearly  as 
fierce  as  the  search  for  solutions. 
That's  why  Federal  Communications 
Commission  Chairman  Michael  K. 
Powell  is  under  rising  pressure  to 
move  fast.  Indeed,  Powell  is  close  to 
acting  on  the  agenda  he  sketched 
when  he  took  the  job  last  year.  His 
idea  is  to  cut  back  regulations  by  the 
end  of  the  year  on  established  local 
phone  companies,  mainly 
the  former  Bells.  This  could 
give  them  a  clearer  path  to 
profits,  he  says,  and  spur  a 
much-needed  investment 
binge.  To  Capitol  Hill  Re- 
publicans worried  about 
midterm  elections,  delay 
could  cost  votes  back  home. 
"I  consider  him  a  close 
friend,  but  deregulation 
can't  wait,"  says  House 
Commerce  Committee 
Chairman  W.J.  "Billy" 
Tauzin  (R-La.). 

But  speed  is  no  substi- 
tute for  smarts.  The  prob- 
lem with  the  much-maligned 
Telecom  Act  of  1996  may 
well  be  that  it  hasn't  really 
been  given  a  chance  — until 
this  year.  The  Act  called  for 
the  Bells  to  lease  their  lines 
to  rivals,  creating  competi- 
tion in  local  markets.  In  ex- 
change they  could  sell  long- 
distance service.  The  idea: 
accept  short-term  regulation 
to  make  much  broader 
deregulation  possible. 

For  years,  though,  the  Bells  pro- 
tected the  status  quo  through  regula- 
tory and  legal  roadblocks.  But  now 
that  AT&T  and  other  rivals  have  final- 
ly found  a  way  to  compete  with  the 
Bells,  the  results  are  promising.  If 
Powell  abandons  the  approach  of  the 
1996  law  and  gives  the  Bells  the 
rules  they  want,  he  may  well  cut  off 
competition  just  as  it's  getting  good. 

Why  are  the  outsiders  winning? 
From  California  to  New  York,  state 
regulators  are  finally  applying  the 
1996  Act  more  aggressively.  Increas- 
ingly, challengers  can  lease  Bell  lines 


at  a  low  enough  rate  to  provide  serv- 
ice and  make  money.  Over  the.  past 
two  years,  AT&T  has  introduced  local 
service  in  eight  states,  serving  1.5 
million  customers.  And  rates  are 
coming  down.  In  Michigan,  incum- 
bent Bell  SBC  Communications  Inc. 
has  shaved  local  rates  33%  since 
February,  when  AT&T  plowed  into  the 
market.  AT&T  is  racing  to  extend  this 
service  nationally,  with  an  eye  to 
building  its  own  network  within  four 
years.  "Hopefully,  the  FCC  won't 


FIXING  A  LAW  THAT  MAY  NOT  BE  BROKE 

FCC  Chairman  Michael  Powell  faces  pressure  to  ease 

regulations  placed  on  Baby  Bells  by  the  Telecom  Act 

of  1996.  The  argument:  As  long  as  the  Bells  must 

lease  local  lines  to  rivals  at  steep  discounts,  they'll 

postpone  needed  broadband  investments. 


OPPONENTS    SAY 


■  State  by  state,  competition  in  local  markets 
is  finally  picking  up.  AT&T  is  leading  the  charge. 

■  Help  from  the  FCC  will  allow  the  Bells  to  retain 
control  of  the  industry,  stifling  competition. 

■  If  competition  withers,  cash-strapped  Bells  are 
unlikely  to  make  big  investments  anyway. 


tamper,"  says  AT&T  Chairman  C. 
Michael  Armstrong. 

For  Powell,  son  of  Secretary  of 
State  Colin  Powell,  the  pressure  to 
act  is  immense.  The  telecom  industry 
has  imploded  since  he  took  office  in 
January,  2001.  And  the  Bells  argue 
that  network  sharing  discourages  in- 
vestment. They  say  they  won't  invest 
in  massive  fiber-optic  upgrades, 
wiring  broadband  to  millions  of  Amer- 
ican homes,  if  they  have  to  share 
these  networks  with  competitors  at 
cut-rate  prices.  BellSouth  Corp.  says 
it  dropped  $85  million  worth  of 


planned  spending  to  upgrade  its 
broadband  network  this  year  because 
of  network-sharing  rules.  And  Powell, 
who  declined  to  comment,  is  correct 
that  competition  will  eventually  come 
from  wireless  companies  and  satellite- 
based  service  providers. 

For  now,  however,  Powell's  plans 
threaten  to  create  oligopolies.  In  lo- 
cal markets,  the  Bells  would  again 
reign  supreme.  In  broadband,  the 
Bells,  with  their  digital-subscriber- 
line  services,  would  likely  divvy  up 
the  market  with  cable  com- 
panies. "What  Powell  calls 
deregulation,  I  call  remonop- 
olization,"  says  H.  Russell 
Frisby  Jr.,  president  of  the 
Competitive  Telecommunica- 
tions Assn.,  a  group  of  Bell 
rivals. 

Sadly,  a  regulatory 
scheme  that  ensures  rich 
profits  for  the  Bells  alone  is 
likely  to  hit  consumers  in 
the  wallet — and  slow  down 
innovation  even  more.  Con- 
sider recent  history.  Today, 
broadband  is  available  to 
80%  of  U.S.  households,  but 
less  than  20%  have  signed 
up  for  it.  Why?  Experts  say 
high  prices  are  keeping  con- 
sumers from  embracing  it  en 
masse.  And  prices  are  high, 
in  part,  because  lax  early 
enforcement  of  the  1996  Act 
helped  snuff  out  competition. 
Startups  had  to  lease  lines 
at  sky-high  rates,  making  it 
nearly  impossible  to  earn  a 
profit.  This  turned  Bells  and 
local  cable  companies  into 
the  only  broadband  players  in  town. 
Powell's  approach  would  enshrine 
this  cozy  arrangement,  not  fix  it. 
"When  you  have  a  duopoly,  you  don't 
have  aggressive  competition  on 
price,"  says  Charles  S.  Golvin,  a 
broadband  analyst  at  Forrester  Re- 
search Inc.  And  if  Powell's  reforms 
drive  prices  up,  many  of  the  same 
politicians  who  are  clamoring  for 
deregulation  will  be  pounding  on  his 
door  again,  calling  for  price  relief. 

Yang  covers  telecommunications 
from  Washington. 
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anjay  Kumar  was  on  his  best  behavior. 
Through  winter  and  spring  of  2002,  as  corpo- 
rate scandals  erupted  across  America,  the 
ceo  of  Computer  Associates  International  Inc. 
appeared  determined  to  cast  the  embattled 
software  powerhouse  as  a  model  of  corporate 
virtue.  It  was  no  easy  sell.  After  a  decade  of 
white-hot  growth,  ca  had  become  legendary 
for  its  convoluted  accounting,  outsize  executive 

landouts,  and  a  take-no-prisoners  approach  to  customers. 

still,  the  40-year-old  Kumar  toiled  to  turn     ^^^^^^^^ 

iver  a  new  leaf.  He  coddled  customers  and 

vorked  to  clear  up  accounting  questions. 

le  overhauled  the  board  of  directors,  long 

onsidered  a  rubber  stamp,  even  bringing 

board  a  former  chief  accountant  of  the 

Securities  &  Exchange  Commission.  Was 

his  a  new,  spic-and-span  ca  for  the  post- 

nron  age? 
Not  quite  yet.  On  July  24,  Kumar  stupe- 

ied  investors  and  corporate-governance  ex- 

lerts  alike.  After  a  week  of  negotiations 

hat  ended  after  midnight,  he  dished  out 

10  million  to  end  a  proxy  challenge  from 

exas  entrepreneur  Sam  Wyly.  It  seemed 

he  bad  old  ca  had  reared  its  ugly  head. 

Technically,  it's  not  greenmail,  but  they 

aid  somebody  to  go  away,"  says  Ted  White, 

irector  of  corporate  governance  for  the 

California  Public  Employees'  Retirement 

lystem.  CA  justifies  the  deal  as  a  legitimate 

leans  to  end  a  management  distraction — 

hich  drained  precious  time  for  Kumar's 

urnaround  effort.  But  the  company  can't 

rash  off  the  odor  of  scandal.  These  days,  it's  operating  under 

he  noxious  cloud  created  by  Enron,  WorldCom,  and  Adelphia. 
Does  Computer  Associates  deserve  a  place  among  such 

coundrels?  While  no  one  at  CA  has  been  indicted,  the  Long 

sland-based  company  is  under  investigation  by  the  sec  and 

he  U.  S.  Justice  Dept.  for  alleged  accounting  irregularities.  In- 

estors,  outraged  by  accounting  shifts  and  a  stock  price  that 

as  fallen  from  a  peak  of  $75  in  2000  to  about  $10  today,  have 

led  nearly  a  dozen  suits. 
CA  has  a  long  road  to  fix  a  host  of  frayed  relations.  Its  50- 

lus  acquisitions  fed  dizzying  growth  that  sometimes  topped 

0%  per  quarter.  But  the  resulting  layoffs  left  hundreds  of 

ormer  employees  seething  from  coast  to  coast.  CA  used  the 


Can  Computer 
Associates  CEO 
Sanjay  Kumar 
overcome  jilted 
investors,  angry 
customers,  and 
an  SEC  probe 
— all  at  the 
same  time? 


By  Steve  Hamm 


fact  that  its  products  were  vital  to  customers  to  get  them  to 
agree  to  massive  new  contracts,  critics  say,  and  paid  little  at- 
tention to  customer  service.  That  left  customers  feeling 
roughed  up  and  angry,  "ca  bullied  and  cajoled.  They  screwed 
the  customers  for  every  cent  they  could  get  out  of  them," 
says  a  former  CA  sales  manager. 

Now,  Kumar's  a  ceo  on  the  spot.  He  runs  a  widely  dis- 
trusted company  in  an  era  where  trust  is  suddenly  worth 
more  than  growth.  What's  more,  in  a  depressed  tech  market 
where  companies  count  heavily  on  loyal  customers,  Kumar  has 
to  deal  with  disgruntled  buyers  who  are 
all  too  happy  to  postpone  software  up- 
dates. The  upshot:  Kumar  is  now  reaping 
a  bitter  harvest  from  the  '90s. 

The  imposing  job  facing  Kumar  is  to 
rebuild  ca.  He  says  he's  out  to  change 
the  very  nature  of  the  software  giant, 
from  the  way  it  adds  up  numbers  to  the 
way  it  deals  with  people.  The  question  is 
whether  the  pencil-thin  Sri  Lanka  na- 
tive, who  was  promoted  to  ceo  two 
years  ago,  can  remake  a  company  so 
much  a  product  of  his  own  dna.  For  15 
years,  he  stood  shoulder  to  shoulder  with 
founder  and  current  Chairman  Charles 
B.  Wang  as  the  two  forged  a  hard-edged 
corporate  culture  focused  on  creating 
growth  at  all  costs. 

And  for  a  time,  Wang  and  Kumar  suc- 
ceeded beyond  their  wildest  dreams.  In 
the  go-go  market  of  the  '90s,  CA  emerged 
as  a  global  tech  titan — the  world's  third- 
largest  software  company.  Annual  rev- 
enues hit  nearly  $7  billion  by  its  fiscal 
2000,  net  profits  approached  $700  million,  and  the  compa- 
ny's 40%  operating  margins  rivaled  those  of  Microsoft  Corp. 
In  the  business  of  managing  mainframes  and  computer  net- 
works, CA  was  king. 

Kumar  wants  to  recapture  ca's  glory  days.  And,  to  do 
so,  he  has  to  improve  the  company's  standing  with  cus- 
tomers, investors,  and  employees.  "We  have  to  change  and 
consistently  behave  differently,"  he  says.  In  his  five-year 
drive  to  revamp  CA  for  the  new  decade,  Kumar  is  striving  to 
create  a  gentler  giant.  The  path  to  growth,  Kumar  says,  is  to 
cozy  up  with  customers  and  develop  products  they  want  to 
buy.  It  used  to  be  all  about  landing  the  big  deal.  Now,  "it's 
about  the  customer,"  he  says. 

That's  a  common  refrain  these  days,  but  Kumar's  backing  it 
up  with  resources.  He  has  set  up  a  650-person  customer-care 
organization  and  launched  annual  customer-satisfaction  surveys, 
tying  pay  of  500  senior  executives  to  the  results.  And  he 
has  visited  dozens  of  customers  to  get  back  in  their  good 
graces.  He's  humbler  now,  offering  apologies  for  past  mis- 
steps and  new  flexibility  in  the  way  customers  buy  software. 
For  growth,  Kumar  is  banking  on  those  same  customers. 
Once  they're  feeling  friendlier,  and  a  bit  richer,  he  plans  to  sell 
them  loads  of  new  software.  Monster  acquisitions  are  out.  In- 
stead, Kumar  is  developing  products  in-house.  In  the  next  12 
to  18  months,  he  plans  on  delivering  a  new  generation  of  soft- 
ware to  handle  wireless  communications  and  Web  services — 
which  automate  communications  between  Web  sites. 

To  smooth  out  ca's  see-saw  earnings,  Kumar  rejiggered  the 
company's  accounting.  In  the  past,  CA  recognized  software-li- 
cense revenues  immediately  after  a  deal  was  concluded.  That 
left  it  vulnerable  to  end-of-quarter  misses.  The  new,  so-called 
ratable  model  recognizes  software-license  revenues  over  the 
life  of  a  contract.  There's  less  risk  that  the  delay  of  one  or 
two  large  deals  will  torpedo  a  quarterly-earnings  report. 
Kumar  has  also  launched  a  major  overhaul  of  the  board  of 
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directors.  He  expanded  the  board  from  eight  to  11,  retiring 
several  veteran  members  and  adding  seven  new  out- 
siders, including  a  former  chief  accountant  of  the 
sec,  Walter  P.  Scheutze,  and  a  Harvard  Business 
School  corporate-governance  expert,  Jay  W.  Lorsch. 
The  board  this  spring  adopted  term  limits  and  ap- 
pointed a  lead  outside  director. 

But  all  the  while,  dual  federal  probes 
hang  over  his  head.  As  president  for 
eight  years  and  ceo  for  two,  Kumar 
is  responsible  for  the  way  the  company 
kept  its  books.  He  went  along  with 
ca's  long-standing  revenue-accounting 
policies,  including  double-counting  cer- 
tain revenues  when  the  company  rene- 
gotiated long-term  con- 
tracts.    When     CA 
changed  its  practice 
at  the  beginning  of 
fiscal  2001,  it  retroac- 


JAN.  26,  2000 

Boosted  by  de- 
mand for  corpo- 
rate software  to 
meet  the  Y2K 
threat,  CA's  rev- 
enues grow  33%, 
to  $1.81  billion, 
in  its  third  fiscal 
quarter.  Its  stock 
price  peaks  at 
$75  per  share. 


tively  reclassified  revenues  for  the  previous  five  years,  slicii 
a  hefty  $2.5  billion  off  the  total.  And  that's  just  one  thing  tl 
feds  are  looking  at.  Kumar  denies  the  company  has  doi 
anything  illegal.  But  if  CA  is  proved  to  have  violated  rules 
laws,  he  could  be  ousted. 

While  nobody's  calling  for  Kumar's  head,  some  manag 
ment  experts  say  that  an  outsider  without  his  ties  to  tr 
company's  past  could  be  in  a  position  to  do  more,  faster.  A 
an  insider,  it's  difficult  for  Kumar  to  repudiate  the  companyt 
legacy — and  make  a  clean  break.  Other  troubled  companie 
such  as  United  Airlines  Inc.,  are  seeking  fresh  starts  und( 
new  leadership. 

Still,  with  all  his  problems,  Kumar  holds  a  trump  car 
The  company  he  runs  is  an  immense  thicket  of  software  pro] 
erties,  offering  up  1,200  products  in  half  a  dozen  markets- 
much  of  it  the  result  of  ca's  buying  binge.  Indeed,  Kumar 
supporters  argue,  it  could  take  a  very  long  time  for  an  ou 
sider  to  get  up  to  speed. 

That's  one  reason  the  board  says  it's  sticking  with  hin 
Lewis  S.  Ranieri,  ceo  of  Ranieri  &  Co.  and  ca's  lead  outsi 


MAY  15,  2000 

CA  changes  the 
way  it  recog- 
nizes revenues 
for  multiyear 
contracts  that 
are  renegotiated 
before  they 
expire.  The 
result:  It  slashes 
a  massive  $2.56 
billion,  roughly 
10%  per  year, 
off  earlier 
revenues. 


The  company 
says  its  quarter- 
ly revenues  will 
fall  20%  short 
of  analysts'  ex- 
pectations. It 
blames  sluggish 
European  busi- 
ness. Investors 
send  the  stock 
skidding  more 
than  40%. 


KUMARS 

ROLLER-COASTER 

RIDE 

Computer 
Associates 
stock  price 

Weekly  closing 


AUG.  7,  2000 

Kumar  replaces 
founder  Wang  as 
CEO,  but  Wang 
remains  chair- 
man. The  two 
say  a  turnaround 
strategy  is 
necessary  and 
Kumar  should 
lead  it. 
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CA  announces 
an  accounting 
change  where 
most  revenues 
will  be  recog- 
nized in  portions 
over  the  life  of  a 
contract — to 
make  earnings 
less  volatile. 
Critics  say  it 
hides  shrinking 
revenues. 


i  director,  who  has  been  on  the  board  for  two  years,  says 
h  Kumar  is  the  man  for  the  job  because  he's  making 
[progress  in  customer  relations  and  corporate  gover- 
nance under  difficult  conditions.  "I  don't  know  who  did 
what  to  whom  before  I  came,  but  for  the  two  years  I've 
^seen,  he's  the  antithesis  of  the  old  CA,"  says  Ranieri. 

When  confronted  with  some  of  what  his  critics  have  to 
lisay  during  breakfast  recently  in  Manhattan's  Grand  Hy- 
itt  Hotel,  Kumar  defended  himself  fiercely.  "I  have  noth- 
ing to  hide.  I'm  not  in  the  bunker,"  he  said.  He  denies  that  he 
i  anything  illegal  and  stresses  the  progress  he's  making.  "I 
ve  a  five-year  plan,  and  we're  two  years  into  it,"  he  says. 
Kumar  acknowledges  that  CA  behaved  poorly  in  the  past, 
it  he  blames  the  problems  on  underlings.  "Our  sales  force 
was  very  successful,  and  it  gave  rise  to  some  bad  behavior," 
he  says,  adding:  "Much  of  what  went  on,  the  top  of  the  com- 
pany had  no  idea." 

At  the  same  time,  he's  unapologetic  about  the  controversial 
$1.1  billion  stock  grant  made  to  the  company's  three  top  of- 
l)ficers  in  1998 — with  30%  going  to  him — even  though  investor 
outrage  forced  the  trio  to  give  back  about 
half  of  the  stock. 

If  Kumar  escapes  the  federal  dragnet, 
there's  still  the  core  business  to  fix.  ca's 
revenues  grew  7%,  to  $765  million,  in 
its  first  fiscal  quarter,  ended  June  30. 
That  doesn't  look  half  bad  in  an  industry 
reeling  from  a  vicious  downturn.  But  ca's  numbers 
may  in  fact  be  worse.  The  company  is  in  the  middle  of 
an  accounting  change  that  makes  its  performance  hard 
to  measure  by  traditional  metrics.  By  another  of  Ku- 
mar's measures,  the  company's  average  annualized 
revenues — new  orders  divided  by  the  number  of  years 
of  the  contracts — dropped  7%.  True,  ca's  losses  are 
getting  shallower.  They  were  $65  million  in  the  first 
quarter,  vs.  $342  million  a  year  earlier.  And  it  has 
reduced  debt  from  $4.15  billion  a  year  ago  to  $3.28  bil- 
lion now.  But  debt  payments  still  gobble  most  of  ca's 
cash  flow.  Though  the  lousy  economy 
has  made  times  tough  for  most 
tech  CEOs,  "he  should  have 
made  more  progress  by 
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Wang  and 
Kumar 
forged 
CA's  tough 
culture 
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fer  Kumar 
ymises  institu- 
eial  investors 
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FEB.  5,  2002 

Concerned  that 
CA  might  fail  to 
meet  its  $3.6 
billion  in  debt 
principal  coming 
due  over  the 
next  six  years, 
Moody's  Investors 
Service  lowers 
CA's  long-term 
debt  rating  one 
notch,  to  Baa2. 


Kumar  wants  to  recapture  CA's  glory 
days.  This  means  improving  the 
company's  standing  with  customers, 
investors,  and  employees 


now,"  says  analyst  Sarah  Mattson  of  rbc  Capital  Markets. 
Kumar  will  be  hard-pressed  to  reverse  the  numbers,  ca's 
mainframe-software  sales  are  stagnant.  Sales  of  nonmainframe 
software  for  security  and  storage  haven't  provided  the  needed 
lift,  and  analysts  doubt  they  will  anytime  soon.  The  cash 
crunch  has  prevented  Kumar  from  boosting  research  and  de- 
velopment— the  seed  corn  of  future  growth.  Then,  too,  com- 
petitors such  as  IBM  and  Veritas  Software  claim  to  be  picking 
up  customers  at  ca's  expense.  "We  take  advantage  of  the  fact 
that  they  have  dissatisfied  customers,"  says  Steve  Mills,  the 
general  manager  of  IBM's  software  group.  While  CA  has  also 
won  its  share  of  contests,  most  analysts  expect  it  to  grow  at 
only  a  single-digit  rate  for  the  next  year  or  two. 

Through  all  the 
stress  and  controver- 
sy, Kumar  remains  un- 
flappable. Perhaps  it's 
a  result  of  growing  up  under  duress.  A  Tamil  born  and 
raised  near  the  ethnic  killing  fields  of  Sri  Lanka,  he  recalls 
one  morning  in  1974  when  his  family  awoke  in  their  home  in 
the  capital  city  of  Colombo  to  discover  that  four  men  had 
been  tied  to  nearby  lamp  posts  and  shot  dead. 

Kumar  says  his  parents  brought  him  up  with  Horatio  Al- 
ger-type  values.  His  mother,  a  teacher  in  a  Montessori  school, 
and  his  father,  an  animal-husbandry  researcher,  pushed  Kumar 
and  his  two  sisters  to  work  hard  and  speak  their  minds. 
The  family  was  middle  class,  but  they  lived  in  a  five-room 
house  that  flooded  during  monsoons.  When  violence  erupted 
between  Tamils  and  Sinhalese,  the  family  fled  to  the  U.  S.  Ku- 
mar was  14.  They  arrived  in  Greenville,  S.C.,  with  just  $80. 
"My  parents  moved  here  so  my  sisters  and  I  would  have  op- 
portunities. They  gave  up  everything  they  had,"  he  says. 

In  the  faded 
textile  town  of 
Greenville,  Kumar 
had  to  adapt  to  a 
new  culture.  He 
remembers  that 
on  his  first  day  of 
high  school,  he 
went  to  the  cafe- 
teria at  lunchtime 
and  noticed  that 
all  of  the  blacks 
were  in  one  line, 
the  whites  in  an- 


26,2002 


Upset  by  the 
company's  fallen 
stock  price, 
Wyly  launches  a 
second  proxy 
battle.  Three 
weeks  later,  CA 
appoints  four 
new  outside 
directors. 


FEB.  22,  2002 

CA  confirms  that 
it  is  the  subject 
of  accounting 
probes  by  the 

SEC  and  the 
Justice  Dept. 
The  stock  falls 
15%,  to  $16. 


JULY  24,  2002 

Kumar  buys 
peace  with  Wyly. 

To  end  the  proxy 
challenge,  Ku- 
mar agrees  to 
pay  him  $10 
million  and  add 
another 
independent 
director  to  the 

JmuU 


other.  Since  he  didn't  belong  to  either  group,  he  went  without 
lunch.  That  night,  his  mother  advised  him  to  pick  the  short- 
est line  each  day.  So  that's  how  Kumar  coped. 

Software  was  the  young  Kumar's  ticket  out  of  the  back- 
waters. In  high  school,  he  spent  untold  hours  in  the  computer 
lab.  He  dropped  out  of  Furman  University  in  Greenville — and 
gave  up  his  early  dreams  of  being  a  doctor — to  start  a  small 
software  company  of  his  own,  which  he  gave  up  after  his 
partner  died  in  a  car  crash.  He  later  landed  a  job  as  a  prod- 
uct manager  for  uccel  Corp.,  a  Texas  software  company  that 
CA  bought  in  1987. 


H  The  only  time  we  saw  them  was 
when  we  had  a  contract  to  be 
renewed.  Since 
then,  they  have 
behaved  extremely 
well  11 

—  WADE  TOLMAN. 
KeyCorp  Ltd. 

When  he  met  Charles  Wang, 
Kumar  found  a  teacher  who  could 
take  him  places.  Within  a  year, 
Wang  brought  him  from  Texas  to 
Long  Island  to  be  his  assistant. 
"I  saw  he  had  a  tremendous  fu- 
ture," says  Wang.  "I  tested  his 
skills  and  leadership  ability.  The 
more  he  could  take,  the  more  I 
would  give  him."  Wang  put  Kumar  in  charge  of  planning,  then 
acquisitions,  and  made  him  president  in  1994. 

For  years,  Kumar  and  Wang  were  inseparable,  sharing 
experiences  that  forged  a  tight  bond.  Once,  in  Chicago,  they 
got  stuck  in  an  elevator  that  hung  up  between  the  35th  and 
36th  floors  and  started  bouncing  like  a  3,000-pound  yo-yo. 
Wang,  no  fan  of  heights,  blanched  and  begged  Kumar  to 
make  it  stop.  Every  time  Kumar  flipped  the  stop  switch,  a 
deafening  alarm  went  off.  When  he  flipped  it  again,  the  hor- 
rifying bouncing  resumed,  ftie  episode  lasted  only  15  minutes, 
but  "it  felt  like  we  were  stuck  forever,"  Kumar  says. 

Although  Wang  had  built  CA  from  the  ground  up,  even 
carpeting  the  first  offices  himself,  it  was  the  team  of  Wang 

and  Kumar  that  fash- 
ioned ca's  bare-knuck- 
le culture  in  the 
'90s.  They  encouraged 
sharp  disagreements.  Favored  employees  were  encouraged  to 
come  up  with  new  ideas  and  run  with  them.  "It's  a  thun- 
derously great  place  to  work  if  you  like  extreme  challenges 
and  opportunities,"  says  Mark  Stabler,  who  was  ca's  senior 
vice-president  for  global  marketing  until  he  left  in  2000  to 
join  a  rival. 

Deeper  down,  the  organization  wasn't  a  happy  place. 
Every  year,  managers  shook  up  the  sales  force,  reassigning 
as  much  as  60%  of  them  to  new  accounts.  That  meant  start- 
ing from  scratch  with  customers,  year  after  year.  Some 
employees  lived  in  fear  of  being  punished  for  making  mis- 
takes. "If  you're  not  one  of  the  200  people  in  the  organiza- 
tion who  have  the  power  to  effect  change,  it  can  be  a  mis- 
erable place  to  work,"  says  a  former  CA  executive  who  was 
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KUMAR'S  TURNAROUND  STRATEGY 

BOOST  REVENUES  Revenues  are  flat.  He  has  ruled  out 
large  acquisitions  and  is  focused  on  selling  new  prod- 
ucts, especially  in  security  and  network  management. 
Outlook:  Fair  Because  of  CA's  dependency  on  slow- 
growth  mainframe  software,  analysts  don't  expect  quar- 
terly revenues  to  exceed  single  digits  for  at  least  a  year. 

SMOOTH  OUT  EARNINGS  Quarterly  earnings  were 
volatile.  In  late  2000,  he  revamped  accounting  to 
spread  out  revenues  in  equal  increments  over  multi- 
year  contracts. -Earnings  have  dipped  into  the  red,  but 
the  financials  have  been  more  predictable. 
Outlook:  Good  But  analysts  say  it  will  take  years  for 
CA's  true  financial  picture  to  emerge. 

IMPROVE  CUSTOMER 

RELATIONS  CA's  bully- 
ing of  customers  in  the 
1990s  poisoned  rela- 
tions. Kumar  has  institut- , 
ed  customer-satisfaction 
surveys,  with  pay  pegged 
to  positive  results. 
Outlook:  Fair  Though  it 
has  made  progress,  some 
customers  still  resent  CA. 

AVOID  FEDERAL 

PENALTIES  The  Securi- 
ties &  Exchange  Commis- 
sion and  Justice  Dept. 
are  investigating  CA's  ac- 
counting practices,  which 
could  result  in  a  restate- 
ment of  earnings.  CA 
says  it  has  been  cooper- 
ating fully  in  the  investigation.  Outlook:  Unknown. 

WIN  OVER  INVESTORS  The  board  seemed  to  be  in 
management's  pocket,  which  led  to  proxy  battles.  Ku- 
mar added  outside  directors  and  improved  governance. 
Outlook:  Poor  Until  the  federal  probes  are  resolved — 
and  in  CA's  favor — its  stock  won't  likely  bounce  back. 

part  of  the  company's  in-crowd.  "If  you  made  a  mistake 
you'd  be  fired  or  demoted.  We  called  it  spending  time  u 
purgatory." 

Kumar  defends  ca's  Darwinian  culture.  "The  company  de 
manded  performance,"  he  says.  Yet  he  is  remodeling  the  ok 
ca  into  a  place  where  employees  have  more  say  and  less  tur 
moil.  Last  spring,  during  the  annual  reorientation  of  th< 
sales  force,  only  2%  to  3%  of  the  staff  switched  customers.  Ir 
April,  Kumar  reorganized  the  company  into  five  business 
units,  each  with  its  own  product-development  and  marketing 
teams — and  with  plenty  of  once-scarce  autonomy.  While  Wang 
relied  on  a  few  trusted  lieutenants  to  run  the  company,  Ku 
mar  has  assembled  a  team  of  14  people  who  report  to  him. 

These  days,  Kumar  spends  much  of  his  time  tending  t( 
customers.  He  patches  up  things  personally  with  companies 
that  were  frustrated  with  CA,  such  as  KeyCorp  Ltd.  "Thej 
were  treating  us  like  a  captive  customer,"  recalls  K  Wade  Tbl- 
man,  executive  vice-president  for  enterprise  technology  at  th( 
Cleveland-based  bank.  "The  only  time  we  saw  the  accounl 
team  was  when  we  had  a  contract  to  be  renewed." 

It  got  so  bad  that  a  year  and  a  half  ago,  KeyCorp  decid 
ed  to  dump  ca.  Kumar  jetted  to  Cleveland  to  save  the  con- 
tract. At  the  bank's  headquarters,  Kumar  offered  KeyCorj 
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software  from  Microsoft  is  the  quickest  way  to  build  and  manage  XML  Web  services,  an  industry-standard 
technology  for  linking  your  existing  infrastructure  to  virtually  any  other  system  or  device.  It's  the  technology 
that  gives  your  company  the  agility  to  succeed  now  and  in  the  future.  That's  one  degree  of  separation. 
That's  business  with  .NET.  Find  out  how  .NET  connected  software  can  make  your  business  more  agile. 
Go  to  microsoft.com/enterprise  Software  for  the  Agile  Business. 


"Simplicity  is  both  the  Web  services  concept's  promise  and  strength.  Businesses  that 
ignore  its  potential,  or  decide  to  sit  out  its  early  stages,  will  find  themselves  outpaced 
by  rivals  that  take  advantage  of  Web  services  to  improve  their  agility  and  even  to 
transform  themselves  into  new  kinds  of  enterprises." 

Source:  Gartner.  "How  Web  Services  Mean  Business,"  W.  Andrews.  D.  Plummer,  D.  Smith,  May  9,  2001 


2002  Microsoft  Corporation.  All  rights  reserved.  Microsoft  is  a  registered  trademark  of  Microsoft  Corporation  in  the  United  States  and/or  other  countries.  The  names 
fp  actual  companies  and  products  mentioned  herein  may  be  the  trademarks  of  their  respective  owners. 


Microsoft 


Cover  Story 


more  flexibility  in  using  and  paying  for  ca  software.  Since 
then,  says  Tolman,  "they  have  behaved  extremely  well." 

While  Kumar  blames  much  of  ca's  customer  woes  on  an 
overaggressive  sales  force,  interviews  with  former  employees 
show  that  Kumar  himself  was  sometimes  in  the  thick  of 

things.  He  attended  a 
meeting  of  ca  execu- 
tives at  the  company's 
Kirkland  (Wash.)  of- 
fices in  December,  1999,  when  they  decided  to  get  tough 
with  the  Albertson's  Inc.  grocery  chain.  For  nearly  a  year, 
Boise  (Idaho)-based  Albertson's  had  resisted  inking  a  multi- 
year  contract  that  included  a  heavy  dose  of  new  software.  It 
simply  wanted  to  renew  licenses  for  mainframe  software  it  al- 
ready owned,  according  to  three  former  ca  sales  people.  But 
ca  had  plenty  of  leverage  to  push  for  the 
bigger  deal.  Most  of  Albertson's  licenses 
had  expired.  That  meant  ca  could  ask 
the  grocer  to  turn  off  computers,  the  life- 
line of  its  business.  With  that  powerful 
threat  in  hand,  the  executives  decided  to 
put  the  squeeze  on  the  grocer. 

Kumar  says  he  doesn't  remember  the 


SANJAY  KUMAR 

BORN  Mar.  16,  1962,  in  Colombo, 
Sri  Lanka. 

CHILDHOOD  Grew  up  in  Colombo 
with  his  two  sisters  and  his  parents, 
Roger  and  Swarna,  an  animal 
researcher  and  a  school  teacher. 

FIRST  BIG  CRISIS  The  family  fled 
the  country  amid  ethnic  violence  in 
1976,  when  Kumar  was  14,  and  re- 
located to  Greenville,  S.C. 

EDUCATION  Graduated  from  J.L. 
Mann  High  School  in  Greenville, 
where  he  spent  hours  in  the  comput- 
er lab.  Wore  an  "I'm  not  Iranian" 
T-shirt  during  the  hostage  crisis.  En- 


Still,  Wang,  as  chairman,  looms  over  him,  which  adds  a  le1 
el  of  complexity  to  his  job.  During  the  proxy  battle  in  200 
investors  pressed  Kumar  to  add  independent  voices  to  tl 
board — the  board  that  Wang  had  built.  The  task  called  fc 
delicate  diplomacy.  Out  of  deference  to  Wang,  Kumar  talke 
with  board  members  behind  the  scenes  and  urged  them  t 
press  governance  issues  at  meetings  so  he  didn't  have 
confront  the  founder  directly,  according  to  a  board  memb 
and  another  source  close  to  the  board.  Kumar  acknowledge 
that  he  talked  to  board  members  individually  about  gove 
nance  but  denies  he  was  trying  to  avoid  confronting  Wang 
Kumar's  diplomatic  finesse  wins  him  high  marks  from  t' 
board.  They  also  .credit  him  for  passing  on  one  of  the  per 
that  many  ceos  seem  to  take  for  granted:  the  company  lo; 
Kumar  has  never  asked  for  one.  In  fact,  when  UBS  in  Fe 
ruary  called  a  $46  million  loan  he  h 
taken  out  to  cover  the  taxes  on  his  30 
share  of  the  $1.1  billion  executive  sto> 
grant,  he  didn't  ask  the  board  for 
bailout — even  though  the  value  of  h 
stock  had  been  whittled  down  to  $27  mi 
lion.  "He  took  a  shot  in  the  head  a 
smiled,"  says  Richard  A.  Grasso,  cha: 
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TEAM  CO-OWNERS:  In  2000 


tered  Furman  University  but  dropped 
out  to  concentrate  on  software. 

EARLY  BUSINESS  From  1979  to 
1981,  he  and  a  partner  started  a 
tiny  company  that  developed  invento- 
ry-management software  for  IBM 
mainframe  computers. 

CAREER  Joined  Policy  Management 


Systems,  a  maker  of  insurance  soft- 
ware, as  a  programmer  in  1981.  In 
1985  jumped  to  UCCEL,  a  maker  of 
mainframe  software.  CA  acquired  UCCEL  j 
in  1987.  Charles  Wang  made  him 
president  in  1994  and  CEO  in  2000. 

BIGGEST  CHALLENGE  Improving 
battered  relations  with  CA's 
customers,  investors,  and  employees. 

FAMILY  Lives  with  his  wife,  Sylvia, 
an  architect,  and  two  daughters  in  a 
Japanese-style  house  he  bought  from 
Wang  on  the  north  shore  of  Long 
Island — Gatsby  country. 


DEALS  WITH  WANG  In  2000,  he 
and  Wang  bought  the  beleaguered 
New  York  Islanders  hockey  team. 


discussion  and  calls  the  accusation  that  he  intended  to  bully 
Albertson's  "bullshit."  He  says  he  has  fired  CA  sales  people 
for  suggesting  such  threats.  Albertson's  declines  to  com- 
ment on  suppliers. 

Now,  the  customer  surveys  show  ca  has  started  to  turn  its 
reputation  around.  This  year,  41%  of  participants  rated  it 
as  a  good  or  excellent  partner — up  from  37%  last  year.  But 
overcoming  a  decade  of  bad  feelings  is  proving  to  be  a  slog. 
At  an  April  tech  conference  in  San  Diego  hosted  by  Gartner 
Inc.,  about  70%  of  an  audience  of  several  hundred  corporate 
tech  managers  turned  thumbs  down  when  asked  if  they  saw 
CA  positively  or  negatively.  Kumar,  on  stage,  looked  stricken. 
The  attitude  of  many  customers  is  still:  Show  me.  "ca  had  a 
lot  of  issues  for  years,"  says  Ralph  J.  Szygenda,  chief  infor- 
mation officer  of  General  Motors  Corp.  "People  tend  to  not 
trust  you  after  a  while." 

To  win  over  customers  and  investors,  Kumar  has  to  prove 
to  them  that  he  has  fully  taken  control  from  Wang — who 
was  seen  as  ca's  tough  guy.  Board  members  say  Wang  has 
adapted  to  his  new  role,  gradually  giving  up  operational  du- 
ties and  now  mostly  advising  Kumar.  But  former  employees 
question  whether  Kumar  has  truly  taken  charge.  "I'm  not 
Charles's  puppet.  I'm  my  own  man,"  says  Kumar,  sounding 
exasperated  at  the  suggestion. 
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man  of  the  New  York  Stock  Exchange  and  a  member  a 
ca's  board  until  he  resigned  in  August. 

Amid  all  the  flack  Kumar  gets  from  investors  and  forme 
employees,  he  is  eager  to  be  seen  as  a  good  guy.  Asked  hov 
he  explains  the  government  investigations  and  proxy  fights  t 
his  two  daughters,  he  tells  this  story:  "My  older  daughte 
(age  12)  read  one  of  the  ads  that  Wyly  put  out.  She  said 
'Why  are  they  saying  these  bad  things?'  I  explained  what 
proxy  fight  is  about.  She  said,  'Are  you  going  to  say  ba 
things  about  him?'  I  said,  'No.'  She  said,  'Good.  That's  ver 
Quakerly  of  you.'  She  goes  to  a  Quaker  school.  Then  sh 
pats  me  on  the  back  and  walks  off." 

Clearly,  Kumar  has  made  an  earnest  stab  at  changing 
how  his  company  operates.  But  in  this  unforgiving  climate 
ca's  poor  reputation  with  customers  and  investors  is  going  t< 
be  difficult  to  overcome. 

The  outcome  of  the  federal  probes  is  the  wild  card  for  Ku 
mar.  Horatio  Alger  virtues  taught  by  his  immigrant  parent: 
have  played  a  key  role  in  his  successes.  But  the  investigation 
will  reveal  if  financial  misdeeds  also  played  a  part  in  his  risi 
to  wealth  and  prominence.  If  so,  all  of  Kumar's  toil  will  be  fo: 
naught,  and  his  story  will  have  a  dark  ending  so  familiar  ii 
this  era  of  capitalism. 

Cover  Story  continues  on  page  9 


Lots  of  companies  can  sell  you  technology.  CDW  can 
configure  your  technology  to  your  specifications. 
From  software  to  servers  to  routers,  we  make  sure 
your  order  is  configured,  tested  and  shipped  just 
the  way  you  want  it.  Most  of  the  time,  even  the 
same  day.  So  you  save  time,  gain  peace  of  mind 
and  get  systems  you  can  use,  right  out  of  the  box. 
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. 


GETTING  TO  THE  BOTTOM  OF  COMPUTER  ASSOCIATES'  BOOKS 


There  might  be  a  company  in  the 
world  with  more  baffling  ac- 
counting than  Computer  Associ- 
ates International  Inc. — but,  then 
again,  maybe  not.  The  Long  Island 
software  company  has  made  two  ma- 
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jor  shifts  in  the  way  it  presents  its 
financials  over  the  past  three  years. 
And  ongoing  probes  of  ca's  finances 
by  the  Securities  &  Exchange  Com- 
mission and  the  Justice  Dept.  only 
add  to  the  bewilderment.  The  feds 
have  subpoenaed  ca's  auditors  and 
are  zeroing  in  on  how  it  recognized 
revenues,  say  former  CA  executives 
interviewed  by  investigators. 

All  this  makes  it  hard  for  in- 
vestors to  tell  how  ca  is  performing. 
"We're  not  saying  they're  cooking 
the  books,  but  there's  ample  evidence 
to  wonder  if  everything  is  on  the  up- 
and-up,"  says  Edward  Jones  analyst 
Arthur  Russell,  who  recently  sus- 
pended coverage  of  CA  because  of 
the  accounting  issues. 

ca  says  it  has  not  violated  ac- 
counting rules.  And  Walter  P. 
Schuetze,  former  chief  accountant  for 
the  sec  who  joined  ca's  board  this 
summer,  says  he  has  reviewed  the 
company's  past  and  current  account- 
ing practices  and  has  confidence  in 
them.  He  says  that  today,  "ca's  fi- 
nancial statements  are  very  simple. 
It's  like  looking  at  a  Rand  McNally 
atlas.  There's  no  hidden  road." 

But  there  have  been  plenty  of 
twists  and  turns.  The  company's  first 
major  accounting  shift  came  in  2000. 
Since  the  early  1980s,  CA  had  double- 
counted  revenues  when  it  renegotiat- 
ed multiyear  contracts  with  corpora- 
tions before  they  expired.  After  the 
new  contract  went  into  effect,  CA 
would  book  the  entire  amount,  even 
though  that  included  revenues  from 
the  overlap  period.  The  practice 
added  $663  million  to  revenues  in  fis- 
cal 2000,  inflating  the  total  by  9.7% 
and  helping  drive  the  stock  to  an  all- 
time  high  of  $75  per  share  in  Janu- 
ary, 2000.  Because  CA  also  took  a 
$663  million  expense  to  balance  out 
the  double-counting,  though,  the  ac- 
counting treatment  didn't  affect  its 
earnings.  In  May,  2000,  following  a 
recommendation  by  its  new  auditor, 
KPMG  LLP,  ca  began  subtracting  pre- 
viously counted  revenues  from  its 


new  tallies  when  it  booked  renegoti- 
ated contracts — the  way  competitors 
had  always  handled  things,  ca's 
change  retroactively  chopped  $2.56 
billion  off  revenues  it  had  reported 
over  a  five-year  period. 

Is  there  anything  illegal  about  the 
old  way  of  accounting?  The  feds 
aren't  talking.  But  some  stock  ana- 
lysts who  have  studied  ca's  books 
wonder  what  the  fuss  is  about.  "If 
this  is  what  they're  looking  at,  I 
don't  know  that  they'll  find  anything 

BEFORE  AND  AFTER 

In  2000,  Computer  Associates  stopped  double- 
counting  sales  when  contracts  were  renegotiated, 

which  reduced  revenues  in  previous  years 
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▲  BILLIONS  OF  DOLLARS 

A  new  revenue-recognition  method  in 
2000  shrank  sales  and  produced  losses 
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▲  BILLIONS  OF  DOLLARS  FISCAL  YEARS  END  IN  MARCH 

Data:  Bloomberg  Financial  Markets.  Morgan  Stanley 

wrong  with  it,"  says  Morgan  Stanley 
analyst  Joe  Farley. 

When  you  drill  down  deeper, 
though,  the  way  ca's  sales  force  han- 
dled these  contracts  raises  questions 
about  whether  it  artificially 
boosted  its  numbers. 
According  to  several 
former  ca  sales  peo- 
ple, managers  pres- 
sured them  to  re- 
open multiyear 
maintenance  con- 
tracts with  cus- 
tomers and  craft  new 
agreements  that  includ- 
ed lots  of  new  software. 
The  former  employees  say  ca 
sometimes  essentially  threw  software 
in  for  free.  But  in  the  resulting  con- 
tracts, software  made  up  a  significant 
piece  of  the  total  price,  and  since 
software  license  revenues  were 
largely  recognized  up  front,  this 


practice  jacked  up  revenues  and 
profits  in  the  short  term.  A  "gray 
area,"  according  to  Prudential  Securi- 
ties Inc.  analyst  John  McPeake,  is 
whether  ca's  practices  inflated  short- 
term  revenues  and  profits  at  the  ex- 
pense of  future  performance  without 
reflecting  that  in  the  financial  re- 
ports. "I'm  concerned  that  they  were 
too  aggressive,"  says  McPeake. 

CA  denies  it  pressured  employees 
to  do  anything  improper  to  boost 
revenues.  It  says,  though,  that  there 
may  have  been  cases  where  salespeo- 
ple, acting  on  their  own,  structured 
deals  to  boost  commissions. 

The  company  made  an  even  more 
drastic  change  in  accounting  shortly 
after  ceo  Sanjay  Kumar  took  over. 
Starting  in  December,  2000,  CA  began 
to  recognize  most  software-license 
revenues  in  equal  annual  increments 
over  the  life  of  multiyear  contracts. 
The  stated  purpose:  to  smooth  out 
earnings  from  quarter  to  quarter. 
Critics,  however,  say  it  was  intended 
to  obscure  the  fact  that  ca's  business 
was  in  decline. 

No  matter  what  the  motivation, 
the  effect  was  dramatic.  The  compa- 
ny's revenue  declined  from  $6.09  bil- 
lion in  fiscal  year  2000  to  $2.96  bil- 
lion in  fiscal  year  2002.  Net  profit  of 
$696  million  in  fiscal  year  2000 
dropped  to  a  net  loss  of  $1.1  billion 
in  fiscal  year  2002.  And  Kumar  com- 
pounded the  confusion.  Initially,  for 
communicating  with  investors,  he 
adopted  pro  forma  accounting  that 
recalculated  past  revenues  and  earn- 
ings as  if  they  were  based  on  the 
new  accounting  system.  Some  ana- 
lysts complained,  saying  they  didn't 
trust  the  pro  forma  numbers.  Ulti- 
mately, CA  backed  off. 

The  company's  finances 
remain  murky.  Because 
many  of  ca's  long-term 
contracts  have  yet  to 
be  renewed  under 
the  new  accounting 
principles,  it  could  be 
two  to  three  years 
before  investors  can 
tell  for  sure  what  the 
company's  longer-term 
growth  rate  and  profit  mar- 
gins will  be. 

With  all  of  its  accounting  changes, 
CA  has  chased  investors  away.  And  if 
the  feds  file  charges,  the  numbers  at 
CA  could  be  stirred  up  yet  again. 
By  Steve  Hamm  in  Islandia,  N.Y. 
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re  inherited  a  mess/'  exclaims 
Leslie  Waltke,  vice  president  of 
global  employee  services  for  Avaya  Inc., 
a  provider  of  business  communications 
systems  that  was  spun  off  Lucent  Tech- 
nologies in  Sept.  2000.  "But  outsourcing 
our  pension  management  has  been  a  phe- 
nomenal success." 

Avaya,  which  outsources  a  range  of 
HR  activities,  is  one  of  a  growing  number 


of  firms  discovering  the  benefits  of  busine 
process  outsourcing  (BPO),  the  offloadir 
of  business  functions  to  a  third-par 
provider.  Such  functions  can  include  HI 
accounting,  logistics  and  even  R&D.  The 
can  be  as  narrow  as  inventory  managemei 
and  as  broad  as  the  entire  supply  chain 
"Anything  that  is  not  core  to  the  con 
pany  or  related  to  your  strategic  directic 
is  appropriate  for  outsourcing,"  says  Te 


There  is  a  certain  amount  of  confidence 
in  knowing  your  customers  are  taken  care  of. 
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When  PRC  handles  your  customer  care,  you  can  rest  assured  that  your  consumers  are  being  cared 
for  in  a  way  that  reflects  your  company  at  its  finest.  With  over  20  years  of  experience  caring  for  the 
consumers  of  some  of  the  world's  largest  companies,  we  truly  are  the  "experts"  in  customer  care. 

Put  your  consumers  in  the  best  hands  in  the  business  and  give  yourself  more  time  to  enjoy  the 
finer  things  in  life...  call  PRC  today! 

For  more  information,  call  888-Call-PRC  or  visit  www.prcnet.com 

©Piecision  Response  Corporation,  2002.  PRC  is  a  division  of  USA  Networks,  Inc.'s  Interactive  Group. 
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Senko,  who  heads  KPMG's  Management 
Assurance  Services,  which  provides  inter- 
nal audit  and  IT  audit  outsourcing  services. 
Of  course,  what  is  and  is  not  core  will 
vary  from  industry  to  industry  and  from 
company  to  company.  "In  general,  things 
like  product  development  or  direct  client 
contact  are  within  the  domain  of  core 
competencies.  Anything  that  affects  rev- 
enue generation  should  probably  be  kept 
inside  the  company,"  says  Ton  Heijman, 
leader  of  the  BPO  practice  for  Pricewa- 
terhouseCoopers.  "For  our  oil  and  gas 
clients,  for  example,  exploration  and 
refining  are  core.  But  finance  and  account- 
ing, while  important,  are  not  core.  Why 
should  they  spend  time  and  resources  in 
those  areas  if  they  don't  provide  differ- 
entiation? Why  not  offload  them  to 
someone  who  can  provide  state-of-the-art 
process  knowledge?" 

O  BULLISH  ON  BPO 

Those  are  questions  more  companies 
are  asking.  In  fact,  spending  on 
BPO  will  increase  from  $115  billion  in 
2000  to  $179  billion  in  2005,  a  com- 
pound annual  growth  rate  of  more  than  9 
percent,  reports  Rebecca  Scholl,  a  senior 
analyst  for  Gartner  Dataquest. 

Other  observers  are  equally  bullish  on 
BPO.  "Today,  77  percent  of  companies 
outsource  some  portion  of  their  business 
for  items  such  as  payroll,  human  resources 
management,  and   benefits  administra- 


A  primary  reason  many  compa- 
nies choose  to  outsource  crucial 
but  noncore  processes  is  that  it  can 
mean  lower  costs. 


tion,"  says  Julie  Giera,  a  senior  analyst  for 
Giga  Information  Group.  "We  expect  that 
number  to  reach  the  low  80s  by  the  end 
of  2002." 

There's  good  reason  for  that  growth. 
BPO  offers  a  wide  range  of  clear,  mea- 
surable benefits  that  fall  into  three  broad 
categories: 


Reduced  Costs  -  A  primary 
reason  many  companies  choose 
to  outsource  crucial  but  non- 
core  processes  is  that  it  can 
mean  lower  costs.  Because 
outsourcers  provide  similar  ser- 
vices to  numerous  clients,  you 
benefit  from  economies  of 
scale.  The  cost  of  infrastruc- 
ture, technology  and  personnel 
is  spread  across  all  customers. 
What's  more,  outsourcing 
allows  you  to  convert  fixed 
costs  into  variable  costs;  you 
pay  only  for  the  volume  and 
level  of  service  you  need. 

At  Avaya,  payroll  costs  dropped  from 
more  than  $7  per  paycheck  to  less  than 
$3  when  the  company  outsourced  to 
Automatic  Data  Processing  Inc.  (ADP), 
a  leading  provider  of  outsourced  payroll 
services.  Accuracy  levels,  meanwhile,  rose 
from  95  to  99.9  percent. 

Improved  Operations  -  Lower  costs  are 
certainly  attractive,  but  many  experts 
believe  that's  just  a  starting  point  for 
BPO.  "BPO  should  involve  more  than  sim- 
ply taking  the  accounting  function  and  giv- 
ing it  to  someone  else  to  manage,"  says 
Giera.  "The  real  value  comes  when  you 
improve  productivity  or  add  structure  and 
methodology  to  that  process." 

"Many  companies  place  cost  as  their 
number  one  factor  in  outsourcing,  but 
that's  a  mistake,"  agrees 
Russell  Fradin,  president 
of  Employer  Services, 
North  America,  for  ADP. 
"First  you  want  to  make 
sure  the  service  levels 
meet  your  needs.  Don't 
start  with  cost  and  find  a 
service  to  fit  it.  Start  with  the  service  you 
require  and  make  sure  the  quote  is  for 
that  service." 

Meeting  service-level  requirements 
is  where  BPO  can  add  tremendous  value. 
BPO  can  give  you  access  to  the  latest  and 
most  effective  technology,  highly  trained 
and   experience    personnel,   and    proven 


methodologies  and  best  practices.  It  can 
also  provide  a  single  point  of  contact  fora 
problem  resolution,  plus  the  assurance  of 
reliable  operations  and  business  continuity. 

Increased  Focus  -  Perhaps  most  signifi- 
cant, BPO  can  enable  organizations  to 
focus  on  their  core  business.  "We  see  out- 
sourcing as  a  way  to  focus  on  things  that 
we  are  expert  in  managing  in  our  business, 
yet  still  being  best-in-class  in  areas 
where  we  are  not  expert,"  says  Tom 
Blackwell,  vice  president  of  Business  Unit 
Resources  for  BP  America.  "We're  an 
energy  company,  exploring  for  oil  and  gas 
and  producing  and  refining  it.  We're  not 
accountants,  and  that's  not  what  we  want 
to  be  focused  on."  BP  America  outsources 
operational  accounting  activities  to  PwC. 

BPO  can  enable  companies  to  avoid 
the  distraction  of  building  and  maintaining 
a  complex  and  expensive  IT  infrastructure. 
It  can  also  help  them  get  out  from  under 
the  burden  of  attracting  and  retaining  tal- 
ent. And  in  many  BPO  arrangements, 
employees  move  over  to  the  outsourcer. 
"We  take  the  client's  employees  out  of 
their  back  office  and  put  them  in  our  front 
office,"  says  PwC's  Heijman.  "They 
become  our  most  valuable  people,  because 
they  create  revenues  for  us."  The  compa- 
ny that  handed  off  the  process,  meanwhile, 
can  invest  in  its  front-office  employees. 

The  ability  to  focus  on  core  functions 
will  become  increasingly  compelling.  "In 
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fact  that  your  processes  weren't  right  for 
outsourcing  or  your  service  provider  was- 
n't right  for  your  processes. 

To  start,  take  a  step  back  and  be  sure 
that  outsourcing  is  the  best  solution.  "If 
H  R  is  part  of  your  culture,  if  it  is  weaved 
into  the  way  your  company  conducts  busi- 
ness, then  it  might  be  economically  fea- 
sible to  outsource,  but  it  might  also 
destroy  your  culture/'  says  Giera. 

Once  you're  sure  that  BPO  is  right  for 
you,  carefully  examine  prospective  out- 
sourcers  and  the  value  they  can  bring  to 
your  company.  Look  for  both  process  and 
industry  expertise,  and  a  proven  track 
record  with  the  service  the  outsourcer  will 
provide.  If  you  anticipate  growth,  look  for 
an  outsourcer  that  can  grow  with  your 
needs.  If  you're  a  global  company,  look  for 
an  outsourcer  with  a  presence  wherever 
you  do  business.  Most  important,  talk  to 
existing  customers  and  find  out  what  prob- 
lems they  had  and  how  they  were  resolved. 

Due  diligence  also  applies  internally. 
"Before  you  outsource,  you  need  to 
benchmark  internal  processes  and  compare 
that  to  your  peers  so  that  you  know  how 
well  you  are  performing  and  at  what  cost," 
says  Scholl.  "Otherwise  you  have  no  way 
of  really  knowing  whether  performance  has 
increased  and  costs  have  decreased." 


challenging  economic  times,  companies  turn 
to  outsourcing  to  reduce  operational  trans- 
action costs  and  to  improve  services  levels, 
but  especially  to  focus  on  their  core  busi- 
ness," notes  Scholl  of  Gartner  Dataquest. 
Ultimately,  BPO's  strongest  selling 
point  is  its  ability  to  create  value  -  value  for 
the  company  through  re-engineered  process- 
es, value  for  customers  through  better  ser- 
vice, and  value  for  shareholders  as  Wall 
Street  rewards  enterprises  that  focus  on 
their  core  business.  "Your  concern  should  be 
value,  not  just  cost,"  warns  Giera.  "Value  is 
cost  plus  mitigation  of  risk  plus  flexibility  to 
scale  up  or  down  plus  other  business  ben- 
efits the  outsourcer  can  bring.  You  need  to 
consider  the  total  impact." 

<►  GAIN  WITHOUT  PAIN 

ut  as  much  as  BPO  makes  good  busi- 
ness sense,  it's  not  a  simple  under- 
taking. It  can  involve  considerable  time 
and  expense  to  document  internal  process- 
es, evaluate  potential  outsourcers,  transi- 

•  tion  infrastructure  and  employees  to  an 
outsourced  arrangement,  and  monitor  the 
contract  on  an  ongoing  basis.  To  ensure 
that  BPO  delivers  on  its  promise,  experts 
recommend  a  four-step  approach  to 
preparing  for  and  managing  an  outsourced 
business  process: 

Do  Your  Homework  -  Making  the  move  to 
BPO  can  involve  considerable  time  and 

*  effort.  You  don't  want  to  discover  after  the 
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Get  It  in  Writing  -  Hammer  out  details  of 
the  outsourcing  relationship  before  you 
sign  the  contract.  In  particular,  establish 
service-level  agreements  (SLA)  that  spec- 
ify exactly  what  you  expect  from  your  out- 
sourcer -  and  that  are  specific  to  the  busi- 
ness process  you're  outsourcing. 
"Service-level  agreements  should  be 
detailed    and    based    on    measurable, 


WHAT'S  RIGHT 
FOR  BPO? 


Organizations  have  long  outsourc 
such  functions  as  cafeteria  servi 
and  building  security.  But  what  abo 
sensitive  activities  like  hum 
resources  and  customer  relationsh 
management?  "Approached  careful 
even  business-critical  functions  c 
be  successfully  outsourced,"  sa 
Rebecca  Scholl,  a  senior  analyst  f< 
Gartner  Dataquest. 

For  example,  Precision  Respon 
Corp.   (PRC)  provides  outsourc 
customer  care  solutions  to  supp 
sales,  customer  service  and  technic 
support.    "If   you   call   Americ 
Express   or   send  e-mail   to   Pric 
line.com,   you're   probably  deali 
with  a  PRC  employee,"  explains  W 
O'Brien,  CEO  of  PRC. 

Today,  customers  interact  through 
many  channels  -  phone,  fax,  e-ma 
chat  -  that  the  cost  of  supporti 
those  channels  is  prohibitive.  "The  vr 
ue  of  outsourcing  has  proven  itself 
both  cost  effectiveness  and  quality 
service,"  O'Brien  says.  "Some  clien 
may  handle  a  portion  of  calls  in-hous; 
while  outsourcing  the  rest  to 
What  they  find  is  that  our  quali 
scores  are  much  higher." 

Likewise,  increased  service  leve 
are  a  primary  reason  to  outsource  H 
functions,  suggests  Bryan  Doyle,  he& 
of  HR  outsourcing  for  Hewitt  Ass 
ciates.  Hewitt  provides  a  range  of  H 
outsourcing  services,  from  benefi 
management  to  work-force  admini 
tration  to  training  and  developmen 
Clients  include  Boeing,  Home  Dep( 
and  Verizon. 

Outsourcing  HR  can  also  mea 
lower  costs.  But  Doyle  advises  th; 
companies  choose  an  HR  outsource 
with  care.  "Outsourcing  HR  ca 
involve  a  lot  of  change,"  he  note 
"Experience  and  sustainability  ai 
critical  -  the  last  thing  you  want  is 
partner  that  can't  execute."  Look  fc 
an  outsourcer  with  a  long  trac 
record,  plus  measurement  tools  t 
ensure  you're  realizing  value  froi 
your  outsourced  processes. 
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erforming  tasks  that  don't  generate  profits  can  get  you  bent  out  of  shape.  So  talk  to  ADP  Because  ADP  frees  your 
staff  from  endless,  repetitive  administrative  work.  Saves  you  money  by  eliminating  costly  technology  upgrades. 
And  gives  you  peace  of  mind  with  superior  protection  from  compliance  pitfalls,  data  loss  and  security  breaches. 
01  thanks  to  comprehensive  and  integrated  HR/Benef its/Payroll  services  precisely  configured  for  your  business.  Phone 
iOO-CALL  ADP  Or  visit  www.adp.com  to  learn  more.  (And  if  you  do  make  paper  clips,  we're  still  well  worth  a  visit.) 
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process-specific  metrics/' says  Scholl.  "If 
you're  outsourcing  recruitment,  the  SLA 
should  specify  things  like  time  to  hire,  cost 
of  hire,  appropriateness  of  new  hires,  how 
long  new  hires  stay  with  your  company." 

In  addition,  establish  penalties  for 
poor  performance  -  and  incentives  for  per- 
formance that  exceeds  targets.  "That  way 
it's  win-win,  and  the  objectives  of  both 
parties  are  aligned,"  says  Senko  of 
KPMG.  "The  result  is  a  much  higher 
probability  of  success." 

But  be  sure  service  levels  promote  not 
just  performance  but  also  results.  "Ser- 
vice-level agreements  shouldn't  address 
only  technical  criteria  such  as  calls 
answered  per  hour  or  boxes  shipped  per 
month,"  says  Giera.  "They  need  to  be 
backed  up  with  business  value.  Did  you 
increase  revenue  per  employee?  Did  you 
increase  profits?" 

Moreover,  reserve  the  right  make 
changes  later  in  the  relationship  or  can- 


likely  there  will  be  a  period  of  time  before 
the  outsourcer  takes  over  the  function 
while  you  are  migrating  systems,  re-engi- 
neering processes,  and  helptag  your  peo- 
ple adapt  to  a  new  environment. 


One  of  the  most  crucial  -  and 
overlooked  -  aspects  of  BPO  is  the 
transition  from  internal  to  exter- 
nal management. 


tionship  and  work  toward  mutual  objel 
tives,  the  arrangement  has  a  much  great] 
likelihood  of  long-term  success. 

That  probably  means  you  need  an  01 
sourcer  whose  corporate  culture  meshj 
with  yours.  "In  a  partne 
ship  approach,  you  wantl 
detailed    contract,    b 
there  are  some  things  yc 
have  to  work  out  as  yc| 
go,"   says    Blackwell 
BP  America.  "If  the  oul 
sourcer  has  more  lawye 


*    *     ^ 


While  the  outsourcer  should  have 
extensive  process  knowledge,  it  won't  be 
familiar  with  the  way  your  company  oper- 
ates -  and  that  necessitates  knowledge 
transfer.  What's  more,  if  part  of  your  team 
moves  over  to  the  outsourcer,  you  need  to 
keep  remaining  staff  motivated  so  they 
don't  undermine  process  improvements. 
"You  need  to  ensure  the  transition  of 
knowledge  from  your  company  to  the  out- 
sourcer," says  Scholl. 
"But  you  also  need  to 


than    process   experts,    if   you    need 
change  order  every  time  you  sneeze,  th^ 
the  relationship  won't  be  successful." 

"Cultural    fit    is   extremely    impo 
tant,"  agrees  Giera  of  Giga  Informatic 
Group.  "Some  outsourcers  will  want  I 
be  considered  part  of  your  virtual  org,    ' 
nization.  Others  will  carve  out  specif  - 
ownership  of  specific  functions.  You  nee 
to  determine  which  will  work  best  1 
your  company." 

It's  a  lesson  Waltke  learned  at  Ava> 
ensure  the  transition  of  by  working  with  numerous  outsourcer 
knowledge  from  the  out-      "Every  vendor  is  like  a  person,"  she  say 

"Each  has  its  own  personality  and  has  1 
be  managed  differently." 

But  by  working  closely  together,  y 
and  your  outsourcer  can  ensure  that  BP 
is  a  success  for  your  organization.  "Wh;  l 
we  look  for  is  a  vendor  that  will  truly  t 
a  partner,"  says  Waltke,  "giving  us  idee 
for  how  to  reduce  costs  and  improve  se 
vice.  I  want  them  to  say,  'You're  asking  tl 
impossible,  but  here's  how  we  think  v\ 
can  make  it  work.'" 


eel  the  contract  if  the  arrangement  isn't 
meeting  your  needs.  "Specify  in  your  con- 
tract the  ability  to  renegotiate  at  a  later 
date,"  Scholl  advises.  "The  BPO  market 
is  still  developing.  A  deal  that  seems 
attractive  today  might  not  be  competitive 
next  year." 

Make  the  Transition  -  One  of  the  most 
crucial  -  and  overlooked  -  aspects  of  BPO 
is  the  transition  from  internal  to  external 
management.  Seldom  is  the  function 
handed  over  in  a  single  moment.  More 


sourcer  back  into  your 
company  in  case  you 
need  to  bring  the  func- 
tion back  in-house." 

Your  outsourcer  should 
provide  a  step-by-step 
plan,  with  milestones 
along  the  way  to  help 
you  understand  and 
monitor  the  transition 
process.  A  good  plan 
will  be  based  on  best  practices  but  cus- 
tomized to  your  needs.  Still,  expect  some 
surprises.  "The  transition  is  not  something 
to  enter  lightly,"  says  Heijman.  "It  can 
take  a  year  or  more  before  all  activities 
move  over." 

Work  Together  -  Finally,  bear  in  mind 
that  BPO  often  involves  more  than  a  sim- 
ple client-vendor  relationship.  For  BPO  to 
deliver  optimum  value,  you  need  an  out- 
sourcer that  will  work  with  you  as  a  part- 
ner. If  both  parties  benefit  from  the  rela- 
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50  LONG,  MONTREAL. 
HELLO,  WASHINGTON? 

).C.  looks  likely  if  a  deal  can  be  cut  with  the  Baltimore  Orioles 


After  coaxing  a  labor  agreement  out 
of  the  tough-talking  players  union, 
what  will  Major  League  Baseball 
o  for  an  encore?  One  impressive  second 
ct  would  be  to  solve  the  conundrum 
f  the  Montreal  Expos. 

Baseball  Commissioner  Bud  Selig 
sent  the  past  year  plotting  to  elimi- 
ate  the  forlorn  franchise.  But  the  labor 
eal  that  players  and  owners  struck  on 
aig.  30  bars  mlb  from  euthanizing  any 

ams  until  2006. 

Yet  leaving  the  Expos  in  Montreal 
iuch  beyond  next  season  doesn't  seem 

e  a  tenable  proposition.  With  paltry 
apport  from  advertisers  and  no  local 
deal,  revenues  have  been  barely  a 
-ickle.  As  a  result,  the  29  MLB  owners, 
ho  are  covering  the  Expos'  operating 
,?sses,  are  on  the  hook  for  nearly 
500,000  each. 

One  likely  scenario: 
•he  team  will  be  moved 
j  Washington/Northern 
irginia,  Charlotte,  Las 
egas,  or  Portland,  Ore. 
r  Washington  or  North- 
In  Virginia  is  chosen — 
;  fid  they  are  the  front- 
iinners — Baltimore 
vner  Peter  G.  Angelos 

expected  to  demand 
tidy  compensation, 
nd  there  are  hints 
lat  he  would  then  sell 
le  Orioles. 

"The     situation     in 

ontreal  isn't  sustain- 
:>le,  not  when  they're 
veraging  less  than 
),000  fans  a  game," 
iys  Frederic  V.  Malek, 

prominent  Republican 
ho  heads  a  group  bent 
bringing  baseball 
ick    to    Washington. 

nat  leads  one  to  be- 

ve  [mlb  is]  going  to 
ldress  relocation  very 
ion."  Soon,  maybe,  but 
)t  overnight,  mlb  has 

it  off  any  decision  un- 
it gauges  the  seri- 

isness  of  a  lawsuit  just 


filed  by  former  minority  owners  of  the 
Expos. 

Washington  hasn't  seen  big-league 
ball  since  the  Senators  departed  31 
years  ago  for  Arlington,  Tex.,  but  the 
Malek  group  has  a  strong  rival  in  a 
Northern  Virginia  contender  led  by 
William  L.  Collins  III,  president  and 
ceo  of  Metrocall  Inc.,  an  Alexandria 
telecom  company.  And  in  recent  months, 
Redskins  owner  Daniel  M.  Snyder  and 
Robert  L.  Johnson,  founder  of  Black 
Entertainment  Television, 
have  also  talked  about 
joining  the  bidding 
for  a  Washing- 
ton franchise. 

The  wild  card 
in  any  relocation 
to  the  nation's  capital 


VYING  FOR  THE  EXPOS 


WASHINGTON 
OR  NORTHERN 
VIRGINIA 

CHARLOTTE. 
N.C. 

PORTLAND. 
ORE. 

LAS  VEGAS 


SELLING  POINTS 

Two  strong  ownership 
groups,  an  interim  stadium, 
and  the  eighth-largest  TV 
market.  But  Baltimore  would 
demand  compensation. 

With  6  million  people  within  100 
miles  and  no  other  team  nearby, 
enough  potential  fans.  / 

Largest  metro  area  in  the  coun- 
try with  only  one  major  sports 
franchise  (NBA's  Trailblazers). 

Great  weather  and  good 
location,  but  the  gambling  r 
culture  is  a  turn-off.         /  / 


GETTING  READY  TO  FLY  SOUTH? 


is,  of  course,  Baltimore  attorney  Ange- 
los. Only  37  miles  separate  Camden 
Yards,  the  Orioles'  downtown  stadium, 
from  Washington,  and  Angelos  has  spent 
most  of  the  10  years  he  has  owned  the 
club  fending  off  the  threat  of  new  com- 
petition. The  Orioles  claim  25%  of  their 
fans  hail  from  D.C.  suburbs.  "I  don't 
believe  a  franchise — any  franchise — 
should  be  confronted  with  competition 
25  miles  away,"  says  Angelos. 

But  if  Angelos — who  may  be  forget- 
ting there  are  two  teams  in  Chicago,  Los 
Angeles/Anaheim,  New  York,  and  San 
Francisco/Oakland — tries  to  block  baseball 
in  Washington,  he'll  need  backing  from 
his  fellow  owners.  And  until  recently,  he 
would  have  been  hard-pressed  to  muster 
support  from  even  one. 

During  the  1994  shutdown,  Angelos, 
who  started  out  representing  union 
workers    and    then 
struck  it  rich  in  as- 
bestos litigation,  re- 
fused to  go  along  with 
mlb's  plan  to  use  re- 
placement players.  That 
roiled  his  colleagues  and, 
some  argued,  prolonged 
a  stoppage  that  wiped 
out  the  World  Series. 
Since  then,  how- 
ever,   Angelos    has 
been  busy  mending 
fences.  He  is  now  a 
close  adviser  to  Selig 
and  was  on  the  ne- 
gotiating committee 
that  helped  hammer 
out  the  new  labor 
settlement. 

Some  baseball 

i insiders  sug- 
gest that 
i  despite 
\  the  fierce 
A  obj  ee- 
ry tions  An- 
.\  gelos  is 
w  raising,  he 
won't  fight  to  the  bitter  end.  More  like- 
ly, they  say,  he  will  negotiate  a  deal 
with  MLB  that  could  exceed  $100  million 
and  then  unload  his  disappointing  team. 
Angelos  already  may  be  contemplat- 
ing his  exit.  In  the  past  six  weeks,  he 
has  spoken  with  a  friend  and  potential 
investor  about  selling  the  Orioles.  The 
meeting  with  Raymond  A.  "Chip"  Ma- 
son, chairman  and  ceo  of  Baltimore- 
based  brokerage  Legg  Mason  Wood 
Walker  Inc.,  was  "merely  a  conversa- 
tion," Angelos  cautions.  Adds  Mason:  "I 
wouldn't  say  something  serious  is  go- 
ing on."  Not  yet,  anyway. 

By  Mark  Hyman  in  Baltimore 
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Why  is 

NTT  DoCoMo 

advertising 

in  an  American 

magazine? 


\ 


Well,  NTT  DoCoMo  is  the  #1  Japanese  mobile  telecom  company 
listed  on  the  New  York  Stock  Exchange. 


(T)  Aggregate 

ARPU*1  $67  (Voice  $54  +  Data  $13)*2 

(2)  44  million* 

3  subscribers 

®  $43  billion 

k2  in  revenues  for  the  fiscal  year  ended  March  31 , 

2002 

(3  58.6%  of  Japan's  mobile  communications  market*4 

(D  34  million 

jsers  of  NTT  DoCoMo's  wireless  internet  service 

—  i-mode 

NTT 

Do  Co  Mo 


Beyond  The  Mobile  Frontier 


NYSE:DCM 


For   a   borderless   world. 


Source:  NTT  DoCoMo  Corporate  Webs  1e  1    quarter  of  2002  (April  2002  to  June  2002  *  s  ot  end  of  July  2002 

i-mode  is  a  registered  trademark  of  NTT  DoCoMo.  Inc  in  Japan. 

The  i-mode  service  is  only  available  to  NTT  DoCoMo's  subscribers  in  Japan  and  other  alliance  partners'  subscribers  in  Europe  and  Asia 


www.nttdocomo.com 


*1  Average  monthly  Revenue  Per  Unit      '2  Calculated  at  Sl=V120 

•3  Includes  subscnbers  tor  FOMA  (3G).  PHS.  pager  and  other  services. 

•4  Source:  Telecommunications  Carriers  Association  <  PDC(2G)+FOMA(3G)  > 
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Mastering  Your 
Market  Mood  Swings 

Untangling  emotions  can  help  you  weather  the  turmoil 


BY  MARA 

DER  HOVANESIAN 


Stressed  Out? 

It's  important  to  monitor  your 

level  of  stress,  because  too  much 

can  impair  your  investment 

success.  Below  are  sample 

questions  from  a  self-assessment 

test  on  the  Web  site 
Innerworth.com,  run  by  hedge- 
fund  manager  Peter  Moon.  The 
more  strongly  you  agree  with 
the  following  statements,  the 
higher  your  stress  level  concern- 
ing the  financial  markets: 

■  I  feel  as  if  I  want  to  give  up 
investing 

■  I  feel  overwhelmed  while  try- 


nvestors,  get  a  grip.  Many  of  you  are  show- 
ing classic  symptoms  of  grief  over  your  dec- 
imated portfolios — denial,  anger,  depression — 
and  you're  struggling  to  attain  that  final 
stage,  acceptance.  Fear  drives  you  to  cash 
out  at  lows  in  a  volatile  market.  You're  angry 
and  blame  others — the  conniving  chief  exec- 
utive, the  money-hungry  broker.  Some  of  you 
still  hold  out  hope  that  those  $10  tech  stocks 
you  own  will  rebound  to  $80  in  this  lifetime. 

Fear.  Blame.  Hope.  They  are  all  too-human 
impulses.  But  they  can  be  highly  destructive. 
From  irrational  exuberance  to  irrational  pes- 
simism, millions  of  investors  have  unwittingly 
sabotaged  their  nest  eggs  with 
their  mood  swings.  It  started  with 
greed — fueled  by  bull-market  hype 
and  dot-com  mania.  People  over- 
estimated their  stock-picking  abili- 
ties and  tolerance  for  risk  and 
gorged  on  equities.  "When  investors 
have  some  successes,  they  tend  to 
take  on  more  risk,"  says  John  Nof- 
singer,  a  behavioral  finance  profes- 
sor at  Washington  State  University 
and  author  of  Investment  Madness: 
How  Psychology  Affects  Your  In- 
vesting and  What  to  Do  About  It 
(Financial  Times  Prentice  Hall,  $24). 
"We  felt  proud  for  making  all  the 
right  decisions,  but  really  we 
tricked  ourselves." 

What  you  need  now  is  a  healthy 
dose  of  introspection.  Understanding 
the  motives  for  owning  and  buying 
stocks  will  help  relieve  that  nause- 
ating feeling  that  comes  with  the 


i!?SA°.^^[.[l]y.![?.y^^!?...     pitch  and  sway  of  the  markets.  It: 


■  I  put  off  doing  research  on 
new  investment  strategies 

■  I  fear  losing  all  of  my  capital 

■  I  express  my  frustration  with 
investments  by  getting  angry  at 
friends  or  relatives 

■  I  often  have  an  upset  stomach 
or  indigestion 

Data:  lnnerworth.com 


more  than  just  a  reading  on  fear 
and  greed.  Bravado  can  lead  you  to 
hold  on  to  losers  rather  than  admit 
to  a  mistake.  Envy  of  a  neighbor's 
success  often  justifies  otherwise  ill- 
advised  purchases. 

Familiarity  can  be  a  trap,  too. 
Investors  tend  to  load  up  on  the 
shares  of  well-known  companies  or 
those  they  work  for — wrongly  as- 
suming they're  safe.  Devoted  buyers 
of  blue-chips  Walt  Disney  or  Coca- 


Cola  in  mid-1998,  for 
example,  would  have 
since  lost  56%  and 
42%  of  their  respec- 
tive investments,  if 
they  had  held  on  wait- 
ing for  a  rebound. 

The  good  news  is 
that  once  you  master 
your  emotions,  you 
can  gain  an  edge. 
Contrarian  types,  af- 
ter all,  profit  by  capi- 
talizing on  the  mis- 
judgment  of  others. 
"Every  great  investor 
thinks  independently," 
says  San  Francisco 
hedge-fund  manager 
Peter  Moon.  They 
learn  "to  avoid  follow- 
ing the  crowd  at  crit- 
ical times."  Professional  day  traders,  hedge- 
fund  managers — and  the  market  coaches  who 
train  them — have  developed  techniques  to  do 
just  that.  Popping  a  tranquilizer  may  be 
tempting,  but  developing  a  new  mindset  is  a 
better  prescription  for  what  ails  you  in  tur- 
bulent markets.  Here's  how: 
Keep  your  eye  on  the  future.  One  of  the  bigges 
mental  blocks  is  short-term  thinking.  That's  whi  ~ 
you  have  to  figure  out  a  plan  and  make  decision 
that  support  it.  Say  you  had  decided  some  tim  fc 
ago  to  keep  a  50-50  mix  of  stocks  and  bonds.  B;  b 
1999,  you  would  have  sold  stocks  that  had  sky 
rocketed  and  then  rebalanced  your  investment 
by  buying  more  bonds.  That  would  have  set  yoi  i 
up  nicely  for  2000  and  2001,  when  the  average 
bond  fund  rose  8%  and  5%,  respectively,  an< 
stock  funds  tanked.  Right  now,  you  may  be  doinj 
the  reverse — buying  stocks  and  lightening  uj  H 
on  bonds. 

Besides,  investors  can  drive  themselves  crazrfr> 
watching  stock  prices  daily.  "You  don't  opei 
the  paper  each  day  and  review  the  price  o 
your  home,  do  you?"  asks  Neil  Hennessey,  pit 
ident  of  Hennessey  Advisors  in  Novato,  Calil 
"If  you  micromanage  your  portfolio,  you  wil 
most  definitely  destroy  what  you  have  worker 
hard  to  create." 


5' 


!■- 


- 


- 
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e  realistic.  Even  the  pros  have  lowered  their 
xpectations  in  the  current  market  climate. 
bu'll  have  to  do  the  same  if  you  want  to  make 
rofits,  says  Ari  Kiev,  trading  coach  and  au- 
aor  of  The  Psychology  of  Risk:  Mastering 
Market  Uncertainty  (Wiley 
&  Sons,  $39.95).  Kiev's  ad- 
vice is  simple:  Be  calm,  face 
the  truth,  and  run  with 
your  winners.  In  other 
words,  don't  be  afraid  to 
stand  by  your  original  in- 


Many  people  got  so  attached  to  Cisco  Sys- 
tems, for  instance,  that  they  continued  to  pile 
into  the  tech  darling  at  a  peak  of  $79  and  187 
times  earnings  and  held  on  all  the  way  down  to 
its  current  price  of  $12.65. 

When  and  if  they  do  sell,  these  investors  also 
suffer  from  separation  anxiety:  They  tend  to  buy 
and  sell  the  same  stock  over  and  over.  "Even  if 
they  finally  decide  to  sell  a  company,  they  often 
feel  a  sense  of  loss  and  keep  tabs  on  it  long  after 
it's  out  of  their  portfolio,"  says  Nofsinger. 
Fear  fear  itself.  Fear  is  one  of  the  most  perilous 
emotions  facing  investors.  It  makes  you  act 
quickly,  without  measuring  consequences. 
"Those  people  who  got  scared  in  July  and  got 
out  will  suffer  a  huge  loss  compared  with  those 
who  hung  in  there,"  says  financial  planner  Deena 
Katz  of  Evensky,  Brown  &  Katz  in  Coral  Gables, 
Fla.  Katz  says  her  practice  has  always  been 
about  managing  clients'  expectations;  it's  just 
more  intense  these  days. 

There's  another  side  of  fear  that  can  infect 
investors'  thinking.  It  manifested  itself  during  the 


stment  plan  in  the  face  of  market  chaos. 
But  sticking  to  your  convictions  doesn't  mean 
ving  in  to  what  Nofsinger  calls  "attachment 
j  is."  Some  hang  on  to  so-called  stub  ends,  a  few 
lares  held  for  old  time's  sake,  even  though  they 
prided  to  sell  out  of  a  position.  It's  a  mistake 
at  tends  to  drag  down  overall  performance. 
f  allowing  emotions  to  control  investing  and 
^ding  decisions,  Kiev  says  a  lot  of  investors  de- 
flop  bad  habits.  And  don't  make  matters  worse 
f  adopting  a  gambler's  mentality.  Sometimes 
yestors  double  up  on  risky  stocks  and  invest- 
|  ?nts  in  a  desperate  attempt  to  make  up  for 
evious  losses,  only  to  "eventually  get  killed," 
i  ys  Kiev.  "Being  macho  is  not  a  virtue  in  the 
a  irkets." 

I  Imit  mistakes.  Most  investors  don't  make 
j  anges  to  their  portfolio,  sticking  with  the  buy- 
fl  d-hold  mentality  to  a  fault.  Nofsinger  calls  it 
j  tatus-quo  bias."  Switching  out  of  a  losing  stock 
e  ?ans  admitting  that  the  purchase  was  a  poor 
e — and  that  hurts. 


Internet  bubble  when  people  got  swept  up  in  the 
herd  mentality  and  chased  after  hot  stocks.  "In- 
vestors bought  what  everyone  else  was  buying 
because  they  were  afraid  of  getting  left  behind," 
says  Nofsinger. 

Get  your  priorities  straight.  Instead  of  mesmer- 
izing yourself  with  the  gyrations  of  the  stock 
market,  go  for  a  walk.  Smell  the  proverbial  ros- 
es. Too  many  people  are  consumed  by  worrying 
about  their  net  worth,  401(k)  balances,  and  at 
what  age  they'll  retire.  It's  important  to  put 
the  market  in  its  rightful  place  among  other 
aspects  of  your  life.  "Your  whole  life  shows  up 
in  how  you  trade  and  invest,"  says  Kiev.  "It's 
not  thinking  that  when  you  get  to  some  place  in 
the  future,  you'll  be  happy.  There  is  no  there, 
there."  Taking  a  Zenlike  approach  to  life  will 
translate  back,  in  a  healthy  way,  to  your  view  of 
the  market:  Rather  than  stressing  out  about 
tomorrow,  you'll  be  confident  that  each  day, 
your  well-conceived  portfolio  is  performing  the 
best  it  can.  ■ 


By  allowing 
emotions  to 
control  decisions, 
investors  develop 
bad  habits.  Some, 
for  instance, 
decide  to  sell  out 
a  position  but 
hang  on  to  a  few 
shares  for  old 
time's  sake.  It's  a 
mistake  that  can 
drag  down  overall 
performance 
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Placing  Bets 

In  a  Volatile  World 

Futures  funds  thrive  as  stocks  flounder 


BY  PALLAVI  GOGOI 


A 

n. 


weakening  dollar,  declining  stock  indexes, 
soaring  food  prices  brought  on  by  the  U.  S. 
drought.  These  trends  help  explain  why  in- 
vestors who  sought  refuge  from  stocks  in 
commodity  futures  funds  made  a  smart 
move.  The  best  of  these  funds,  which  bet  on  the 
future  price  of  commodities  or  the  direction  of 
equity  indexes,  interest  rates,  and  currencies, 
have  returned  20%  to  53%  since  the 
start  of  2002.  "They  have  been  a 
great  counter  to  my  equity 
portfolio,"  says  Stuart  Sug- 
arman,  a  53-year-old  Jack- 
son Hole  (Wyo.)  psychia- 
trist whose   stake   in 
the      Tucson      Asset 
Management  fund  has 
risen  22%  so  far  this 
year. 

What's  especially 
attractive  about  the 
futures  funds  is  they 
can  make  money 
even  if  markets  go 
down.  As  long  as 
the  direction  of 
their  bets  is  correct, 
the  funds  stand  to 
gain.  Most  man- 
agers base  their 
trading  decisions 
not  on  broad  eco- 
nomic factors  but  on 
complex  mathemat- 
ical formulas  and  al- 
gorithms in  which 


NAME 


CORNERSTONE  TRADING  (INTL.  VALUE) 
DUNN  CAPITAL  MGI(WMA) 
DUNN  CAPITAL  MGI  (TOPS) 
JOHNW  HENRY  &  CO.  (DOLLAR) 

JOHN  W.  HENRY  &  CO.  (GLOBAL  DIVERSIFIED) 
JOHNW.  HENRY  &  CO.  (FINANCIAL  &  METALS) 
DOLPHIN  CAPITAL  (GLOBAL  DIVERSIFIED  I) 
JOHNW.  HENRY  &  CO.  (WORLDWIDE  BOND) 
HAWKSBILL  CAPITAL  (GLOBAL  DIVERSIFIED) 
RE iNIEbERHOFFER I  CAPITAL  MGI 

*Asof  Aug.  31 


prices  have  to  move  in  one  direction  for  a  ce: 
period  of  time.  "This  year,  futures  are  doing  w 
because  currencies,  interest  rates,  and  stock 
dexes  have  all  made  large  moves,"  says 
Waksman,  president  at  Barclay  Trading  Group 
research  firm  in  Fairfield,  Iowa.  No  wonder 
vestors  put  $2.2  billion  of  new  money  into  futi 
funds,  sending  their  total  assets  to  $42.5  b 
lion — up  from  $38  billion  at  the  end  of  the  seco 
quarter  of  2001,  according  to  Barclay. 

The  party  might  not  be  over.  The  droug 
lingering  in  some  areas  is  supporting  agric 
tural  prices,  and  if  the  world  economic  recove 
picks  up,  metals  such  as  copper  and  alumini 
will  rally.  Then  there's  oil.  "The  sword  of  Da: 
cles  is  hanging  over  the  world  over  whether 
not  we  will  invade  Iraq,  and  oil  prices  co 
spike  up  further,"  says  Willem  Kooyker,  chairm 
of  Blenheim  Capital  Management  in  Somers* 
N.J.,  whose  fund  is  up  23%  this  year. 

Among  the  hottest  funds  this  year  are  D 
Capital  Management,  which  is  up  more  th 
50%.  Daniel  Dunn,  who  runs  the  firm  from  St 
art,  Fla.,  profited  on  trades  on  Japan's  Nikk 
Germany's  dax,  and  Britain's  ftse  stock  indext 
as  well  as  on  bond  and  eurodollar  interest-ra- 
futures  offered  on  the  Chicago  exchanges. 

Another  big  winner  was  John  W.  Henry 
Co.'s  dollar  fund,  which  returned  50%  throuj 
the  end  of  August,  mostly  by  betting  the  doll, 
would  weaken  against  the  euro  and  the  ye 
"We  really  caught  the  trend  from  April  throuj 
July  when  the  dollar  kept  losing  ground  again 
other  currencies,"  says  Mark  Rzepczynski,  chi 
investment  officer  at  Henry  in  Boca  Raton,  F" 
Both  Rzepczynski  and  Dunn  hope  to  profit  frc   \(i\ 
movements  in  global  currencies  and  stock 
dexes  as  uncertainty  continues  over  Iraq. 

The  only  catch:  You  typically  need  a  mir  I 
mum  of  $1  million  to  invest  directly  in  the 
funds,  which  are  structured  as  limited  partne 
ships.  Some,  such  as  Dunn  Capital  Manag 
ment,  require  $10  million.  Two  Web  sites  th 
track  these  funds  are  barclaygrp.com  ar 
marhedge.com. 

But  smaller  investors  can  buy  into  a  fund 
funds  that  divides  its  money  among  several  f 
tures  funds  that  may  vary  by  risk  profile  ai 
type  of  investment.  The  cost  of  entry  is  as  low 
$5,000  ($2,000  for  an  indivi 
ual  retirement  account),  wi 
--.,,,  fees  that  run  about  1%  of  e 
-U  sets  and  up  to  2.5%  of  pre 


2002 
RETURN* 


ASSETS 

MILLIONS 


51-97      861.92       jts.  The  top  performers  tr 


year  in  this  group  are  Jol 
W.  Henry's  Millburn  seri 
of  funds,  with  a  29%  retur 
and  the  Dean  Witter  Poi 
folio  Strategy  Fund,  up  28c 
Volatility  in  world  ma 
kets  has  crushed  stocks.  B 

.r„„:l„ „„._!L     as  long  as  it's  creating  wi< 

swings  in  commodities  ai 
key  financial  indicators,  f 
tures  funds  still  have  roo 
to  run 
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Bondfunds 


n 


atch  of  the  Week:  9.8% 


Vhy  closed-end  bondfunds  are  so  hot  these  days 


Y  SUSAN 
JCHERREIK 


'ith  interest  rates  at  their  lowest  levels  in 
decades,  it's  tough  going  for  yield-hun- 
gry investors.  Unless,  that  is,  you  feast 
on  closed-end  bond  funds.  These  often 
overlooked  funds,  which  invest  like  mu- 
tual funds  but  are  traded  like  stocks,  offer  some 
of  the  plumpest  yields  around.  How  plump? 
What  about  a  tax-free  6%  generated  by  a  port- 
folio of  investment-grade  municipal  bonds?  That's 
the  equivalent  of  9.8%  in  a  taxable  bond  for  in- 
vestors in  the  highest  tax  bracket. 

Why  are  the  returns  so  good?  Unlike  most 
bond  mutual  funds,  closed-end  funds  can  leverage 
by  using  the  bonds  they  own  as  collateral.  They 
pay  as  little  as  1.5%  to  borrow  short-term  mon- 
ey and  then  buy  long-term  bonds  yielding  be- 
tween 4%  and  5%.  This  strategy  can  enable  a 
$100  million  fund  to  control  and  collect  income  on 
up  to  $150  million  in  bonds.  Such  math  has  led  to 
the  launch  of  67  leveraged  bond  funds  with  $12.6 
billion  in  assets  since  the  start  of  2001. 

What's  the  catch?  As  long  as  interest  rates  are 
falling  or  steady,  there  isn't  one.  The  danger 
comes  when  rates  start  to  climb,  which  could 
happen  if  the  economy  perks  up.  Then,  a  fund 
can  suffer  the  double  whammy  of  rising  borrow- 
ing costs  while  the  value  of  the  bonds  in  its 
portfolio  tumbles. 

Despite  that  risk,  says  Paul  Mazzilli,  an  ana- 


lyst at  Morgan  Stanley,  the  extra  yield  still 
makes  leveraged  funds  worth  considering — to  a 
point.  Provided  rates  don't  rise  more  than  0.5% 
over  the  next  18  months,  the  funds  will  likely  do 
as  well  or  better  than  their  plain-vanilla  rivals,  he 
reckons.  And  Cecilia  Gondor,  an  executive  vice- 
president  at  Thomas  J.  Herzfeld  Advisors,  an 
investment  manager  specializing  in  closed-end 
funds,  says  the  funds  can  reduce  or  even  cancel 
their  leverage  quickly  if  need  be. 

Trouble  is,  bargains  are  hard  to  find  these  days. 
Most  pros  who  invest  in  closed-end  funds  buy 
them  when  the  market  price  is  less  than  the  net 
asset  value  of  the  portfolio  (nav).  Don  Cassidy,  a 
senior  research  analyst  at  Lipper,  says  that  in 
Dec.  2000,  you  could  buy  high-quality  leveraged 
muni  funds  at  an  11.5%  discount  to  their  navs. 
Today,  the  average  discount  is  only  2.5%.  Why 
look  for  funds  with  discounts?  Higher  yields,  for 
one  thing.  For  example,  on  Sept.  13,  the  yield 
on  the  Morgan  Stanley  Muni  Premium  Income 
Trust  was  5.2%,  but  if  you  bought  it  then  at  its 
10.5%  discount,  your  return  jumped  to  5.8%. 

Although  pickings  are  slim,  you  can  still  find 
high-quality  funds  that  trade  at  decent  discounts. 
Mazzilli  likes  muni  funds  such  as  Nuveen  Pre- 
mium Income,  which  on  Sept.  13  yielded  6.4% 
and  traded  at  a  3.9%  discount,  and  Dreyfus  Mu- 
nicipal Income,  which  yielded  6.4%  and  had  a 
3.6%  discount.  Among  single  state-funds,  he  rec- 
ommends MuniHoldings  California  Insured  and 
MuniHoldings  New  York  Insured  funds,  which 
traded  at  4%  and  8%  discounts,  respectively. 

If  you're  worried  that  interest  rates  will  rise 
soon,  consider  senior-  g^mg| 
loan  closed-end  funds. 
They  invest  in  floating- 
rate  debt  of  companies, 
so  the  monthly  divi- 
dends they  pay  rise 
and  fall  with  interest 
rates.  Senior-loan  funds 
haven't  fared  well  late- 
ly, but  that  is  likely  to 
change  if  rates  rise, 
Mazzilli  says.  He 
recommends  ing  Prime 
Rate  Trust,  which  re- 
cently traded  at  a 
13.8%  discount  and 
yielded  7.6%. 

To  find  other  deals, 
check  the  Web  sites  de- 
voted to  closed-end 
funds  (table).  Also  help- 
ful are  the  sites  of  Nu- 


Help  on 

Closed-End 

Funds 

closed-end  funds.com 

Comprehensive  site 
lets  you  look  up  prices 
of  closed-end  funds 
and  provides  lists  of 
top  performers.  Also  of- 
fers excellent  educa- 
tional materials. 

etfconnect.com 

Easy  to  navigate  site 
provides  daily  price 
data,  fund  descrip- 
tions, and  links  to  fund 


veen,  Eaton  Vance,  and 

BlackRock,  which  are     sponsors  Web  sites. 

big  issuers  of  closed- 
end  bond  funds. 

It's  hard  to  beat  the 
yields  on  leveraged 
closed-end  bond  funds. 
So  it's  worth  getting  up 
to  speed  on  these 
quirky  investments.     ■ 


site-by-site.com/ 

usa/cef.htm 
Offers  a  weekly  per- 
formance analysis  of 
closed-end  funds,  in- 
cluding 356  bond  funds. 
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Personal  Bankruptcy: 
Beware  the  Next  Chapter 

Reforms  mil  make  it  harder  to  file  successfully 


BY  AMY  BORRUS 


Tougher 

Terms 

For  Debtors 

How  the  proposed 
changes  would 
squeeze  them: 

■  Set  up  a  means  test 
to  determine  who  must 
repay  some  debts 

■  Require  bigger 
auto-loan  repayments 

■  Make  repaying 
credit-card  debt  a  high- 
er priority 

■  Cap  homestead  ex- 
emptions in  some  cases 

■  Mandate  credit  coun- 
seling prior  to  filing 


Bankruptcy  is  a  dirty  word  to  most  Ameri- 
cans, even  to  those  in  dire  financial  straits. 
But  beyond  the  posse  of  creditors  on  a 
debtor's  tail,  there's  another  reason  to  run — 
not  walk — to  a  competent  bankruptcy  at- 
torney. Congress  is  on  the  verge  of  giving  final 
approval  to  an  overhaul  of  federal  bankruptcy 
rules  that  will  make  it  tougher  and  more  costly 
for  most  individuals  to  walk  away  from,  or 
even  restructure,  their  debts. 

The  bill  seeks  to  curb  the  number  of  filings, 
which  have  been  on  the  rise  since  the  mid- 
1990s,  by  making  the  process  more  cumber- 
some and  forcing  those  who  file  to  repay  more 
of  their  debts.  It's  also  the  product  of  years  of 
lobbying  by  finance  and  credit-card  compa- 
nies. The  legislation  is  especially  harsh  on 
lower-income  debtors.  But  it's  no  picnic  for 
middle-  and  upper-income  consumers  in  fi- 
nancial trouble,  either.  "The  point  of  [the 
bill]  is  to  discourage  people  from  filing 
for  bankruptcy  at  all,"  says  Henry  Som- 
mer,  vice-president  of  the  National  As- 
sociation of  Consumer  Bankruptcy  At- 
torneys, which  opposes  the  reforms. 

For  the  first  time,  debtors  would 
have  to  take  a  "means  test"  to  deter- 
mine if  they  can  file  for  bankruptcy  un- 
der Chapter  7.  That  part  of  the  bank- 
ruptcy code  lets  people  erase  most  of 
their  debts  and  make  a  clean  start.  Last 
year,  some  70%  of  the  1.5  million  bank- . 
ruptcy  filings  were  Chapter  7  cases. 

If  your  income  is  below  your  state's  ' 
median  income  for  your  family  size,  you 
automatically  qualify  for  Chapter  7,     ■ 
Above  the  median,  you  may  still  quali- 
fy if  you  have  as  little  as  $166  a 
month  left  after  living  expenses 
and  secured  and  priority 
debts.  What's  different 
under  the  proposed  law 
is  that  those  expenses 
are  determined  by 
rigid  Internal  Rev- 
enue Service  stan- 
dards instead  of  a 
bankruptcy  judge.  For 
example,  if  your  family  owns 
a  car,  the  IRS  doesn't  allow 
you  to  deduct  the  cost 
of  your  spouse  tak- 
ing the  bus  to  work. 
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Those  who  don't  qualify  for  Chapter  7  may 
able  to  work  out  repayment  plans  under  Chaptl 
13  (or,  for  those  whose  unsecured  debt  exceej 
$290,525,  Chapter  11).  But  the  terms  will 
tougher.  You'll  be  required  to  keep  paying  a 
tion  of  your  debts  for  five  years  instead  of  ji 
three.  As  with  Chapter  7,  ms  standards,  not  I 
judge,  will  determine  what's  allowed  for  liviil 
expenses.  You  likely  will  have  to  repay  mo| 
credit-card  debt.  And  it  will  be  harder  to  wri| 
off  auto  loans.  Current  law  requires  a  debtor 
pay  off  the  depreciated  market  value  of  the  c;| 
plus  interest.  Under  the  reform  bill,  if  the  loan 
less  than  two-and-a-half  years  old,  you  must 
pay  the  full  amount  owed,  plus  interest. 

The  revisions  in  the  law  basically  leave  stal 
law  alone  on  homestead  exemptions.  That  meai 
if  you  live  in  one  of  a  handful  of  states,  such 
Florida  or  Texas,  that  allow  unlimited  hor 
stead  exemptions,  you  can  still  keep  a  multir 
lion-dollar  mansion.  But  the  ne| 
law  makes  it  harder  for  you 
qualify  if  you  move  to  Floricl 
or  Texas  from  a  state  with  J 
lower  home-equity  cap  priJ 
to  filing.  And,  with  Enron  el 
ecutives  in  mind,  lawmakei 
slapped  a  $125,000  ceiling  (| 
the  exemption  for  individuE 
g"7  j       convicted  of  securities  frail 

l\  \      and  certain  other  crimes. 

Regardless  of  where  thel 

live,  though,  all  debtors  wi 

have  to  submit  reams  of  pi 

perwork.  Courts  will  demarl 

more  pay  stubs,  prior  tax  rl 

turns,  and  proof  of  credit  coui 

^seling.  A  higher  standard  of  e| 

idence  will  make  bankrupts 

cases  harder  for  attorneys,  tol 

"Lawyers  who  do  a  little  banlf 

ruptcy  work  will  probably  stoj 

and  those  who  do  mostly  bani 

ruptcy   work   will   raise   the| 

fees,"  says  G.  Ray  Warner, 

University  of  Missouri  at  Kansd 

City  law  professor.  An  uncompl 

cated  Chapter  13  filing,  whicl 

now  runs  $1,000  to  $1,500,  cou| 

cost  40%  more,  he  says. 

Altogether,  such  provisions  w 

make  bankruptcy  unworkable  ftl 

many,  some  experts  predict.  Al 

ready,  more  than  60%  of  peopl 

who  file  under  Chapter  13  donl 

complete  their  plans,  meaning  thel 

could  lose  their  homes  and  carl 

And  the  new  rules  may  leave  son! 

bankrupt  debtors  without  enoug| 

money  for  legitimate  expenses. 

Most  provisions  in  the  reform  hi 

take  effect  six  montrl 

after  enactment.  Any  or  I 

contemplating  bankrupt 

cy    should    file    soonel 

rather  than  later. 
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Workplace 


Watch  What  You  Put  in  that  Offic  i 

As  the  dark  side  of  messaging  comes  to  light,  here  are  some  do's  and  don'ts  to  t 


BY  MICHELLE 
CONLIN 


E-mail  was  once 
lauded  as  a 
communications 
revolution  for  the 
masses.  Now, 
there's  a 
backlash,  in  part 
because  so  many 
people  aren't 
handling  it 
carefully 


Kellie  Pelletier  loathed  many  things  about 
her  boss  in  her  former  job  as  an  associate 
at  a  division  of  the  Smithsonian  in  Wash- 
ington. There  was  the  way  he  was  allergic 
to  putting  away  anything  on  his  desk, 
stuffing  her  in-box  with  his  stapler  lest  he 
strain  his  shoulder  returning  it  himself. 
He  also  insisted  that  she  fetch  his  coffee  every 
day — in  the  underground  mall  six  floors  below. 

The  worst,  though,  was  his  habit  of  flaming 
Pelletier  with  e-mails  jabbing  her  performance, 
which  so  exasperated  her  that  she  finally  for- 
warded one  to  a  friend,  adding:  "I  hate  him,  I 
hate  him,  I  hate  him"  in  bold  across  the  page. 
Then  she  got  a  sinking  feeling.  Was  that  "for- 
ward" she  had  pushed?  Or  "reply"?  She  found 
out  soon  enough — after  her  enraged  boss  hauled 
her  into  his  manager's  office.  There,  they  were 
both  called  to  task  for  their  virtual  gaffes. 

Will  we  never  learn? 
To  those  in  academia 
who  study  us,  we  office 
e-mailers  have  become  a 
rude,  uncouth  lot — epis- 
tolary primitives  in  dire 
need  of  an  injection  of 


The  criticism  comes  because  so  many  of 
are  using  e-mail  improperly.  Now  it's  blamed 
fueling  "conflict  spirals"  that  escalate  ill  feeli 
at  double  the  rate  of  face-to-face  communiqu' 
Experts  say  this  is  due  to  the  anonymous,  1 
mote  nature  of  e-mail:  It  serves  as  a  kind 
psychological  sandpaper  that  strips  away  t 
social  veneer  that  keeps  people  in  check. 


Netiquette 


mail  can  also  be  a  crutch  for  lame  manage    ire 
leery   of  confrontation.   "It's   an   introver    |wi 
dream,"  says  Ken  Siegel,  president  of  Imps  :■:: 
Group,  a  human-resources  consulting  firm 
Los     Angeles.     The     harshest     critics 
e-mail  go  even  further.  All  the  electronic  h 
perconnection,    concludes    Harvard    Medic 
School  psychiatrist  Edward  Hallowell,  is  chan  t 
ing  our  workplaces  into  wastelands  of  isolatic  its 
where  we  toil  alongside  people  without  knowi  [ry 
them,  bereft  of  the  "human  moment." 

True,  every  techn  i 
logical  innovation  has 
adolescent  hazing  pe 
od.  The  telephone  w 
once  blamed  for  provo 
ing  wars  and  breaki: 
up  the  multigeneratior  L 


m 

DM 


■  Use  e-mail  to  transmit  factual  information, 

not  to  criticize  colleagues  or  communicate 
etiquette'lndeed, "seven      sensitive  personal  messages  faWly.  Yetlhe  incred  f>; 

years    after   it    gained      a  |f  you  can't  say  jt  face  to  face  or  you  dop/t  ing  desire  for  some  Ne  t 

want  it  to  turn  up  in  court,  don't  send  it 


widespread  acceptance 


quette   has   compani  ! 

in  Corporate  America,  ■■  l.u.!."..u.K..!!.'.-':  "  scrambling.     Althouj  .- 

e-mail  is  encountering  a      ■  Your  corporate  account  is  for  business,  not  for  some  95%  of  large  U.  M 

backlash,   fueled   by   a      sending  out  10-megabyte  files  to  100  friends  businesses  now  have    ti 

rash  of  research  now  ~ ; - - ~ ',; ; mail  policies,  up  fro  I 

emerging  about  its  dark     ■  Cne™  spelling,  proofread,  and  use  discretion  30%  just  five  years  ag  L 

side:  creating  corporate      before  forwarding  messages  many  are  only  now    U 

embarrassment    under-      .[Jo'not  forward  lewd  jokes^photographs^or  the  f °Cef°f  "^  '  * 

mining  teamwork,  drain-  ,     ...     •  .  .  .  .       .  overlay  of  Miss  Manne  b 

s  anything  else  that  might  be  construed  as 


ing  employee  energy, 
and    breeding    "toxic 
worry"   by   spreading 
miscommunication. 
What  a  reversal.  The 


to  then-  directives, 
creating  an  atmosphere  of  sexual  harassment  or         It>s  no  won(jer.  inte 

discnmination  personal    conflicts    ai  kj 

■  Use  business-letter  style,  but  never  substitute     hardly  the  worst  of  :  k 

e-mail  for  a  letter  Since  e~m      messag' « 

tool  was  once  lauded  as      - are   stored   on  backi  R 

the  communication  cure      ■  Write  a  simple,  descriptive  subject  line,  and  tapes  for  years,  they  cj  fo? 

for  the  masses— a  mira-     avoid  using  all-capitals,  which  is  like  screaming      easily   come   back 

cle  medium  that  would  haunt  companies  in  1 

gal  actions.  Just  thir 


make  a  Moore's  law  of 
productivity.  It  would 
expedite  projects  at  warp  speed,  open  up  a 
brave  new  world  of  multitasking,  and  revolu- 
tionize the  way  business  got  done  by  smashing 
corporate  hierarchies.  Amazon.com  founder  Jeff 
Bezos  swears  he  answers  every  missive  sent 
to  jeff@amazon.com.  Many  of  the  promises  have 
come  true. 


Data:  Strasburger  and  Price,  Charlotte  Ford's  21st  Century  Etiquette. 
SurfControl.  BusinessWeek 


Sy, 
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about  the  way  form* 
Merrill  Lynch  analyst  Henry  Blodget  trashed  : 
"junk"  in  internal  mails  a  company  called  Inf 
space — one  that  Merrill  was  recommendin 
Hewlett-Packard  recently  axed  two  employei 
and  suspended  150  more  for  swapping  dow 
loaded  pom  via  the  company's  e-mail. 

While  those  may  be  the  most  egregious  c 


iar 
»by 

I 

to 
I 
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mail 

ing  in  trouble 


nses,  the  subtler  ones  can  also  inflict  damage 
jrhaps  the  biggest  mistake  you  can  make, 
perts  say,  is  replacing  conversations  with 
nail.  One  of  e-mail's  drawbacks  is  that  it 
asquerades  as  communication  when  it  is 
fst  used  for  informing,  broadcasting,  or 
heduling.  That's  because  real  communi- 
Iftion  about  job  activities  often  depends 
Ion  real-time,  face-to-face  feedback, 
ting  with  the  vocal  nuances  that  clari- 
i  intent.  Interestingly,  Siegel's  research 

large  corporations  has  found  that 
nior  executives  are  the  worst  offend- 
s  in  this  regard.  They  often  use  e- 
ail  to  wield  power — issuing  orders, 
inding  down  edicts,  and  nitpicking 
brkers'  performance. 
I  Experts  advise  people  never  to  put 
ything  sensitive  or  critical  in  an 
nail  that  touches  on  employees'  self- 
teem  or  job  competence.  Nor  should 
iu  use  it  to  give  direction  about  a  job 
tivity  or  desired  outcome  if  there  is  a 
ik  of  misinterpretation  or  political  sen- 
ivity.  And  when  angry,  remember: 
tep  your  hands  off  your  keyboard.  E- 
Ml's  stripped-down,  free-form  nature 
ts  off  workers'  hair-trigger  responses 
i  Id  lends  itself  to  venting  rude  behav- 
!  j,  much  as  road  rage  overtakes  people  in 
p  bubble  of  their  cars.  "People  say 
[ngs  in  e-mails  they'd  never  say  face  to 
ife,"  says  Steven  Currall,  management 
|)fessor  at  the  Rice  University  Graduate 

ool  of  Management  in  Houston. 
When  it  comes  to  negotiations,  it's  far 

ter  to  pick  up  the  phone — or  better 
pay  a  visit  in  person.  Harvard  Busi- 

s  school  professor  Kathleen  Valley 
Jpnd  that  50%  of  e-mail  negotiations 
id  in  impasse,  while  only  19%  of  face-to-face 
jes  do. 

i  The  ever-mounting  volume  of  e-mail  is  also  a 
axing  problem,  with  managerial  in-boxes  typi- 

ly  swelling  with  hundreds  of  messages  each 
1  y.  Occupational  spam  alone,  estimates  Gart- 
i  r  Group,  accounts  for  30%  of  traffic  and  eats 

three  hours  of  work  time  a  week.  You'll  win 

r  friends  in  your  office  if  you  do  as  this  sec- 
fltary  did:  She  tried  selling  all  of  her  belongings, 
n|  e  by  one,  via  e-mail,  treating  her  company's 
« :work  as  the  classifieds:  "Did  anyone  get  mar- 
n  d  in  1981?"  read  one.  "I  have  a  cute  Christmas 

lament  that  says  'First  Christmas  Together — 
o  IV— any  takers?" 


You  also  don't  want  to  make  the  common  mis- 
take of  treating  your  account  as  if  it  were  your 
personal  mailbox.  In  other  words,  don't  write 
anything  to  anyone  unless  you'd  be  happy  having 
it  blown  up  as  an  exhibit  in  court. 

Which  leads  to  the  next  indictment — e-mail 
spawns  multitasking,  in  which  you  gab  on  the 
phone  and  read  or  write  e-mail  simultaneously. 
Memo  to  everyone:  We  can  all  hear  the  click- 
clack  of  the  keyboard.  We  feel  the  dead  zone 
on  your  end  of  the  line.  If  you  really  want  to 
convey  the  sense  that  you  care  about  something 
at  the  office,  give  the  matter  your  full  atten- 
tion and  focus.  For  all  e-mail's  benefits,  that's 
one  message  it  can't  convey.  ■ 
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Mixing  Business  with  Pleasure  by  Lincoln 
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ACROSS 

L points  (bond-yield  units) 

6.  Spill  the  beans 
10.  Recipe  direction 

14.  Economist  Janeway 

15.  Author  Jaffe 

16.  Cube  inventor  Rubik 

17.  Major  business  improvement 

19.  Unlikely  Derby  winners 

20.  Mornings:  Abbr. 

21.  Church  seating 

22.  ESPN  majority  owner 

24.  Chairman  Greenspan 

25.  Shimon  of  Israel 


26.  "There  are  those  who .. 

(see  page  at  right) 

29.  Country  visited  by  Jimmy 
Carter  in  2002 

30.  Preconditions 

33.  Speedy  animals 

34.  Some  designer  clothing 

35.  Sign  at  a  hit  show 

36.  GNP  or  CPI 

37.  Word  on  a  nickel 

38.  Rating  unit 

39.  Baseball  stat 

40.  Outdoor  watering  hole 
4L  Political  power 

42.  Futures  trading  area 


43.  Building  site 

44.  "Power  Running " 

(see  page  at  right) 

45.  Fishing  equipment 

47.  Pulley  connector 

48.  Where  Orly  is 

50.  Type  of  exam 

51.  Belletal. 

54.  Bob  Dole's  successor 

55.  Employee  milestone 

58.  Love,  in  Spain 

59.  Part  of  the  eye 

60.  Ben's  bill 

6L  City  on  Lake  Michigan 


62.  Newscaster's  post 

63.  Specifically 

DOWN 

L  Market  volatility  measure 

2.  Reunion  attendee 

3.  Letter  header 

4.  Charged  atom 

5.  Office  Depot  competitor 

6.  Ivy  League  school 

7.  Dobbs'  namesakes 

8.  Former  Texas  governor  Richarc | 

9.  Things  to  write  off 

10.  Feel  intuitively 

11.  Semiconductor  device 

12.  "Bus  Stop"  playwright 

13.  Optimistic 

18.  Word  before  income 
or  property 

23.  S&L  offerings 

24.  State  with  confidence 

25.  Irish  money 

26.  Choreographer  Twyla 

27.  Synagogue  leader 

28.  Dispute  decider 

29.  "Cut  that  out!" 

31.  Inspector  General's  concern! 

32.  Alphabetizes 
34.  Mexican  money 

37.  Phone-screening  device 

38.  Wooden  strip 

40.  Cartel  headquartered  in  Vienn| 

41.  Get  paid 
44.  Selloff  symbol 
46.  Line  in  a  ledger 
47-  Busy,  as  business 

48.  National  symbol 

49.  European  capital,  to  natives  | 

50.  Big  name  in  elevators 
5L  Cat  cry 

52.  Prefix  for  histamine 

53.  Proofreader's  mark 

56.  Poetic  preposition 

57.  Telephonic  trio 


For  answers  to  this  puzzle: 

Turn  to  page  125  in  this  week's  issue  of  BusinessWeek  or  visit  Mixing  Business  with  Pleasure  by  Lincoln  on 

www.businessweek.com/adsections 

Puzzle  created  by:  Stanley  Newman. 


LINCOLN 

Lincoln.com 


POWER    RUNNING    BOARDS        POWER-FOLDING    MIRRORS       POWER    LIFTGATE        POWER-FOLDING   3"' ROW 


LINCOLN 


^ 


CHIVALRY    ISN'T    DEAD. 
MECHANIZED    A    LITTLE,    BUT    NOT    DEAD 


autonv 


The  all-new  2003  Lincoln  Navigator.  When  the  door  opens,  the  running  boards 
jmatically  deploy.  All  aboard.  There  are  those  who  travel.  And  those  who  travel  well. 
For  more  information  or  to  schedule  a  test  drive,  visit  Lincoln.com  or  call  800  688-8898. 
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HANDICAPPING 
CITIGROUP'S  FUTURE 

It's  hard  to  imagine  the  demise  of  Citigroup, 
with  bloodlines  dating  back  to  1812  and  a 
market  value  greater  even  than  IBM's.  Yet 
the  risk  is  implicit  in  government  investigations 
and  investor  suits.  If  Citi  were  held  criminally 
and  civilly  liable  for  exploiting  or  mismanaging 
the  conflicts  of  interest  inherent  in  financial  con- 
glomerates, the  potential  fines,  sanctions,  and 
jury  awards  could  be  incalculable. 

Incalculable  is  one  tough  word  for  investors. 
And  it's  why  Citi's  stock  rests  lately  near  $30 
(chart),  a  plunge  in  market  value  this  year  of 
more  than  SI  10  billion —  which  makes  it  tempt- 
ing, particularly  in  light 
of  profit  expectations. 
Even  bearish  analysts 
see  Citi  earning  about 
$3.25  a  share  next  year. 
So  today,  Citi  is  selling 
for  nine  times  the  low 
estimates  of  2003  profits, 
while  such  lesser  rivals 
as  Prudential  Financial, 
Wells  Fargo,  and  Gold- 
man Sachs  go  for  13,  14, 
and  15  times  low-end 
forecasts,  respectively. 

How  might  an  in- 
vestor reconcile  Citi's  in- 
calculable risks  with  its 
apparently  undervalued 
earnings  power?  One  an- 
swer is  to  weigh  the 
odds  of  various  scenar- 
ios, bullish  and  bearish, 
and  then  use  those  odds 
to  estimate  the  stock's 
fair  value,  ceo  Sandy 
Weill  is  maintaining  that 
Citi  has  "found  nothing 
illegal"  in  its  operations. 
Yet  the  risk  of  disaster 
for  Citi  has  not  been  so 


BY  ROBERT  BARKER 

rb@businessweek.com 

At  $30  a  share, 
Citi  is  tempting. 
But  how  do  you 
reconcile  its 
undervalued 
earnings  power 
with  its 
incalculable 
risks? 
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SCENARIO 


reason  to  assume  that  the  market  has  been 
rectly  sizing  up  Citi's  extraordinary  risks. 

So  Woker  came  up  with  five  scenarios,  fr< 
Citi  escaping  punishment  to  a  worst  case 
which  extreme  legal  liabilities  swamp  assets 
investors  wind  up  with  zero.  He  assigned  diffi 
ent  probabilities  to  each  and  arrived  at  a  $43  fe 
value  for  Citi.  How  he  gave  odds  to  different  so 
narios  was  arbitrary  Woker  told  me.  "It  ends  i 
being  educated  guesswork,"  he  said,  "but  it  hel 
people  put  things  in  perspective." 

I  approached  the  problem  a  little  different 
(table).  Instead  of  evaluating  Citi's  cash-flow  p 
tential,  I  first  looked  to  see  at  what  multiples 
earnings  and  book  value  Citi  has  traded  ovr 
the  past  decade.  The  average  annual  multipl 
reported  by  Standard  &  Poor's  range  wide] 
from  as  little  as  six  times  earnings  and  1.8  tim 
book  value  back  in  1992,  to  21  times  earnin| 
and  3.7  times  book  in  recent  years. 

Next,    I   imagine 
four  scenarios:  Firs 
that  Citi's  shares  con 
mand  anew  the  hig 
multiples    they    sa 
last  year;  second,  th 
they  win  only  avera 
multiples;  third,  th; 
regulators  order  Cij 
broken  up,  and  it's  li< 
uidated  at  book  valu 
finally,  that  Citi  is  he 
liable     for     extre 
wrongdoing,     wipin 
out  shareholders.  Wit 
a  bullish  hypothesis 
the  stock,  I  aimed  t 
err  on  the  down  si 
by  using  the  low-ba 
$3.25  estimate  of  200 
earnings    and    ovei 
weighting    the     tw 
ugly  scenarios,  givin 
each   10%   odds.   Tc 
gether,    that    mean 
some  drastically  ba> 
outcome  got  a  20^,  o 
l-in-5,  chance. 

The  result?  What 
call    Citi's    pwv.    < 


Citi:  Weighing  Probabilities 


PROBABILITY 
INDICATED  VALUE   SCENARIO'S    WEIGHTED  VALUE 
PER  SHARE       PROBABILITY       PER  SHARE 


Return  to  High 
Valuation  Multiples 

$64 

20% 

$12.80 

Return  to  Average 
Valuation  Multiples 

41 

60 

24.60 

Liquidation 
at  Book  Value 

16 

10 

1.60 

Overwhelming 
Legal  Liabilities 

0 

10 

0 

TOTAL  PROBABLE  VALUE 

$39 

RECENT  SHARE  PRICE* 

$30 

its  very  solvency  came 

into  question.  Why  not 

blend  the  good  and  bad  scenarios  to  see  what 

they  say  about  Citi's  stock  price? 

Weighing  probabilities  in  this  way  is  a  familiar 
tool  of  corporate  profits  forecasters.  But  a  Morn- 
ingstar  stock  analyst  named  Craig  Woker  re- 
cently applied  it  to  the  special  circumstances 
facing  Citi  (and  also  to  its  fellow  traveler  in 
trouble,  J.  P.  Morgan  Chase).  Woker  was  stumped 
by  the  gap  between  Citi's  market  value  and  his 
estimate  of  its  fair  value,  $53  a  share,  based  on 
future  cash  flows.  One  problem,  he  knew,  is  that 
cash-flow  models  don't  take  account  of  potential 
legal  penalties.  By  the  same  token,  he  saw  no 


•Closing  price.  Sept.  16  value,  came  to  $39 

Data:  Standard  &  Poor's.  Business**  ghare    With  the  stoc 

lately  near  $30,  this  analysis  makes  Citi  looi 


like  a  bargain,  although  a  bit  less  of  one  thai 
Woker's  pencilwork  found.  If  the  shares  temp 
you,  here's  my  advice.  Don't  assume  these  fig 
ures  are  right.  Size  up  Citi's  special  situatioi 
yourself.  Dream  up  other  scenarios.  Assign  dif 
ferent  odds.  Do  the  math.  Calculate  Citi's  in 
calculable  risks. 


BusinessWeek  online 


For  an  archive  of  columns,  go  to 
www.businessweek.com/investor/  and  click  on  "Columns 


: 


118  BusinessWeek  /  September  30,  2002 


WIRELESS  E-MAIL 

BUILT  AROUND 

YOUR  BUSINESS. 


HOWEVER  BIG  - 


■a 


-- 


•• 


OR  SMALL  -C 


Jl 


_         »    ■  ■■■■■■■■■! 

!■*■■■■■■! 


•■■■■•■■I 

.!■■■■•  iu 
"•••■■, 

■•■■I 
"■■■I 


3**** 


sa- 


INTRODUCING  XPRESS  MAILSM  FROM  CINGULAR. 

Whether  you're  an  office  of  thousands  or  an  office  of  one, 
Cingular  Wireless  builds  wireless  e-mail  around  your  business 
needs,  offering  Xpress  Mail  for  easy  to  manage  on-the-go 
access  to  your  vital  corporate  information.  The  best  part 
of  our  service?  It's  simple  to  use.  Xpress  Mail  leaves  you 
in  control  because  it  does  not  tie  you  to  a  specific  device. 

We  offer  several  different  editions  of  Xpress  Mail  to  suit 
your  business  needs.  For  example,  Xpress  Mail  Enterprise 
Editions  offer  the  benefit  of  end-to-end  security  and  full 
IT  control.  Easy  for  corporate  users.  Even  easier  for  IT. 


Xpress  Mail  Network  Edition  is  easily  deployable,  leveraging 
the  security  of  Cingular's  network  without  the  need  for 
hardware  or  software  installation.  Whether  your  business 
has  an  IT  department  or  not,  Cingular's  easily  managed 
system  saves  your  company  time  and  money. 

Cingular  provides  wireless  voice,  data,  e-mail  and  inter- 
active services  to  almost  half  the  Fortune  1000.  With 
nearly  10  million  e-mails  securely  sent  over  the  Cingular 
network  each  day,  you  can  be  sure  all  of  your  business 
needs  will  be  met.  Call  1-877-330-7577  or  visit  us  online 
at  cingular.com/business. 
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WIRELESS 


1-877-330-7577      www.cingular.com/business 


What  do  you  have  to  say?" 


BusinessWeek  Investor 


Inside  Wall  Street 


ADAPTING  AT  EMULEX 


BY  GENE  G.  MARCIAL 

Tech-gear  maker 
Emulex  may  be 
a  coming  star. 
AirNet  is  losing 
altitude  fast. 
Behind  in  the 
race,  is  MTR 
vulnerable? 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions 
in  the  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 
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Even  as  the  tech  wreck  continues,  Emulex 
(elx)  is  drawing  raves.  On  Aug.  9,  Emulex 
tumbled  34%,  to  15  a  share,  when  it  warned 
that  2003  sales  would  miss  forecasts.  The  stock  ral- 
lied later,  to  19  on  Sept.  11.  But  by  Sept.  18,  it  had 
retreated  to  15.  No  matter.  Tech  pros  remain  high 
on  Emulex,  a  leader  in  fiber  channel  "host-bus 
adapters,"  which  let  storage  devices  communicate 
with  networks.  "Emulex  is  a  leader  in  one  of  the 
fast-growing  tech  segments — storage,"  says  Craig 
Chodash  of  J.  &  W.  Seligman,  which  has  been  buy- 
ing. Despite  the  lower  revenue  outlook,  Chodash 
says,  Emulex'  earnings  growth,  gross  margins, 
and  balance  sheet  are  sol- 
id. He  has  a  12-month  price 
target  of  30  based  on  his 
estimated  earnings  of  720  a 
share  for  fiscal  2003,  ending 
on  June  30,  and  930  for 
2004— up  from  540  in  2002. 
Growth  has  revived,  says 
Chodash,  with  revenues  ex- 
pected to  jump  7%,  and 
earnings  6%,  in  the  next 
quarter.  Top  customers  are 
Hewlett-Packard,  which  accounts  for  25%  of  sales; 
IBM,  with  21%;  and  EMC,  12%.  Rival  QLogic  and 
Emulex  together  control  70%  of  host-bus-adapter 
sales.  Emulex  is  way  ahead  in  upgrading  its 
adapters,  mainly  for  the  high-end  market,  he  says. 
Analyst  Shebly  Seyrafi  of  A.  G.  Edwards  rates 
the  stock  a  buy,  based  on  his  forecast  that  it 
will  outperform  its  peers  in  the  next  12  to  18 
months,  with  its  "attractive,  sustainable  growth 
rate  in  the  30%-to-40%-plus  range." 

AIRNET:  A  SALE  COULD 
BE  UNAVOIDABLE 

Although  AirNet  Systems  (ans)  runs  a  prof- 
itable air-express  business,  this  small-cap, 
Big  Board  stock  has  gone  the  way  of  the  air- 
lines: It  has  nosedived.  Trading  at  11  in  March, 
AirNet  skidded  to  4.50  on  Sept.  18 — near  its  52- 
week  low.  Alex  Brand  of  bb&t  Capital  Markets  es- 
timates AirNet  will  earn  570  a  share  in  2002  and 
69<2  in  2003.  If  so,  AirNet  will  be  trading  at  just 
6.5  times  next  year's  earnings.  AirNet  operates  a 
nationwide  air-transport  network  serving  mainly 
banking,  medical,  and  entertainment  customers. 

Part  of  the  stock's  steep  drop  is  due  to  poor  re- 
sults in  2002's  second  quarter.  Management  blames 
rising  costs  and  the  sluggish  economy.  Nonethe- 
less, several  big  shareholders  are  agitated.  "If 
management  doesn't  do  better  in  the  September 
quarter,  we  will  be  forced  either  to  shake  up 
management  or  force  the  sale  of  the  company," 
says  one  big  stakeholder.  Among  the  major  hold- 
ers: retired  AirNet  founder  and  ex-Chairman  Ger- 
ald Mercer,  with  more  than  20%;  Royce  &  Asso- 


THE  STOCK  T00I 
A  NOSEDIVE 


ciates,  11.6%;  FleetBoston 
Financial,  9.8%;  and  Liberty 
Wanger  Asset  Management, 
5.9%.  Institutions  control 
62%  of  outstanding  shares. 
"The  stock  is  way  too 
cheap,  based  on  Airnet's  op- 
erating cash  flow  of  $23  mil- 
lion, or  $2.23  a  share,"  says 
one  big  investor.  At  $4.50 
a  share,  that's  about  twice 
its  trailing- 12-month  oper- 
ating cash  flow,  bb&t  notes  that  AirNet  ha.' 
book  value  of  $7  a  share.  AirNet  ceo  Joel  B 
gerstaff  wouldn't  comment,  but  vowed  to  imprc 
results  going  forward. 

A  LAGGING  MTR  MAY 
CATCH  A  BUYER'S  EYE 


MAR.  18,  '02 
▲  DOLLARS 
Data:  Bloomberg  Financial  Mart  I 


Since  early  May,  shares  of  MTR  Gaming  Gro 
(mntg)  have  plunged  50%,  to  8.42  on  Se 
18.  Why?  The  operator  of  thoroughbred 
tracks,  hotels,  and  slot-machine  casinos  post 
June-quarter  earnings  of  130  a  share,  vs.  ar 
lysts'  estimates  of  220.  But  the  sharp  sell 
could  attract  a  takeover,  say  some  pros. 

"The  50%  decline  was  overdone,"  says  Ry 
Worst  of  Dresdner  Kleinwort  Wasserstein,  w 
upgraded  his  rating  from  "add"  to  "buy."  O 
mtr  property  is  West  Virginia's  Mountaineer  Ra 
Track  &  Gaming  Resort,  with  359  rooms,  3,000  s 
machines,  and  golf  courses.  Although  the  seco 
quarter  was  dismal,  "our  expectations  for  20 
have  not  changed,"  says  the  analyst,  because  re 
enue  trends  remain  above  his  projections.  Risi 
costs  in  the  past  three  quarters  stemming  fro 
mtr's  expansion — completed  in  July — affected  se 
ond-quarter  results.  "But  it  provides  a  higher  le 
el  of  earnings  visibility  ahead,"  says  Worst,  w) 
figures  MTR  will  earn  720  a  share  in  2002  ai 
$1.11  in  2003,  vs.  700  in 
2001.  Worst  has  a  12-month 
price  target  of  14.  "The  low 
valuation  and  an  underpen- 
etrated market  contribute 
to  mtr's  appeal  as  an  acqui- 
sition candidate,"  says 
Worst.  Charles  LaLoggia, 
editor  of  Superstock  In- 
vestor, which  focuses  on 
takeovers,  says  the  major 
gambling  companies  are  ea- 
ger to  get  into  "racinos,"  outfits  with  racetracl 
combined  with  slot-machine  casinos.  Among  thos 
he  says  could  be  interested  in  mtr:  Harrah's  Ei 
tertainment  and  Park  Place  Entertainment.  Ml 
ceo  Edson  Arneault  says  he  hasn't  gotten  offe] 
but  would  not  discount  them  if  he  did 
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Read  Gene  Marcial's  Inside  Wall  Street  Online  column  Tuesda 
afternoons  at  www.businessweek.com/today.htm.  And  see  hi 
Fridays  at  1:40  p.m.  est  on  CNNfn's  The  Money  Gang. 
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INTRODUCING  KINKOS®  DOCUMENT  OUTSOURCING 


370  OF  THE  FORTUNE  500 

COMPANIES  OUTSOURCE 

WITH  KINKOS. 


(You  might  call  that  an  overwhelming  endorsement.) 


Is  your  company  missing  out  on  a  new  way  to  cut  costs  and  increase  productivity?  Let  us  show 
you  how.  We're  the  only  document  outsourcing  solution  backed  by  a  global  network  of  over 
1,100  connected  locations.  We  can  create  custom  solutions  for  your  business,  including 
mobile  professional  programs  and  on-site/near-site  outsourcing  solutions.  Plus  we'll  meet  or 
beat  any  competitor's  custom  bid*  Call  1-888-KINKOS-1  or  visit  kinkos.com  for  more  information. 


I    THE  KINKO'S  NETWORK — 1,100  connected  locations  —  Unlimited  capacity —  Scalable  solutions  —  Global  distribution 


kinko's 


TAP  INTO  THE  NETWORK! 


kinkos.com    America  Online*  Keyword:  Kinkos    1-888-KINK0S-1 


Customer  must  produce  written  bid  from  local  competitor  for  identical  services  Offer  applies  to  custom  printing,  custom  copying  and  custom  finishing  services  only  and  excludes  offset,  web  press  and  screen  printing, 
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Does  your  software  let  you  manage  and  protect  your  wireless  enterprise  no  matter 
where  it  goes?  Ours  does. 

Managing  your  enterprise  was  hard  enough  when  you  knew  where  it  was.  Now,  thanks  to  the  boom  in  wireless  devices,  mission-critical 
data  and  systems  can  walk  in  and  out  the  door  at  will.  That's  why  it's  vital  to  have  software  that  can  keep  track  of  your  wireless  enterprise 
no  matter  where  it  goes.  Our  infrastructure  management  software  is  considered  the  gold  standard,  making  it  one  of  the  best  choices  for 
securing  and  managing  your  global  environment.  And  it  works  across  multiple  platforms,  so  it's  compatible  with  what  you  have  today 
and  what  you  add  tomorrow.  Sure,  your  devices  may  still  get  lost.  But  your  information  won't.  ca.com/wireless/enterprise 


Wireless  Solutions    (CQ  )  Computer  Associates 
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Figures  of  the  Week 


%  change 


%  cl 


I  Stocks 

S&P  500 

Sept.  Mar.  Sept.  Sept.  12-1 8 
1200  i i 930 


U.S.  MARKETS 


Sept.  18 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Sept.  18 


Year  I 
Week      dal 


1090 


910 


890 


869.5 
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COMMENTARY 

Economic  reports  showing  an  unex- 
pected drop  in  industrial  production — 
and  an  uptick  in  consumer  prices  in 
August — added  to  investor  pessimism 
for  the  week  ending  Sept  18.  The  news 
coupled  with  profit  warnings  from  J.  P. 
Morgan  Chase  and  uncertainty  about 
war  with  Iraq  dragged  stocks  lower. 
For  the  week,  the  S&P  500  fell  4.4%, 
while  the  Dow  and  NASDAQ  sank  4.8%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  869.5  -4.4 

Dow  Jones  Industrials  8172.5  -4.8 

Nasdaq  Composite  1252.1  -4.8 

S&P  MidCap  400  426.0  -4.4 

S&P  SmallCap  600  193.5  -4.4 

Wilshire  5000  8244.9  -4.2 

SECTORS 

BusinessWeek  50*  551.2  -3.5 

BusinessWeek  Info  Tech  100**     263.3  -5.0 

S&P/BARRA  Growth  450.0  -3.9 

S&P/BARRA  Value  416.4  -5.0 

S&P  Energy  178.4  -4.0 

S&P  Financials  290.5  -5.2 

S&P  REIT  94.4  -1.3 

S&P  Transportation  164.7  -3.4 

S&P  Utilities  98.5  -3.3 

GSTI  Internet  67.4  -3.8 

PSE  Technology  424.4  -6.2 
*Mar.  19.  1999=1000       "Feb.  7,  2000  =  1000 
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-24.3 

-14.4 
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-17.9 

-15.6 

-14.2 
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-8.3 

1.1 

4.7 

-16.4 

3.4 

-32.5 

-39.2 

-35.8 

-14.9 

-38.3 

-21.2 

S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (TSE  300) 
Mexico  City  (IPC) 
FUNDAMENTALS 
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3865.4 
3001.0 
3124.9 
9472.1 
9474.1 
6304.8 
5960.38 
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-4.7 

-4.3 

17       Wk.  aj 


-2E 

-3E 
-3£ 
-1C 
-It 
-U 


S&P  500  Dividend  Yield 


1.78%       1.71°/| 


S&P  500  P/E  Ratio  (Trailing  12  mos.)    30.9 

S&P  500  P/E  Ratio  (Next  12  mos.)*       15.5 

First  Call  Earnings  Revision*  -1.02% 

•First  Call  Corp. 

TECHNICAL  INDICATORS     Sept.  17      Wk.  ago 


32.1 
16.1 

-1.197c 


S&P  500  200-day  average             1051.1  1057.5 

Stocks  above  200-day  average          30.0%  36.0% 

Options:  Put/call  ratio                      0.87  0.77 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.13  1.06 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 

GROUPS  month  % 


Home  Improvement  Stores  17.6 

Broadcasting  13.0 

Metal  &  Glass  Containers  7.6 

Office  Electronics  6.7 

Health-Care  Supplies  6.0 


Casinos  74.2 

Homebuilding  59.8 

Metal  &  Glass  Containers  45.1 

Housewares  &  Specialties  40.6 

Managed  Health  Care  30.8 


Semiconductors  -21.3 

Computer  Stge.  &  Perphs.  -19.7 

Semiconductor  Equip.  -19.2 

Tires  &  Rubber  -19.1 

Internet  Software  -17.3 


Multi-Utilities 
Wireless  Services 
Telecomms.  Equip. 
Intgrd.  Telecomms.  Sv 
Instrumentation 
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Mutual  Funds 


Week  ending  Sept.  17 
■  S&P 500  ■  U.S.  Diversified  BAH  Equity 
4-week  total  return 


%      -8       -6       -4-2         0        2 

Week  ending  Sept.  17 
■  S&P  500  ■  U.S.  Diversified  B  All  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Precious  Metals  15.8 

Real  Estate  0.4 

Latin  America  -2.3 
Diversified  Emerging  Mkts.  -2.6 
Laggards 

Technology  -10.9 

Europe  -7.8 

Utilities  -7.0 

Financial  -6.8 


52-week  total  return 

Leaders 

Precious  Metals 

Pacific/Asia  ex-Japan 

Diversified  Emerging  Mkts. 

Real  Estate 

Laggards 

Communications 

Technology 

Utilities 

Health 


60.1 
23.6 
16.0 
12.1 

-38.9 
-30.5 
-29.1 
-20.2 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -16      -12     ■ 
Data:  Standard  &  Poor's 


Leaders 

Rydex  Dynam.  Venture  1 00  21.1 

ProFunds  Ultrashort  OTC  20.9 

U.S.  Global  Investors  Gold  20.0 

Midas  19.7 
Laggards 

Berkshire  Technology  -24.1 

Berkshire  Focus  -24.1 

ProFunds  UltraOTC  Inv.  -22.5 

Rydex  Electronics  Inv.  -22.3 


Leaders 

First  Eagle  SoGen  Gold  91.7 

Matthews  Korea  83.5 

Tocqueville  Gold  79.9 

Gabelli  Gold  75.7 
Laggards 

ProFunds  UltraOTC  Inv.  -58.2 

Rydex  Dynam.  Velocity  1 00  -56.9 

Black  Oak  Emerging  Tech.  -56.8 

World  GenomicsFund.com  -54.5 


Interest  Rates 


KEY  RATES 


Sept.  18    Week  ago 


fin 


MONEY  MARKET  FUNDS 


1.38%       1.38% 


90-DAY  TREASURY  BILLS 


1.67 


1.67 


2-YEAR  TREASURY  NOTES     1.99    2.17 
10-YEAR  TREASURY  NOTES    3.84    4.06 


30-YEAR  TREASURY  BONDS   4.74 


4.88 


30-YEAR  FIXED  MORTGAGE!       6.08 


6.21 


tBanxQuote.  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated.  tax-exempt  mi 
bonds,  assuming  a  30%  federal  tax  rate. 
10-yr.  bond     30 


GENERAL  OBLIGATIONS 


3.54% 


TAXABLE  EQUIVALENT 


5.06 


INSURED  REVENUE  BONDS 
TAXABLE  EQUIVALENT 


3.70 
5.29 


Tt 
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■  THE  WEEK  AHEAD 

LEADING  INDICATORS  Monday,  Sept.  23, 
10  a.m.  edt>  The  Conference  Board's 
August  composite  index  of  leading  eco- 
nomic indicators  is  forecast  to  have  in- 
creased by  0.1%,  following  a  0.4%  de- 
cline during  July.  That's  according  to  the 
median  forecast  of  economists  surveyed 
by  mms  International. 

FOMC  MEETING  Tuesday,  Sept.  24,9  a.m. 
edt>  The  Federal  Reserve  Board's  Open 
Market  Committee  will  meet  to  set  mone- 
tary policy.  All  economists  surveyed  by 


mms  International  expect  the  Fed  will 
leave  the  federal  funds  rate  at  1.75%. 

CONSUMER  CONFIDENCE  Tuesday,  Sept.  24, 
10  a.m.  edt*  The  Conference  Board's 
September  confidence  index  most  likely 
inched  a  little  higher,  to  93.6. 

EXISTING  HOME  SALES  Wednesday,  Sept.  25, 
10  a.m.  edtp-  August  sales  of  existing 
homes  were  probably  unchanged  at  a 
5.33  million  annual  rate.  Resales  are  on 
a  record  pace  of  5.61  million  this  year. 


DURADLE  GOODS  ORDERS  Thursday,  Sec 
8:30  a.m.  edtp-  New  orders  for  dur; 
goods  are  forecast  to  have  fallen  by 
1.4%  in  August.  The  drop  follows  a 
8.7%  jump  in  July,  which  was  led  t 
surge  in  aircraft  bookings. 

NEW  RESIDENTIAL  SALES  Thursday,  Sep 
10  a.m.  edt  ►  New  single-family  hoi 
sales  in  August  most  likely  cooled  ti 
annual  rate  of  989,000  homes.  In 
sales  topped  the  1  million  mark,  pu 
new  home  sales  on  a  record  pace  a? 


ii:: 
r. 
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BusinessWeek  Fifty 


The 

BusinessWeek 
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iO  outdid  the  broader  market,  falling  3.5%  for  the  week.  General  Dynamics  rose  4.3%  after  being 
i  $3.2  billion  defense  contract.  Health-related  companies  such  as  UnitedHealth  Group,  up  3.4%,  For- 
ttories,  up  2.6%,  and  Stryker,  up  2.1%,  buoyed  the  BW  50's  performance.  Dragging  down  results,  how- 
the  weakness  in  financial  stocks,  including  Household  International,  which  fell  15.7%. 


COMPANY  PERFORMANCE 

%  change 


%  change 
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3.4 
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26.6 

-9.5 

-33.6 

-12.3 

-93.7 


26  Tenet  Healthcare  0.2  29.2 

27  Household  International  -15.7  -42.0 

28  WellPoint  Health  Networks  -0.3  26.2 

29  Washington  Mutual  -9.3  1.5 

30  Duke  Energy  -3.0  -35.9 

31  Kohl's  -3.6  3.5 

32  Bed  Bath  &  Beyond  -1.5  2.8 

33  Cardinal  Health  -6.2  -5.2 

34  Centex  -4.9  -17.1 

35  American  Electric  Power  -1.8  -32.8 

36  Golden  West  Financial  -4.7  -2.3 

37  Stryker  2.1  -2.4 

38  Harley-Davidson  -3.2  -7.4 

39  PepsiCo  -3.6  -24.7 

40  Merck  -5.1  -23.3 
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coPhillips 
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i  (H&R) 
ne 


4.3 
-4.1 

2.6 
-2.2 
-10.9 
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41  Apache 

42  Amerada  Hess 

43  KB  Home 

44  First  Data 

45  Tyco  International 
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-6.1 
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-2.1 

15.1 

-20.2 

-45.3 


tental  Petroleum 
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-4.6 
-0.9 
-3.2 
-6.7 
-3.4 


5.6 

2.5 

-9.7 

-13.9 

-31.4 


46  International  Game  Technology  -1.6  -2.8 

47  Capital  One  Financial  -12.2  -27.0 

48  Electronic  Data  Systems  -9.9  -38.2 

49  Nabors  Industries  -3.6  -9.2 

50  Xcel  Energy  l.l  -61.7 


Production  Index 


Change  from  last  week:  -0.8% 
Change  from  last  yean  -1.6% 


I  USTR1AL  OUTPUT     Sept.  7=163.3  1992=100 
The  index  is  a  4-week  moving  average 


ction  index  was  down  again.  Before  calcu- 
e  four-week  moving  average,  the  index  fell  to 
162.7.  On  a  seasonally  adjusted  basis,  auto 
production  had  the  largest  drops,  although 
'omotive  Reports  stated  2002  should  be  the 
production  year  in  history.  Lumber  and  rail- 
ffic  also  suffered  declines.  The  energy  corn- 
coal,  electric  power,  and  crude-oil  refining 
.  Steel  was  also  higher  on  the  week. 
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Answers  from  this  week's 
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Editorials 


CONGRESS'  OWN  CORPORATE  SCANDALS 


Congress  deserves  high  marks  for  its  unusually  speedy 
passage  of  legislation  aimed  at  cleaning  up  corporate 
governance  and  accounting  practices.  But  it  is  time  for  many 
members  of  Congress,  Democrats  and  Republicans  alike,  to 
acknowledge  their  own  culpability  in  actively  encouraging 
fraudulent  and  unethical  behavior  in  Corporate  America.  The 
televised  finger-wagging  at  CEOs  comes  from  legislators  who 
were  only  too  willing  to  carry  water  for  these  chief  executives 
just  a  few  years  ago.  Members  of  Congress  who  were  re- 
ceiving hefty  campaign  contributions  from  accounting,  fi- 
nance, high  tech,  and  other  industries  defanged  attempts  to 
curb  the  kind  of  egregious  behavior  that  led  directly  to  the 
Enron  Corp.  disaster.  Congress  should  be  held  accountable  for 
its  own  conflicts  of  interest  and  bad  behavior. 

In  a  new  book,  former  Securities  &  Exchange  Commis- 
sioner Arthur  Levitt,  does  just  that.  Take  on  Wall  Street: 
What  Wall  Street  and  Corporate  America  Don't  Want  You  to 
Know.  What  You  Can  Do  to  Fight  Back  (excerpted  on  page 
74)  is  a  history  of  how  Congress  betrayed  investors  in  the 
1990s.  Levitt,  a  lifelong  Democrat,  describes  how  Democrat- 
ic Senator  and  Vice-Presidential  candidate  Joe  Lieberman 
led  the  charge  to  block  the  sec  from  enforcing  an  accounting 
rule  to  expense  stock  options.  The  accounting  profession's  own 
self-policing  organization,  the  independent  Financial  Ac- 
counting Standards  Board,  had  recommended  it  unanimously 
in  1993.  Lieberman,  together  with  Republican  and  New  De- 
mocrat legislators,  passed  a  Senate  resolution  saying  the 
FASB  stock  option  proposal  would  have  "grave  consequences 
for  America's  entrepreneurs."  It  stopped  the  sec  from  en- 
forcing the  ruling,  and  fasb  backed  down,  requiring  only 
the  disclosure  of  stock  option  grants  in  the  footnotes  of  in- 


r 


come  statements.  Reasonable  people  can  disagree  on 
merits  of  expensing  stock  options.  But  the  bully-boy  tactic^ 
Congress  to  block  the  sec  and  the  accounting  profession's 
independent  board  is  unconscionable. 

Congress  is-  also  responsible  for  encouraging  the  st 
conflicts  of  interest  in  the  accounting  industry  that  it 
cently  outlawed  under  the  Oxley-Sarbanes  bill.  In  199 
blocked  an  attempt  by  the  sec  and  the  aicpa  (American  n- 
stitute  of  Certified  Public  Accountants)  to  pass  a  rule  ban  n. 
auditors  from  doing  most  kinds  of  lucrative  consulting 
for  the  same  companies  they  audited.  Some  46  member 
Congress  from  both  parties  sent  letters  to  Levitt  opposing 
measure.  Senate  Banking  Committee  Chairman  Phil  Gra!  i 
warned  Levitt  that  Congress  was  preparing  an  appropriat 
rider  to  stop  the  sec  from  enforcing  the  rule.  Enron  Ch  i 
man  Kenneth  L.  Lay  also  sent  Levitt  a  letter  saying  that 
ron's  use  of  Andersen  as  both  internal  and  external  aud 
was  "valuable  to  the  investing  public... given  the  risks 
complexities  of  Enron's  business...."  Indeed.  Of  course, 
diting  its  own  work  proved  disastrous  for  Andersen,  Em  : 
and  investors. 

For  much  of  the  '90s,  Congress  undermined  the  checks 
balances  that  are  so  crucial  to  the  well-being  of  the  nati< 
economy.  It  sabotaged  the  self-policing  activities  of  the 
counting  industry  and  blocked  reforms  that  might  have  { 
vented  the  current  wave  of  corporate  scandal.  It  curbed 
sec's  ability  to  do  its  job.  It  did  favors  for  those  who  paid 
them  through  campaign  contributions.  It  was  a  bipartisan 
fort,  and  it  shamed  the  institution.  Congress  is  attempting  < 
redeem  itself,  but  redemption  requires  taking  responsibi  jj 
for  past  mistakes.  On  that,  Congress  is  silent. 


SECURITY  PLANNING:  GIVE  RUSINESS  A  VOICE 


Corporate  America  and  Washington  are  squabbling  over 
homeland  security,  and  scant  progress  is  being  made  in 
safeguarding  the  nation's  nuclear,  chemical,  and  financial  in- 
frastructure from  terrorists.  The  Bush  Administration  is 
waiting  for  the  establishment  of  the  Homeland  Security  Dept. 
before  coming  up  with  a  plan.  Congress  is  trying  to  pass  leg- 
islation telling  companies  how  to  protect  their  facilities.  And 
corporations  are  pushing  back,  afraid  that  more  regulation  and 
higher  costs  will  hurt  business.  It's  time  to  end  this  anarchy. 
Congress  should  stop  micromanaging  national  security  and 
simply  pass  the  Homeland  Security  Act.  The  Bush  Adminis- 
tration should  immediately  set  up  business-government  groups 
that  together  develop  plans  to  protect  the  nation's  infra- 
structure without  undermining  economic  productivity. 

So  far,  no  one  is  even  talking  about  who  will  pay  the  bil- 
lions of  dollars  needed  to  safeguard  nuclear  power  and  chem- 
ical plants.  Corporations  are  desperately  trying  to  return  to 


profitability.  Asking  them  to  take  on  a  huge  public  financial 
sponsibility  now  is  unfair  and  unwise.  The  truth  is  that  in 
war  against  terrorism,  the  government  is  going  to  have 
spend  big  sums,  either  directly  or  through  tax  breaks,  to 
cure  privately  owned  infrastructure. 

Corporations  also  need  legal  protection.  In  battling  t 
rorism,  Washington  is  pressing  financial  institutions  and 
ternet  providers  to  hand  over  sensitive  data  about  so 
customers.  This  opens  them  to  potential  lawsuits.  So  it's  r 
sonable  to  give  them  some  kind  of  protection. 

Most  of  all,  companies  should  have  a  voice  in  security  pi: 
ning.  Right  now,  they  simply  react  to  the  proposals  of  c< 
gressional  committees.  Bringing  them  inside  the  process, 
volving  them  in  assessing  threats  and  suggesting  solutio 
would  be  far  more  effective.  Government  and  Corporate  Am 
ica  should  work  together  to  ensure  that  new  safeguards  do1 
tail  with  the  workings  of  a  high-productivity  economy. 
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*t  the  end  of  the  day,  it's  all  about  results. 
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For  that  matter,  so  are  the  beginning  and  middle,  too. 


And  every  step  of  the  way,  it's  about 
how  we  can  help  you  get  there. 
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"We've  grown  from  a  one-PC,  two-people  practice 
to  a  twelve-Mac,  sixty-people  practice." 


Mark  Gibson  switched  his  entire  veterinary  practice  from  PCs  to  Macs,  and  now  spends  his  time 
taking  care  of  pets,  not  computers.  Learn  how  easy  it  is  to  upgrade  to  Apple  at  apple,  com/switch. 
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A  small  pharmaceutical  company  had  outsized  ambitions:  to  grow  quickly  into  a|a 
global  powerhouse.  Morgan  Stanley  helped  make  it  happen.  First  by  searching  out 
the  most  strategic  merger  partner.  Then  brokering  sensitive  negotiations  to  create 

Services  offered  by  Morgan  Stanley  &  Co.  Incorporated,  member  SIPC.  Employee  names  have  been  changed  to  protect  their  privacy!} 
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Diabetes  Trials 


a  cultural  and  management  balance  that  allowed  for  a  merger  of  equals.  The  result? 
A  health  care  giant  was  born.  Such  complex  challenges  are  our  passion.  Such  client 
successes  are  our  mission.  What  can  we  do  for  you? 

One  Client  At  A  Time  is  a  service  mark  of  Morgan  Stanley  Dean  Witter  &  Co.  ©  2002  Morgan  Stanley. 


Introducing  the  wireless  Pocket  PC  Phone  Edition  from 
T-Mobile.  It's  a  PDA,  a  phone  and  much  more.  So  you  can 
surf  the  web  or  make  calls  or  use  pocket  versions  of 
Microsoft*  Word,  Excel  or  Outlook  wherever  you  go.  All 
because  we  have  the  only  nationwide  GSM/GPRS  network. 
See  for  yourself  at  t-mobile.com  or  call  1-800-TMOBILE. 
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This  is  part  of  the  Heidrick  &  Struggled  Leadership  Capital  Aeries  on  the  topics  of  governance  and  leadership. 
Subsequent  articles  will  focus  on  the  specific  skills  and  challenges  for  other  senior-level  management  roles 

and  on  the  critical  issues  facing  corporate  leaders  today. 


FOCUS  ON: 

Competitive  Advantage  Today: 
Knowing  and  Believing  in  the  Value  of  People 

esse 


Piers  Marmion 

Chairman  and  Chief  Executive  Officer 
Heidrick  &  Struggles  International,  Inc. 


These  are  extraordinary  times  for  business.  From 
lower  Manhattan  to  the  Hindu  Kush,  old  hatreds 
threaten  peace,  freedom,  and  prosperity  in  terrible 
new  ways.  The  longest  economic  expansion  in  history  is 
history,  giving  way  to  a  recession  whose  depth  and  global 
scope  have  taken  many  corporate  leaders  by  surprise. 
And  just  as  the  economy  shows  signs  of  emerging  from 
its  slump,  a  crisis  of  confidence,  touched  off  by  a  handful 
of  irresponsible  executives,  has  engulfed  all  of 
American  business. 

Yet  for  all  the  upheaval  and  market  volatility,  the  basic 
challenge  for  chief  executive  officers  remains  the  same: 
How  can  they  differentiate  their  organizations  from  their 
competitors?  How  can  they  carve  out  a  unique  space  for 
their  companies  in  an  increasingly  cluttered  and  clamorous 
marketplace?  How  can  they  convince  the  constituencies 
they  answer  to  -  investors,  customers,  suppliers,  regulators, 
the  public  at  large,  their  boards  of  directors,  as  well  as  their 
own  employees  -  that  they  have  the  know-how,  drive,  and 
integrity  to  prevail  and  prosper  in  the  years  to  come? 

Every  CEO  will  answer  those  questions  in  his  or  her  own 
way,  of  course.  But  I  believe  that  the  most  creative,  valuable 
solutions  will  emerge  from  those  organizations  whose  leaders 
recognize  that  the  most  important  driver  of  corporate  com- 
petitiveness today  doesn't  come  from  technology,  "first 
mover"  status,  or  even  strategy,  but  rather  from  people. 

People  who  can  add  significantly  to  the  value  of  an 
organization.  People  whose  ideas  and  influence  can  move  a 
company  forward.  People  whose  talents  and  integrity  can 
capture  the  imagination  of  the  marketplace,  unleash  the 
energy  in  the  people  around  them,  and  win  the  trust  and 
confidence  of  investors.  People  who  can  not  only  design  and 
articulate  strategy,  but  who  can  execute.  The  companies 
that  will  thrive  in  the  years  ahead  are  those  best  able  to 
recruit  high-impact  people,  assess  their  potential,  develop 
their  talents  to  the  fullest,  and  retain  them  for  the  long  haul. 

As  experts  in  leadership  and  human  capital.  Heidrick  & 
Struggles  has  a  unique  perspective  on  the  path  to  leadership 
value  and  how  it  can  create  a  competitve  advantage  for  our 
clients.  We  witness  the  impact  a  strong  executive  team  has 
on  an  organization.  We  see  how  coaching,  mentoring  and 


leadership  development  efforts  bring  promising  executives 
to  their  full  potential.  We  know  how  appropriate  compen- 
sation models  can  attract,  motivate,  and  reward  talented 
people,  and  how  a  company's  investment  in  talent  is 
returned  many  times  over.  And  we  can  attest  to  the  long- 
term  value  that  accrues  to  corporations  able  to  retain  their 
key  executives.  In  short,  when  we  say  that  people  create 
for  our  clients  the  one  advantage  their  competitors  can't 
imitate,  we  speak  from  experience. 

We  also  have  the  privilege  of  learning  from  experi- 
ence -  from  the  corporate  leaders  who  every  day  prove 
that  high  performance  and  rock-solid  integrity  go 
hand-in-hand.  Leaders  Talk  Leadership:  Top  Executives 
Speak  Their  Minds  (Oxford  University  Press,  September 
2002)  is  a  landmark  result  of  our  effort  to  add  continu- 
ously to  our  knowledge  base.  In  this  unique  and 
unprecedented  compendium  of  leadership  perspec- 
tives, more  than  fifty  of  the  business  world's  renowned 
and  accomplished  leaders  spell  out,  in  their  own  words 
and  from  their  own  experience,  the  philosophies  and 
strategies  they  have  used  to  transform  their  companies 
and  keep  their  edge  in  an  ever-shifting  marketplace.  The 
book  contains  a  wide  range  of  voices,  as  you  would  expect 
from  a  group  that  spans  from  A.G.  Lafley  of  Procter  & 
Gamble  to  Ken  Chenault  of  American  Express  to  Ed  Tian 
of  China  Netcom.  Luminaries  such  as  Michael  Dell  of  Dell 
Computer.  Hank  McKinnell  of  Pfizer.  Heinrich  von  Pierer 
of  Siemens,  Fred  Smith  of  FedEx.  Steve  Reinemund  of 
PepsiCo.  Ken  Lewis  of  Bank  of  America,  and  IBM's  Linda 
Sanford  also  weighed  in  with  their  forward-thinking 
perspectives  of  leading  in  today's  environment. 

We  also  tapped  the  academic  community  for  insight, 
featuring  leadership  scholars  such  as  Jay  Conger  of  London 
Business  School,  Mohanbir  Sawhney  of  Kellogg  School  of 
Management  at  Northwestern  University,  Jeffrey  Pfeffer 
of  Stanford  University  and  Elspeth  Murray  of  Queen's 
University  as  well  as  Good  to  Great  author  Jim  Collins  and 
Leading  Change  author  John  Kotter. 

Yet  from  this  diversity  of  industries,  geographies  and 
philosophies,  a  single,  overarching  theme  emerges:  The 
greatest  single  asset  of  any  organization  is  its  people. 
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That  belief  supports  the  value  of 
our  proposition  to  clients.  It  is  our 
"true  north"  principle  that  guides  the 
three  disciplines  that  form  the  core  of 
our  services:  acquiring,  assessing 
and  developing  talent. 

Acquiring  Talent.  This  is  the  bedrock 
on  which  our  other  disciplines  are  built, 
and  the  foundation  on  which  our  firm 
was  built  nearly  50  years  ago.  In  recent 
years,  corporations  have  embraced 
outsourcing,  limiting  their  own  activi- 
ties to  a  handful  of  core  competencies 
and  turning  over  non-core  functions  to 
outside  specialists.  Further,  many  chief 
executives  see  the  value  in  partnering 
with  a  third-party  expert  to  assist  with 
their  talent-acquisition  efforts. 

Is  that  notion  far-fetched?  At 
Heidrick  &  Struggles,  all  our  skills  and 
energies  go  into  assessing  and  acquiring 
talent,  and  putting  systems  in  place  to 
develop  and  retain  it.  Our  experience 
over  the  decades  with  thousands  of 
corporate  clients  has  taught  us  that 
companies  are  in  many  ways  like  tribes, 
each  with  a  distinct  culture  and  a  set  of 
values  that  guide  each  employee's 
choices  and  decisions.  We  have 
learned  that  companies,  like  tribes, 
need  regular  infusions  of  new  DNA  to 
combat  insularity,  and  to  stultify 
unchallenged  reasoning,  arrogance 
and  complacency.  But  by  the  same 
token,  we  recognize  that  cultures  are 
fragile.  They  can  be  traumatized  by  a 
sudden,  overwhelming  influx  of  new- 
comers who  don't  understand  the 
culture  and  can't  pass  on  a  company's 
signature  way  of  getting  things  done. 
Whether  or  not  corporate  leaders  seek 
our  help,  I  would  remind  them  that  one 
of  their  most  delicate  and  crucial  tasks 
is  to  strike  a  well-blended  balance 
between  the  infusion  of  outside  talent 
and  the  development  of  tenured,  high 
potential  people.  It  is  no  simple  under- 
taking to  preserve  a  culture  while  at  the 
same  time  energize  it  with  new  people 
who  bring  with  them  new  ideas,  fresh 
ways  of  thinking,  creative  friction,  and 
best  practices. 

Assessing  Talent.  Business  places  a 
great  deal  of  emphasis,  and  rightly  so, 
on  quantitative  and  strategic  skills.  But 
how  often  are  those  skills  brought  to  bear 
on  the  most  important  decisions  any 
leader  makes,  that  is,  decisions  about 
people?  Too  often,  assessment  of  high 
potential  employees  is  a  hit-or-miss 
process  that  depends  too  heavily  on 


Excerpts  from 

Leaders  Talk  Leadership 

— esse — 

"it  is  critical  that  a  company  create  the 

kind  of  environment  in  which  people  really 

believe  they  can  learn,  grow  and  prosper. 

The  focus  has  to  be  on  developing  people." 

-  Ken  Chenault.  CEO,  American  Express  Company 

"The  great  companies  of the  future 

depend  on  the  outcome*  of  their  learning 

programs  today." 

-  Steve  Reinemund.  CEO,  PepsiCo 

"1  believe  that  leadership  is  a  privilege 

bestowed  on  you,  and  it  can  be  taken  away 

very  quickly.  The  critical  link  here  is  trust. 

If  you  don't  establish  that  bond  of  trust  and 

you're  not  always  credible,  then  you  will 

eventually  lose  the  ability  to  lead." 

-  Ken  Lewis,  CEO,  Bank  of  America 


intuition  and  subjective  criteria  rather 
than  on  competency-based  data  and 
rigorous  measurement. 

Heidrick  &  Struggles  offers  some- 
thing better  than  gut  instinct  and  shifting 
metrics.  Each  executive  assessment 
we  perform  is  a  meticulous,  three-to 
four-hour  interview  that  inventories 
an  individual's  competencies,  using 
360-degree  reviews,  an  analysis  of  human 
resource  data,  and  industry-leading  psy- 
chometric testing.  Conducted  by  highly 
skilled  professionals,  our  assessments 
deliver  a  detailed,  unbiased  third-party 
view  of  an  organization's  senior-level 
executives.  Using  this  data,  CEOs  can 
evaluate  the  talent  they  have  on  hand 
and  decide  whether  to  acquire  more 
from  the  marketplace  or  fill  an  open 
position  with  an  internal  candidate. 
What's  more,  our  assessments  can  help 
companies  design  strategic,  competen- 
cy-based developmental  plans  for  high 
potential  executives. 

Developing  Talent.  People  who  can 
make  their  impact  felt  throughout  an 


entire  organization  are  rare,  and  com- 
petition for  their  services  grows  hotter 
by  the  day.  As  it  becomes  more  and 
more  difficult  to  tap  the  employment 
market  for  highly  specific  skills  and 
experience,  successful  corporations 
will  learn  to  recognize  and  develop 
the  talent  they  already  have  on  the 
payroll.  Indeed,  I  predict  that  in  the 
majority  of  tomorrow's  leading-edge 
companies,  professional  development 
programs  will  be  institutionalized  to 
an  unprecedented  degree.  The  pur- 
pose of  developing  talent  is  to  ensure 
that  executives  are  working  at  their 
peak,  and  our  executive  coaching 
service  is  an  excellent  mechanism  to 
develop  key  people.  Heidrick  & 
Struggles  has  the  expertise  to  create 
these  development  programs,  crafting 
unique  solutions  geared  to  each 
client's  industry,  strategy,  and  culture. 

It  is  often  said  that  the  sole  con- 
stant in  business  is  change.  But 
change  is  not  necessarily  chaos.  For 
the  most  part,  change  is  good.  We  can 
trace  the  forces  that  produce  change, 
learn  to  prepare  for  it  -  and  even  turn 
change  to  our  advantage.  Our  years 
spent  in  the  marketplace  for  talent 
have  only  deepened  my  belief  that 
people  are  the  key  to  that  effort. 
Everything  we  have  learned  confirms 
our  sense  that  talent,  when  properly 
positioned,  developed,  recognized 
and  rewarded,  is  the  only  source  of 
lasting  competitive  advantage. 

If  you  want  to  learn  how  many  of  the 
world's  successful  corporate  leaders 
feel  on  this  topic,  I  encourage  you  to 
pick  up  a  copy  of  Leaders  Talk 
Leadership. 

Companies  often  claim  that  their 
people  are  their  most  important  asset. 
The  leading  businesses  of  tomorrow 
will  be  those  that  understand  that 
their  people  are  also  their  most  impor- 
tant strategy. 


Heidrick  &  Struggles  International,  Inc.  (Nasdaq:  HSII)  is  the  world's  premier 
provider  of  executive  search  and  leadership  consulting  services,  operating 
from  principal  cities  primarily  in  North  America,  Europe,  Latin  America, 
and  Asia  Pacific.  Its  core  business,  Heidrick  &  Struggles  Executive  Search 
has  been  an  industry  leader  for  nearly  50  years,  specializing  in  senior-level 
management  assignments  for  a  broad  spectrum  of  clients  representing 
every  industry.  The  company  has  expanded  its  range  of  complementary 
leadership  services  to  include  the  recruitment  of  emerging  talent,  executive 
assessment,  interim  executive  placement,  and  professional  development 
services   such   as   coaching   and   executive   education.    For   more 
intormation,  email  CEO@Hcidrick.com  or  visit  its  website  at  www.heidrick.com 

On  Sale  Now!  Leaders  Talk  Leadership:  Top  Executives  Speak  Their  Minds  (Oxford 
University  Press).  Editors:  Meredith  D.  Ashby  and  Stephen  A.  Miles  of  Heidrick  &  Struggles 
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PROFIT  &  GLOSS 

WHAT  AUDITORS 
STILL  NEED:  SPINE 


THINK  AUDITORS  ARE  CRACKING 

down  since  the  accounting 
scandals  at  Enron,  World- 
Com, and  other  corporate  gi- 
ants? Think  again.  A  recent 
survey  of  170  chief  financial 


EDITED  BY  SHERIDAN  PRASSO 


officers  by  cfo  Magazine 
found  that  38%  said  audi- 
tors questioned  their  results 
in  the  past  year. 

Of    those     challenged, 
most  refused  to  back 
down:  25%  persuaded 
the  auditor  to  agree  to 
the  practice  in  ques- 
tion,   and    32%    con- 
vinced the  auditor  that 
the  r^HfcLwere  immaterial, 
lade  changes  to 
win  the  auditor's  approval. 

That's  alarming  to  Lynn 
Turner,  former  chief  account- 
ant at  the  Securities  &  Ex- 
change Commission  and  a 
professor  at  Colorado  State 
University.  "There  is  still 
gaming  of  the  numbers  go- 
ing on  that  is  not  being  fer- 
reted out  by  the  auditors," 
he  says.  He  points  to  an  ear- 
lier  cfo  Magazine  survey 


TALK  SHOW  "We  could  have  indicted,  convicted,  and 
destroyed  Merrill,  and  that  would  have  been  insane.  J? 

— Eliot  Spitzer,  New  York  State  Attorney  General,  explaining  his 
office's  $100  million  settlement  with  Merrill  lynch 


W 


that  had  17%  of  respondents 
admitting  that  CEOs  pres- 
sured them  to  misrepresent 
results,  cfo  Editor  Julia 
Homer  is  more  sanguine.  She 
believes  that  many  audit  chal- 
lenges are  minor  and  that 
more  companies  are  chang- 
ing poor  practices. 

Maybe,  but  it's  hard  to 
give  cfos  the  benefit  of  the 
doubt  when  they're  resisting 
even  the  most  modest  re- 
forms. The  magazine  found 
that  about  half  the  cfos  in 
the  survey  published  in  Sep- 
tember did  not  believe  audit 
firms  should  be  banned  from 
providing  consulting  services 
to  clients  and  52%  opposed 
rotating  auditors  on  a  regular 
basis.  New  regulations  bar 
auditors  from  providing  some 
consulting  services  and  man- 
date that  the  person  leading 
the  audit  be  rotated  every 
five  years.       Wendy  Zellner 


OVER  THERE 


TAXING  THE  WAGES  OF  SIN 


A  MASSIVE  INFLUX  OF  FOREIGN 

sex  workers — and  the  health 
and  crime  risks  that  come 
with  it — are  forcing  European 
governments  to  reconsider 
old  attitudes  toward  prosti- 
tution. Germany  and  the 
Netherlands  have  recently 
passed  laws  that  regulate  the 
sex  trade.  Now  Italy  and 
Scotland  are  considering  sim- 
ilar measures.  "It  offers  a 
more  pragmatic  solution  by 
considering  prostitution  as  a 
kind  of  labor,"  says  Marieke 
van  Doorninck,  a  consultant 
at  the  Institute  for  Prostitu- 
tion Issues  in  Amsterdam. 

Soliciting    sex    has    long 
been  illegal  in  Europe,  but 


authorities  mostly  looked  the 
other  way  so  long  as  prosti- 
tutes stayed  in  red- 
light  districts.  Now, 
with  hookers  invad- 
ing once-quiet  neigh- 
borhoods, politicians 
are  being  forced  to 
address  the  issue. 

Europe's  capitals 
are  also  discovering 
what  the  underworld 
has  long  known:  Sex 
is  a  good  source  of 
revenue.  The  Neth- 
erlands now  collects 
sales    and    income  " 
taxes  from  licensed  brothels. 
In  return,  sex  workers  get 
health  care,  unemployment 


HOLLAND:  She 

gets  a  pension 


insurance,  and  pensions. 
(Their  clients  pay  30%  more 
than  on  the  street.)  Germany 
expects  to  start  taxing  the 
trade  this  year.  There's  pres- 
sure for  similar  action  in  Italy. 
Despite  Vatican  op- 
position, Prime  Min- 
ister Silvio  Berlus- 
coni is  considering 
sanctioning  brothels. 
And  the  Scottish 
Parliament  will 
look  at  a  bill  to  cre- 
ate "prostitution  tol- 
erance zones." 

Some,  such  as 
France,  still  want  to 
end  the  sex  trade. 
But  experience  has 
convinced  other  gov- 
ernments that  it's  better  to 
tax  sin  than  to  ban  it. 

Christina  W.  Passariello 


SPORTS  BIZ 

HALLS  OF  FAME 
HIT  THE  ROAD 


COOPERSTOWN-ON-THE-HUDSC 

By  late  2004,  if  all  goes  w 
sports  buffs  will  no  long 
have  to  trek  to  upstate  N 
York;  Canton,  Ohio;  or  Sprii 
field,  Mass.,  to  visit  the  thi 
big  sports  halls  of  fax 
(baseball,  football,  and  b< 
ketball).  They  can  just  vi 
New  York  City. 

No,    the    sports    shri 
aren't  moving  to  the  Big  A 
pie.  After  last  year's  terror 
attacks,  entrepreneur  Phi] 
Schwalb's  Meaningful  Ente 
tainment  Group  began  pla 
ning  the  American  Spor 
Experience,  a  40,000-squar 
foot,  $51  mil- 
lion adjunct  to 
the  three  halls, 
likely  to  be  in 
lower  Manhat- 
tan or  Harlem. 
Says  Schwalb, 
who  was  once 
affiliated  with 
museum  design 
firm      Edwin 
Schlossberg 
Inc.:     "We've 
spoken   to   all 
the      leagues 
and     all     the 
halls,  and  gen- 
erally,     we've 
had  a  favorable 
reaction." 

Foreign-born  pros  such  s 
basketball's  Yao  Ming 
baseball's  Ichiro  Suzuki  ar 
boosting  global  interest 
U.S.  sports.  That  should  hel 
draw  the  overseas  tourist 
who  come  to  New  York  bu 
are  unlikely  to  travel  an 
farther.  Robert  McNa\ 
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THF  t.tst   SHRINKING  INVESTMENTS 


Countries  received  far fewer  crossborder  private  investments  last  year  than  the  year  before  as  global  capital  flows  slowed. 
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Data:  U.N.  Conference  on  Trade  &  Development,  World  Investment  Report  2002 


N  mothers 


of  invention 


:y  weren't  exactly  born  to  be  wild.  But  these  three  mothers  gave 
:h  to  a  concept  that  shook  up  an  industry. 
3bie  and  Kathy  were  working  at  a  Pratt  S.  Whitney  warehouse 
?  day  when  an  idea  hit  them.  So  they  shared  it  with  Archie  from 
irmation  Technology.  And  before  you  know  it,  their  idea  grew  into 
ully  automated.  Web-enabled  information  system  that  handles 
annual  production  and  maintenance  of  over  1,000  Pratt  S.  Whitney 
>ines,  each  with  28,000  separate  parts.  More  than  $2  billion  worth 
stock  is  now  delivered  with  an  on-time  fill  rate  of  over  95%. 
ring  time,  aggravation  and  millions  of  dollars. 

w. utc.com    NYSE:utx 


This  information  system  now  tracks  aerospace  parts 
at  sister  company  Hamilton  Sundstrand.  And  there 
are  plenty  of  other  relatives  to  visit. 
When  they  showed  up  for  work  that  day.  it  wasn't 
their  job  to  revolutionize  supply-chain  management. 
They  just  happen  to  work  at  a  United  Technologies 
company  where  it's  understood  ideas  change  the 
world  and  the  mother  of  invention  isn't  always 
necessity.  Like  in  this  case,  when  it  was  Debbie. 
Kathy  and  Archie. 


%  United 
Technologies 


IS      •      CARRIER 


PRATT    &.    WHITNEY      •       SIKORSKY 


HAMILTON    SUNDSTRAND 


UTC    FUEL    CELLS 


NEXT    THINGS    FIRST 


mm 


Up  Front 


CITYSCAPES 


FRENCH  FURNITURE* 
FOR  U.S.  SIDEWALKS 

THE   SIDEWALKS   OF   CHICAGO 

and  Los  Angeles  will  soon 
boast  the  hottest  French  im- 
port   since    perfume    and 
champagne:    sleek    new 
bus    shelters    by    out- 
door advertising  giant 
JCDecaux.    The    Paris- 
based  company  recent- 
ly   signed    with 
Chicago  and  L.A. 
to  install  thousands 
of  shelters,  advertising 
kiosks,  and  other  side- 
walk amenities  in  ex- 
change for  the  right  to 
sell  ad  space  on  them. 

Decaux  pioneered  so- 
called  "street-furniture" 
advertising  in  France  in 
the     1960s     and     has 
spread  the  concept  to 
major  cities   across 
Europe.  "It's  a  model 
we  can  export  any-   SHELTER:  New 
where,"  says  co-Chief  advertising  venue 


Executive  Jean-Francois  De- 
caux. Now  the  company  is 
taking  aim  at  North  Ameri- 
ca, where  it's  gearing  up  to 
bid  for  an  even  bigger  deal 
in  New  York  next  year.  In  a 
recent  contract  with  Vancou- 
ver, as  well  as  the  one  in 
L.A.,  Decaux  bid  jointly 
with  the  outdoor  advertis- 
ing unit  of  Viacom. 

It's  classy  stuff:  De- 
caux uses  famous  de- 
signers such  as  Philippe 
Starck.  In 
Europe, 
Decaux  bus 
shelters  are  so  well 
maintained  that  up- 
scale  brands   such 
as    Christian   Dior 
and  Chanel  happily 
advertise  on  them. 
One  thing  they  can 
count    on    is    that 
no  matter  how  bad 
the    economy 
gets,    there 
will  always  be 
pedestrians. 
Carol  Matlack 


I 


FAMILY  FEUDS 

PAPAS  GOTTA 
BRAND  NEW  MESS 

TO  HIS  TWO  DAUGHTERS,  R&B 

legend  James  Brown  is  the 
godfather  of  bad  faith,  not 
soul.  Deanna  Brown  Thomas 
and  Yamma  Brown  Lumar 
are  suing  their  74-year-old  fa- 
ther in  a  federal  court  in  At- 
lanta for  $1  million. 

They  allege  he  owes 
them  no  less  than 
$200,000  in  royal- 
ties for  at  least 
23     songs     they 
helped  him  write, 
including  the  1976 
hit  Get   Up  Offa 
That        Thing, 
plus    an    addi- 
tional $800,000  in 
damages  for  breach 
of   contract.    Even 
though  they  were 
just  young  children 
at       the       time, 
Brown  lists  them  J  ■  JAMES 
as  co-writers  on  IW  BROWN 


his  albums  and  sheet  music. 
The  daughters  declined  to 
discuss  the  suit,  but  their  at- 
torney, Gregory  Reed,  says, 
"This  is  painful  for  the 
daughters,  to  say  the  least." 
Neither  Brown  nor  his  attor- 
ney would  comment. 

The  eldest  daughter,  33- 
year-old  Thomas,  had  her  fa- 
ther committed  to  a  psychi- 
atric hospital  for  painkiller 
addiction    in    1998.    When 
Brown  emerged   a  year 
later,  he  vowed  publicly 
that    his    daughters 
f   "would  never  get  a 
dime  from  him,"  the 
suit    says.    Later, 
Brown      tried      to 
settle,     offering     the 
$200,000  in  royalties— 
but  only  if  the  daugh- 
ters surrendered  all 
copyrights  to  songs 
on  which  they're 
credited.      They 
refused.  So  much 
for  family  har- 
mony.  Charles 
Haddad 


DO  VOU  THINK"   MAYBE 
TWS  C*£Ci/7"IXF  COMPENSATION 
TUIKIO.  WAS  GoTTftV  Jt/JT  K 
Z.ITT-IE  OuT  OF  control.  ? 


TH£  BOARD  OP 
DIOKTORS  APflSOV/fO 

Evcpycxfoe 
■mesc  petVKs. 


we  KNOW. 

BOAM>  OF 
Dl  ft  ECTOftS. 


AD  BUCKS 

ONE  TAILOR  WHO 
REFUSES  TO  TRIM 

THE     WEAK     ECONOMY     HAS 

forced  a  sharp  pullback  in  ad- 
vertising. But  one  advertiser 
who  still  appears  to  be  going 
strong  is  William  Sani,  owner 
of  privately  held 
Hong  Kong  Grand 
Custom  Clothes. 

Sani,  who  has  sold 
men's  suits  for 
decades  from  travel- 
ing showrooms  set 
up  in  hotels  around 
the  country,  spends 
millions  advertising 
them  in  eight-page 
pull-outs  in  The  Wall  Street 
Journal,  Barron's,  and  The 
New  York  Times.  In  his  some- 
what campy  ads,  Sani  poses 
with  his  wife,  kids,  and  family 
dog,  and  he  spices  the  copy 
with  such  phrases  as  Om  Sai 


Ram  ("Hail  Lord  Rama' I 
Hindi).  Notoriously  secret | 
Sani  does  not  speak  to 
press — and  declined  comrrl 
for  this  story.  But  throughj 
terviews  with  his  ad  agej 
and  others,  BusinessWeek 
learned  this  about  the  Ir 
native:  He  lives  in  Califor 
has  his  headquarters  in 
Vegas,  and  oper 
production  faciliti 
from    Hong    Ko| 
He  built  up  a  re] 
tation   by   word 
mouth,  and  a  follcl 
ing    of   loyal,    wj 
heeled  clients. 

Sani  is  a  welcol 
sight  for  sore  pull 
cations:  The  Joiml 
ads,  for  example,  cost  §\ 
million.  Marvels  Stephl 
Howe,  who  until  mid-Stl 
tember  was  vice-president  I 
advertising  at  the  Journ\ 
"Isn't  it  arresting?" 
Brian  Grow  and  Dean  Foil 


THE  BIG  PICTURE 


GOLDEN  PARACHUTES 

Most  CEOs  get  two  to  three  years'  severance  pay,  plus  generou| 
bonuses.  Below,  the  severance  guaranteed  to  100  chief  execs: 


AT  LUST  TWO  YEARS 
BUT  LESS  THAN  THREE 


THREE  YEARS 


BETWEEN 

ONE  AND       L  LESS  THAN      UNAVAILABLE     UNTIL  THE  END  OF  THEIR 

TWO  YEARS        A  YEAR  EMPLOYMENT  CONTRACT* 

*IF  FIRED  MIDC0NTRACT 
PUBLICLY  AVAILABLE  CEO  AGREEMENTS  FROM  100  OF  THE  500  LARGEST  C0MPANIE!  I 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront    businessweek.com 
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Chapter  4  Co 


sparing  Expenses 


This  is  about 
the  parents  who  managed  to  squeeze  out 

one  more  semester  of  college 

by  getting  rid  ofwhat  stood  in  their  way. 

^V  lot  of  investors  ask  the  same 
question  when  it  comes  to  saving 
for  a  child's  college  education. 
Where  is  the  money  going  to 
come  from?" 

Comparing  mutual  fund 
expenses  could  be  part  of  the  answer.  For  example,  take  a 
fund  with  an  expense  ratio  of  1 .3  percent  versus  one  with 
an  expense  ratio  of  just  .3  percent. 
Applied  to  an  initial  $5,000 
investment,  with  subsequent  annual 
investments  of  $5,000,  returning 
10  percent  and  compounded 

over  15  years,  the  difference  adds  #    — — ^ 

up  to  $15,398.  That's  a  semester,  and  then  some. 


To  get  your  expenses  in  order,  call 


or  visit  us  at  Vanguard.com!  We  can  help. 


us  at  1-800-962-5027 


1-800-962-5027 

www.vanguard.com 


TH^femguardGROup. 

Invest  in  our  way  of  investing: 


5,  including  risks,  charges,  and  expenses,  call  for  a  prospectus.  Read 
:  The  Vanguard  Group,  Inc.  All  rights  reserved.  Vanguard  Marketing  Corporation,  Distributor. 


IBM  recommends  Microsoft  Windows  XP  Professional  for  Business. 


halfway  through  the  fall/winter  line 


Charles  Nolan,  Designer,  Anne  Klein 


ThinkPad       Where  do  you  do  your  best  thinking? 


Over  900  awards  in  the  last  ten  years  for  design  and 
functionality.  A TrackPoint  and  a  touchpad  on  select 
models  -  so  you  can  choose  how  to  navigate. 
Intelligent  design.  It's  just  one  of  the  reasons  why 
some  of  the  world's  most  successful  people  choose 
ThinkPad   notebook  computers.  Select  models 
feature  a  Mobile  Intel    Pentium  4  Processor-M  for 
outstanding  performance  and  mobility.  Call 
1.877.thinkpad  or  visit  ibm.com/thinkpad/think 


' 


pentium  q 


BM product  names  are  trademarks  or  registered  trademarks  ol  International  Business  Machines  Corporation  Intel  the  Intel 
Inside  logo  and  Penltum  are  trademarks  or  reg.stered  trademarks  ol  Intel  Corporat.on  o.  its  subsidiaries  in  the  United  States  and 
other  <  ountr.es  All  other  company  names  are  trademarks  ol  the.,  respective  companies  <  2002  IBM  Corp  All  rights  reserved 


BusinessWeek 


EDITOR-IN-CHIEF:  Stephen  B.  Shepard 

MANAGING  EDITOR:  Mark  Morrison 

ASSISTANT  MANAGING  EDITORS: 

Joyce  Bamathan,  Frank  J.  Comes.  Robert  J.  Dowling,  Kathy  Rebello 

ART  DIRECTOR:  Malcolm  Frouman 

CHIEF  OF  CORRESPONDENTS:  James  E.  Ellis 

ONLINE  EDITOR:  Bob  Arnold 

EDITORIAL  PAGE  EDITOR:  Bruce  Nussbaum 

CHIEF  ECONOMIST:  Michael  J.  Mandel 

SENIOR  EDITORS:  James  C.  Cooper  (Bus.  Outlook),  Peter  Elstrom,  Neil 

Gross.  Mary  Kuntz.  Jeffrey  M.  Laderman,  Christopher  Power,  Jane  A. 

Sasseen,  Ciro  Scotti,  John  Templeman,  Lee  Walczak  (Washington), 

Elizabeth  Werner 

SENIOR  WRITERS:  Catherine  Arnst.  Stephen  Baker,  Robert  Barker, 

Aaron  Bernstein,  Anthony  Bianco,  John  A.  Byrne.  Gene  G.  Marcial.  Otis 

Port,  Paul  Raebum,  Gary  Weiss 

ECONOMICS:  Peter  Coy  (Economics  ed.).  Kathleen  Madigan  (Bus. 

Outlook  ed.).  James  Mehring,  Margaret  Popper.  William  Wolman, 

Seymour  Zucker  (Sr.  contributing  eds.).  Christopher  Farrell.  Gene 

Koretz  (Contributing  eds.) 

INTERNATIONAL:  Patncia  Kranz  (European  Edition  ed.):  Michael  S. 

Sen-ill  (Sr.  ed.):  David  Rocks,  Pete  Engardk),  (Sr.  news  eds.);  Rose 

Brady  (Sr.  writer);  Cristina  Lindblad  (Europe),  John  Koppisch  (Int'l. 

finance) 

ASSOCIATE  EDITORS:  Robin  Ajello,  Dan  Beucke,  Diane  Brady,  Nanette 

Byrnes.  Amy  Dunkin,   Mike  France,  Toddi  Gutner,  Steve  Hamm, 

David  Henry,  Gerry  Khermouch.  Julia  Lichtblau,  Robert  McNatt.  Ira 

Sager,  Eric  Schine.  Marcia  Vickers 

PICTURE  EDITOR:  Larry  Lippmann 

MANAGING  ART  DIRECTOR:  Jay  Petrow 

SENIOR  ART  DIRECTOR:  Steven  Taylor 

INTERNATIONAL  ART  DIRECTOR:  Christine  Silver 

DEPARTMENT  EDITORS:  Books:  Hardy  Green  Computers:  Spencer  E.  Ante. 

E-Business:  Timothy  J.  Mullaney.  Finance  8.  Banking:  Emily  Thornton, 

Heather  Timmons.  Industries:  Adam  Aston.   Internet:  Heather  Green. 

Management  Louis  Lavelle.  Markets  &  Investments:  Mara  Der  Hovanesian. 

Media:  Tom  Lowry.  People:  Susan  Berfield.   Personal  Finance:  Lewis 

Braham.   Carol    Marie   Cropper.   Susan   Scherreik.   Anne  Tergesen. 

Scoreboards:  Fredenck  F.  Jespersen  Telecommunications:  Steve  Rosenbush. 

Up  Front:  Sheridan  Prasso  (Sr.  news  ed).  Working  Life:  Michelle  Conlin 

CONTRIBUTING  EDITOR:  Mark  Hyman  (Sports  Business) 

STAFF  EDITORS:  Jennifer  Merritt.  Kimberly  Weisul 

COPY  EDITORS:  Prudence  Oowther.  Harry  Maurer.  Marc  Miller  (Deputy 

chiefs);  Jim  Taibi  (Asst  chief);  Tim  Belknap.  Aleta  Davies,  Doug  Royalty 

(Sr.);  Joy  Katz.  Barry  Maggs.  Anne  Newman.  David  Pengilly,  Malka 

Percal,  Monica  Roman.  Lourdes  Valenano  Researchers:  Maria  Chapin,  Gail 

Fowler,  Aida  Rosario 

PRODUCTION  COPY  EDITORS:  Larry  Dark  (Chief);  Celine  Keating.  Robert 

J.  Rosenberg  (Deputy  chiefs);  Alethea  Black.  Sarah  B.  Davis,  Robert  S. 

Norman.  David  Purcell.  Victoria  Rubin 

ART:  Don  Besom,  Alice  Cheung,  Gary  Falkenstem  (Assoc,  dirs.):  Jamie  Eteis, 

Edith  Gutierrez.  Ron  Plyman  (Asst.).  Graphics:  Joan  Danaher  (Director);  Rob 

Doyle  (Deputy  dir.);  Laurel  Daunis  Allen.  Joe  Calviello,  Roger  Kenny, 

Alberta  Mena.  Ray  Vella:  Eric  Hoffmann  Imaging: James  Leone  (Mgr.).  Alan 

Bomzer  (Asst.).  Neal  Fontana.  Nita  Le.  Rich  Michiel.  Leo  Nieter.  Joseph 

Rhames 

PHOTO  EDITORS:  Scott  Mlyn,  Ronnie  Weil  (Deputies);  Anne  D'Aprix, 

Kathleen  Moore,  Andrew  Popper.  (Assoc):  Lucy  Conticello.  Sarah  Greenberg 

Morse  (Asst);  M.  Margarita  Eiroa  (Traffic  mgr.):  Borte  Hughes,  Mindy 

Katzman.  Lori  Perbeck  (Researchers) 

EDITORIAL  OPERATIONS:  Susan  Fingerhut  (Director);   Ken  Machlin- 

Lockwood  (Mgr.).  Karen  Butcher.  Francisco  Cardoza,  Thomas  R.  Dowd. 

Stephen  R.  Lebron,  Kim  Maenak,  Jose  L  Martin,  Peter  K.  Niceberg.  Jane 

M.  Perkinson,  Karen  Turok.  Use  V.  Walton  (Edit  map  mgr.).  Mark  Lang 

EDITORIAL  TECHNOLOGY:  Y.  Steve  Ben-Ari,  Yo-Lynn  Hagood.  Steven 

McCarthy.  Anoop  Srivastava.  Craig  Sturgis.  Mauro  Vaisman 

ONLINE:  Michael  Mercurio  (Managing,  ed).  Arthur  Eves  (Creative  dir.).  A. 

Peter  Clem,  John  A.  Dierdorff.  John  Johnsrud;  Will  Andrews.  Heather 

Barry,  Jaime  Beauchamp.  Jane  Black.  Joleen  Colpa.  Tory  Cracolice.  Roger 

Franklin.  Brian  Hindo.   Brian  Kelly.  Olga  Kharif,   B.   Kite.  Matt  Kopit, 

Jessica  Loudon,  Karyn  McCormack,  Justin  McLean.  Tzyh  Ng.  Patricia 

O'Connell,  Suzanne  Robitaille,  Alex  Salkever.  David  Shook.  Amey  Stone, 

Joshua  Tanzer,  Amy  Tsao,  Kathy  Vuksanaj,  Eric  Wahlgren.  Heesun  Wee 

CORRESPONDENTS:  Atlanta:  Dean    Foust    (Mgr.).    Charles    Haddad. 

Boston: William  C.  Symonds  (Mgr),  Faith  Keenan,  Geoffrey  Smith. 

Chicago: Joseph  Weber  (Mgr.).  Roger  0.  Crockett  (Deputy  mgr).  Michael 

Arndt  (Sr.  correspondent).  Robert  Bemer.  Julie  Forster.  Pallavi  Gogoi. 

Dallas:  Wendy  Zellner  (Mgr.).  Stephanie  Anderson  Forest  Andrew  Park. 

Detroit:  Kathleen  Kerwin  (Mgr).  Joann  Muller,  David  Welch   Los  Angeles: 

Ronald    Grover    (Mgr.);    Larry    Armstrong.    Christopher    Palmeri    (Sr. 

correspondents);  Arlene  Weintraub.  Philadelphia:  Amy  Barrett  (Mgr.). 

Seattle:  Jay  Greene  (Mgr.).  Stanley  Holmes.  Silicon  Valley:  Robert  D   Hof 

(Mgr),  Linda  Himelstein  (Sr.  correspondent).  Peter  Burrows.  Cliff  Edwards, 

Ben  Elgin.  Joan  O'C.  Hamilton.  Jim  Kerstetter,  Louise  Lee.  Washington: 

Paula  Dwyer  (Deputy  mgr.),  John  Carey  (News  ed.);  Rich  Miller  (Sr. 

writer);  Richard  S.  Dunham.  Howard  Gleckman,  Mike  McNamee  (Sr. 

correspondents).  Amy  Borrus,  Dan  Carney.  Laura  Cohn,  Stan  Crock.  Paul 

Magnusson.  Alexandra  Starr,  Stephen  H.  Wildstrom  OTech.  &  You).  Lorraine 

Woellert.  Cathenne  Yang;  Douglas  Harbrecht  (Online;  Sr.  news  ed.),  Beth 

Belton  (Online:  News  ed .).  Beijing:  Dexter  Roberts  (Mgr )  Bombay:  Manjeet 

Knpalani  (Mgr).  Frankfurt: Jack  Ewing  (Mgr),  David  Fairlamb.  Christine 

Tiemey.  Hong  Kong:  Mark  L.  Clifford  (Mgr.),  Frederik  Balfour.  Bruce 

Einhom.  London:  Stanley  Reed  (Mgr.).   Kerry  Capell    Mexico  City:  Gen 

Smith  (Mgr).  Moscow: Paul  Starobin  (Mgr.)   Paris: John  Rossant  (Mgr.), 

Card  MarJack.  Andy  Remhardl  Rome:  Gail  Edmondson  (Mgr.)  Seoul:  Moon 

Ihlwan.  Singapore:    Michael  Shari  (Mgr).  Tokyo:  Brian  Bremner  (Mgr.). 

Robert  Neff  (Contnb.  ed).  Chester  Dawson,  Irene  M.  Kunii 

EDITORIAL  SERVICES:  Broadcasting:  Ray  Hoffman    Business  Manager 

Barbara  Boynton  Communications:  Heather  Carpenter,  Christine  Fountaine. 

Andrew  Palladino.  Nancy  Sheed   Information  Services:  Jamie  B.  Russell 

(Director).  Susann  Rutledge  (Research  mgr ).  John  Cady  (Jechnology  mgr.), 

Fred  Katzenberg.  David  Polek.  Susan  Zegel  Office  Manager  Roselyn  Kopit. 

Readers  Report  Yvette  Hernandez.  Reprint  Permission:  Nancy  Johnson. 

Special  Asst.  to  Editor-in-Chief:  Christine  Summerson 


Editor's  Memo 


shall iizsr  mameHscv-: 


SHINING  A  LIGHT  ON  BOARDROOMS 

naco,  Archer  Daniels  Midland,  West- 
inghouse,  Walt  Disney,  and  Time 
Warner — all  of  which  soon  had  seri- 
ous problems  that  escaped  scrutiny 
by  weak  boards. 

This  year,  we've  expanded  our 
original  best  and  worst  list  to  include! 
three  new  categories:  most  improved  [ 
boards,  boards  that  need  work,  and 
the  Hall  of  Shame.  We're  happy  to 

report  that  some  compa-l 
nies  on  our  early  "worst"  | 
lists — among  them 
Waste  Management,  Dis-| 
ney,  Computer  Associ- 
ates, and  Cendant — are 
now  "most  improved."  Ir 
general,  the  trend  is  up 
for  nearly  all  the  compa- 
nies we  examined.  A  big| 
cleanup  is  under  way. 
In  raging  bull  mar- 
kets, good  governance 
may  not  matter  much  to| 
investors.  But  when 
companies  get  in  trou- 
~  ble,  investors  are  quick 
to  ask:  "Where  was  the  board?"  Once 
CEOs  are  called  upon  to  testify,  or 
when  the  stock  collapses  amid  allega- 
tions of  accounting  fraud,  or  when 
upper  management  pay  packages 
draw  ridicule,  it  is  too  late. 

Now,  as  in  1996,  our  rankings  are 
a  guide  to  which  boards  are  likely  to 
navigate  the  future  with  fewer 
mishaps. 


Back  in  1996,  before  Enron  was  a 
dirty  word,  BusinessWeek  issued 
its  first  report  card  on  corporate 
governance.  We  worked  from  the 
premise  that  boards  of  directors  are 
supposed  to  represent  shareholder  in- 
terests, not  management.  Which 
boards  were  doing  their  job?  And 
which  were  not? 

Little  did  we  know  what  the  next 
six  years  would  bring. 
At  that  point,  the  gov- 
ernance movement  was 
finally  beginning  to 
gain  traction.  Institu- 
tional shareholders  and 
governance  experts 
were  just  starting  to 
call  for  boards  to  as- 
sume more  active  over- 
sight, subject  strategic 
plans  to  rigorous 
scrutiny,  hold  the  boss 
to  high  performance 
standards,  and  assume 
responsibility  for  man- 
agement succession. 

For  our  first  Best  &  Worst  Boards 
rankings,  we  polled  the  largest  pen- 
sion funds,  money  management  firms, 
and  governance  experts.  We  focused 
on  each  board's  effectiveness,  ac- 
countability to  shareholders,  inde- 
pendence, and  corporate  performance. 
We  measured  each  board  against  a 
series  of  best  practices  by  studying 
its  composition,  directors'  attendance 
records,  compensation  plans,  and  oth- 
er criteria.  And  we  caused  a  stir. 

No,  we  didn't  cite  Enron,  World- 
Com, or  Tyco  as  companies  with  bad 
boards.  But  we  did  nail  Kmart,  War- 
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Its  all  in  the  approach. 

A  disciplined  approach  allows  you  to  do  what  others  can't. 
At  AEP,  discipline  guides  everything  we  do.  Our  long-standing 
commitment  to  risk  management  ensures  we  have  the  right 
internal  checks  and  balances.  And  we  use  our  top-notch 
financial  and  analytical  skills  wisely  to  deliver  value  across 
our  broad  range  of  businesses.  For  the  energy  leader  with 
the  discipline  to  perform  in  a  dynamic  market,  look  to  AEP. 


AEP  is  a  proud  sponsor  of  Cirque  du  Soleil  2002  North  American  Tours 
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PLOTS,  AGGRESSION,  DUPLICITY, 
...AND  HOMELAND  DEFENSE 

Why  go  it  alone  with  a  Bush-started 
war  on  Iraq  that  virtually  the  whole 
world  condemns  ("The  cost  of  fighting 
terrorism,"  "9.11:  What  has  changed," 
Special  Report,  Sept.  16)?  Because 
George  W's  Administration  wants  Iraq. 
Iran,  Arabia,  Syria,  Jordan,  Kuwait,  and 
Turkey  are  all  next  door.  It's  300  miles 
to  Israel  and  Palestine,  500  to  Cairo, 
and  a  strategic  gateway  to  Africa, 
where  the  U.  S.  has  no  presence.  There's 
direct  land  access  to  the  Persian  Gulf — 
and  a  dream  of  U.  S.  domination  of  the 
Middle  East,  with  lots  more  cheap  oil, 
all  in  the  name  of  countering  or  con- 
taining potential  terrorism. 

Leonard  Zane 
Sierra  Madre,  Calif. 

Let's  see ...  bomb-sniffing  dogs  are 
several  times  more  accurate  than  bomb- 
detecting  machines  and  several  times 
faster  to  deploy  ("High  tech  is  starting 
to  kick  in,"  Special  Report,  Sept.  16). 
Why  would  our  government  spend  bil- 
lions of  dollars  for  fallible  machines  over 
cheap,  reliable  dogs?  Oh,  of  course — 
dog  trainers  don't  hire  million-dollar  lob- 
byists and  don't  make  multimillion-dollar 
campaign  contributions. 

Chris  Cauble 
Helena,  Mont. 

There  aren't  enough  dollars  if  you 
think  security  is  something  that  can  be 
bought  ("Real  security  won't  come 
easy — or  cheap,"  Editorials,  Sept.  16). 
Taking  a  clue  from  software  engineer- 
ing, you  can  see  that  security  hinges 
on  simplicity  and  well-defined  communi- 
cations. That's  one  good  reason  wiry 
Microsoft  Corp.  will  have  to  start  over 
from  scratch  if  they  wrant  to  produce 
secure  systems  [instead  of]  never-ending 
security  patches.  On  a  societal  level, 
many  of  the  fixes  actually  cause  the 
problem — repressive  government  trig- 
gers opposition;  reduction  of  freedom 
breeds  resistance. 

Rogier  van  Vlissingen 
Riverdale,  N.Y. 

MBA  PROGRAMS  DON'T 
IMPROVE  THE  ETHICS  OF  EXECS 

It's  a  good  thing  that  MBA  programs 
are  no  longer  giving  short  shrift  to 
ethics  and  responsibility  ("For  MBAs, 
soul-searching  101,"  Management,  Sept. 
16).  But  will  it  do  any  good?  Business 
schools  also  ramped  up  ethics  after  the 
Wall  Street  scandals  in  the  1980s,  and 
we  can  see  how  successful  they  have 


been  at  getting  the  message  across. 

Our  research  on  MBA  students  and 
programs  makes  it  clear  that  for  teach- 
ing on  ethical  dilemmas  and  the  wider 
responsibilities  of  business  to  stick,  the 
content  needs  to  gravitate  from  the 
ethics  classroom  into  the  courses  that 
matter  in  the  mba  hierarchy — strategy, 
risk  management,  finance,  accounting. 
Ethics  courses  are  at  best  marginalized 
and  at  worst  resented. 

The  recruitment  market  continues  to 
rewrard  "hard"  skills  at  the  expense  of 
the  real-life  skills  and  values  clarification 
that  are  at  the  base  of  ethical  decision- 
making. MBA  students  expect  to  have 
to  compromise  their  values  in  the  work- 
place. They  may  know^  the  difference 
between  right  and  wTong,  but  are  they 
equipped  with  the  strategies  and  skills 
to  [enact  changes  in  the  system]  without 
putting  their  jobs  on  the  line? 

Judith  F.  Samuelson 
Aspen  Institute 
New  York 
Editor's  note:  The  writer  is  executive 
director  of  the  Initiative  for  Social  In- 
novation through  Business. 

DRUGS  THAT  DON'T  WORK 

DO  REAL  DAMAGE 

Gary  S.  Becker  does  not  seem  to  re- 
alize that  an  ineffective  drug  is  danger- 
ous, because  it  allowTs  the  disease  to 
progress  and  prevents  the  use  of  an- 
other drug  that  could  have  been  effec- 
tive ("Get  the  FDA  out  of  the  wray,  and 
drug  prices  will  drop,"  Economic  ViewT- 
point,  Sept.  16).  In  pharmaceutical  re- 
search, there  is  a  constant,  but  neces- 
sary, antagonism  betwTeen  scientists  and 
managers.  The  ever-looming  threat  of 
Food  &  Drug  Administration  action  of- 
ten tips  the  scale  in  favor  of  the  scien- 
tists. Relax  the  FDA  insistence  on  effi- 
cacy, and  the  managers  will  win.  But 
managers  do  not  discover  new  drugs; 
scientists  do.  Scientists  in  pharmaceuti- 
cal houses,  in  the  FDA,  and  in  medicine 
all  support  the  need  for  efficacy. 

Donald  A.  Windsor 
Norwich,  N.Y. 
Editors  note:  The  writer  has  spent  three 
decades  in  pharmaceutical  R&D. 

A  BIG  HOLE  IN 

UMBRELLA  INSURANCE  POLICIES? 

The  only  thing  worse  than  not  having 
insurance  is  thinking  you  do  wrhen  you 
really  don't  ("Dogs  and  teen  drivers 
could  leave  you  broke,"  BusinessWeek 
Investor,  Sept.  16).  The  only  time  I  tried 
using  my  umbrella  policy,  my  consis- 
tently top-rated  company,  wrhich  had  all 


CORRECTIONS  &  CLARIFICATIONS 

In  "Microsoft's  PC  megabite"  (Up  Fror 
Sept.  16),  the  SYSMAR710  and  the 
MAR150  PCs  from  Microtel  Computer  Sy 
terns  do  not  include  a  monitor,  contrary] 
what  was  reported. 

The  photo  in  "Gas  guzzlers  are  safer?  Pl 
bunk"  (Environment,  Sept.  9)  depicted! 
Dodge  Ram  3500  Quad  Cab  SLT  but  list 
specs  for  the  1500  model.  The  3500  weig 
approximately  6,200  pounds,  with  11/ 
mpg.  The  data  on  death  rates,  howev»| 
were  for  all  models  of  Dodge  Ram. 


of  my  insurance  business  for  38  ye;| 
refused  coverage  because  the  suing 
son  "alleged"  that  I  caused  intentic 
harm.  Intentional  harm  is  not  cover 
seems,  even  if  only  alleged. 

Harry  E.  Rodman] 
Pownal, 
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WHY  YOU  WON'T  SEE  NYL  ON  NYSE,  NASDAQ 
OR  ANY  OTHER  STOCK  EXCHANGE  FOR  THAT  MATTER. 


You  won't  see  New  York  Life  listed  on  a  stock  exchange  because  we're  a 
mutual  company.  Being  mutual  means  we're  owned  by  our  policyholders,  not 
stockholders.  Rather  than  focusing  on  guarterly  results,  we  care  about  the  long  term. 
After  you  buy  a  New  York  Life  policy,  you  may  not  need  us  for  years,  or  even  decades. 
But  when  you  do,  we'll  be  there.  To  us,  our  policyholders  are  really  buying  a  promise  - 
that  we'll  be  here  to  pay  a  claim,  fund  your  retirement,  or  pay  for  nursing  home  costs. 
That's  why  New  York  Life  focuses  on  what  really  matters  in  the  long  term:  financial 
strength  and  integrity.  You  can  trust  that  we'll  keep  our  promises  to  you,  just  as  we  have 
for  over  155  years. 


The  Company   You  Keep. 

WWW.NEWYORKLIFE.COM/MUTUALITY 
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THE  GREAT  TAX  WARS 

Lincoln  to  Wilson — The  Fierce  Battles  over  Money  and  Power  That  Transformed  the  Nation 

By  Steven  R.  Weisman 

Simon  &  Schuster  •  419pp  •  $27 

THE  DEBATE  OVER 
WHO  PICKS  UP  THE  TAB 


Income  tax  is  "the  most  odious,  vex- 
atious, inquisitorial,  and  unequal  of 
all  our  taxes."  Or,  alternatively,  it  is 
"the  most  just  and  equitable  tax  levied 
by  the  United  States."  You  can  hear  ei- 
ther view  most  days  on  the  floor  of  the 
House  of  Representatives.  But  these 
particular  comments  were  made  133 
years  ago. 

And  the  argument  has  never  been 
settled.  In  The  Great  Tax  Wars:  Lin- 
coln to  Wilson — The  Fierce  Battles  over 
Money  and  Power  That  Transformed 
the  Nation,  Steven  R.  Weisman  offers  a 
narrative  history  of  the  income  tax  in 
the  U.  S.  The  author,  an  editorial  writer 
at  The  New  York  Times,  tells  us  how 
the  debate  over  the  levy  was  at  the 
core  of  national  politics  for  that  crucial 
period  from  1860  to  1920,  and  how,  in 
many  ways,  the  tax  changed  govern- 
ment itself.  But  as  Weisman  notes,  the 
levy  did  even  more  than  that:  It  mir- 
rored the  growing  tensions  between  Big 
Business,  on  one  hand,  and  farmers  and 
urban  workers,  on  the  other. 

What  is  most  striking,  however,  is 
that  the  tax  battles  of  the  19th  century 
seem  so  familiar  today.  Should  the  U.  S. 
tax  income  or  consumption?  Should 
there  be  a  flat  tax  or  progressive  rates 
that  require  the  rich  to  finance  a  rela- 
tively greater  share  of  government  than 
the  middle  class?  How  should  the  nation 
tax  capital?  How  should  it  tax  labor? 

Weisman  also  reminds  us  of  another 
long-standing  national  debate:  Who 
should  pay  for  wars?  In  the  past,  mili- 
tary operations  meant  new  taxes.  The 
war  on  terrorism,  however,  is  unprece- 
dented in  the  history  of  the  U.S.  In 
early  2002,  Washington  cut  taxes.  This 
decision,  to  shift  the  burden  of  paying 
for  the  anti-terror  campaign  to  future 
generations,  would  have  stunned  Abra- 
ham Lincoln,  who  argued  so  eloquently 
for  shared  sacrifice  in  time  of  war. 

Since  Lincoln  established  America's 


first  federal  income  tax,  to  finance  the 
Civil  War,  the  debate  over  taxes  has 
been  about  more  than  the  mechanics  of 
raising  money.  The  way  nations  answer 
the  question  "Who  pays  for  govern- 
ment?" says  a  lot  about  how  they  view 
government  and  its  role  in  society. 

Americans  have  always  been  pro- 
foundly ambivalent  about  this.  They  love 
what  Washington  does  for  them,  whe- 
ther it's  funding  their  health  care,  sub- 
sidizing their  businesses,  or  fighting  ter- 
rorists. But  they  hate  ^^^^^m 
paying  the  taxes  needed  to  | 
finance  Big  Government. 
Former  Senate  Finance  I 
Committee  Chairman  Rus- 
sell Long  (D-La.)  used  a 
wonderful  image  for  the 
public's  view  of  taxes. 
"Don't  tax  me.  Don't  tax 
thee,"  he  used  to  say.  "Tax 
that  fella  behind  the  tree." 

In  the  mid- 19th  century, 
a  small  federal  governm 
was  financed  almost  exe 
sively  with  excise  taxes  an 
tariffs — levies  on  imported 
goods  such  as  iron  ore,  steel,  paper,  and 
lumber.  Politicians  and  U.S.  business 
owners  loved  such  tariffs  since  they 
made  U.S.  goods  more  price-competi- 
tive and  appeared,  at  least  at  first 
glance,  to  hit  foreign  competitors.  But 
taxes  on  imports  are  actually  levied  on 
consumption,  since  they  are  passed  on 
to  those  who  buy  those  goods.  Thus, 
by  the  1860s,  Americans  were  paying 
levies  of  30%  to  40%  on  products  made 
from  those  raw  materials. 

Hardest  hit  were  farmers  and  the 
rising  urban  working  class — people  who 
had  to  spend  a  large  share  of  their  in- 
come on  the  necessities  of  daily  life, 
many  of  which  were  imported.  By  con- 
trast, the  rich,  who  consumed  only  a 
small  fraction  of  what  they  earned,  were 
less  bothered  by  tariffs. 


But  the  biggest  problem  was  tl 
import  taxes  could  not  generate  enotl 
to  finance  the  Union's  Civil  War  effcl 
So  in  1862,  Congress  imposed  a  tax  I 
incomes  of  $600  or  more.  In  1864,| 
hiked  the  rate  to  10%,  but  only 
those  few  making  $10,000  or  more. 

That  1864  debate  would  be  familial' I 
us.  Some  lawmakers  demanded  a  pj 
gressive  rate  system,  so  the  wealtl 
would  pay  their  "fair  share,"  while  bil 
ness  insisted  that  such  a  structil 
would  be  confiscatory  and  backed  a  ll 
tax.  That  same  class- warfare  argumt| 
defines  today's  tax  debates. 

The  income  tax  ebbed  and  flow! 
through  the  19th  and  early  20th  c«| 
turies.  After  the  Civil  War,  it  was  roli 
back  and  eventually  repealed  in  18'| 
restored  with  the  rise  of  progressiva! 
in  1894,  and  declared  unconstitutioil 
by  the  U.S.  Supreme  Court  in  18i| 
Democrats  and  gop  progressives  sul 
as  Theodore  Roosevelt  pushed  hard  ij 
a  constitutional  amendme 
permitting  the  income  ti 
The   amendment   was 
proved   by   the    states 
1913,  and  the  tax  itself 
reinstated  just  eight  montl 
later.  The  nation  has  be4 
fighting  about  it  ever  sincl 
Weisman  gives  us  a  nil 
rative  worthy  of  this  ta^ 
And  he  does  a  good  job 
putting  the  tax  debate 
the  broader  context  of  tij 
massive  changes  in  the  U. 
between  1860  and  1920.  Bj 
he  does  not  try  to  do  much  mo;| 
than  that.  For  instance,  he  includes  ij 
real  economic  analysis.  And  I  wish  ll 
had  dug  more  deeply  into  some  of  til 
more  profound  social  questions  raistl 
by  the  income  tax.  For  example,  \vh| 
impact  did  the  tax  have  on  the  rise 
the  urban  middle-class  that  eventual! 
became  the  backbone  of  the  U.  S.  soci 
ty  and  its  economy?  Weisman  touch* 
on  these  issues,  but  leaves  many  que 
tions  unanswered. 

Still,  The  Great  Tax  Wars  is  a  vali 
able  look  at  the  first  60  years  of  tl 
income  tax.  And  that  history  providt 
an  important  context  for  anyone  seekir 
to  understand  today's  tax  debates. 

BY  HOWARD  GLECKMA 

Gleckman  lias  been  covering  tax  po 

icy  from  Washington  for  more  than  tu 

decades. 
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TAX  CONSUMPTION-OR  INCOME?  THE 
19TH  CENTURY  ARGUMENTS  RING  FAMILIAR  TODA1 
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\  MANAGED  PORTFOLIO  REALLY 
i/IAKES  A  LOT  OF  SENSE.  DEPENDING, 
)F  COURSE,  ON  WHO'S  MANAGING  IT. 


Idelity  FundsManager  Program^  provides  you  with  a  model  portfolio  of 
j.utual  funds.  It's  managed  for  you  on  an  ongoing  basis  by  experts,  based  on  your 
I  vestment  objectives.  Experts  can  do  a  lot  for  you  and  your  peace  of  mind.  Call, 
lick,  or  visit  Fidelity.  Because  you're  not  just  invested.  You're  personally  invested!" 


FIDELITY  FUNDSMANAGER  PROGRAM5 


EXPERTLY  MANAGED  PORTFOLIOS 


BASED  ON  YOUR  GOALS 


DIVERSIFIED  TO  HELP  REDUCE  RISK 
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JAGUAR  DOES  WINDOWS 
-AND  THEN  SOME 


I  sat  down  at  my  Macintosh  at  home  to  do 
some  photo  editing  when  I  realized  the  pic- 
tures I  wanted  were  on  a  Windows  comput- 
er. Although  the  two  machines  are  just  a  few 
feet  from  each  other,  moving  the  files  from  one  to 
the  other  would,  until  recently,  have  required 
me  to  copy  the  pictures  to  some  sort  of  remov- 
able storage  unit,  probably  a  recordable  CD.  Then 
plunk  that  into  the  Mac. 

Instead,  I  clicked  on  a  menu  item  called  "con- 
nect to  server."  Then  I  chose  my  home  net- 
work from  a  list,  selected  the 
Windows  PC,  and  logged  in 
with  my  Windows  user 
name  and  password.  In 
a    few    seconds,    an 
icon      representing 
the  PC  hard  drive 
popped  up  on  the 
screen  and  I  could 
use    the    files 
though  they 
on  the  Mac. 

The  secret  to 
this  success  is 
Jaguar,  the  newest 
version  of  the  Mac's 
os  x  operating  software. 
For  years,  Apple  Com 
puter  has  regarded 
Windows  as  beneath 
its  contempt.  That  at- 
titude did  not  waver  as  Microsoft 
grabbed  95%  or  more  of  the  desktop  software 
market,  and  information-technology  managers 
used  the  difficulty  of  integrating  Macs  into  Win- 
dows-dominated offices  to  drive  most  Apple  prod- 
ucts out  of  corporations. 

Apple  has  leapt  forward  by  taking  two  steps 
back.  First,  it  has  tacitly  conceded  that  we  live  in 
a  Windows  world  and  has  taken  major  steps  to 
make  Macs  work  and  play  better  with  the  dom- 
inant operating  system.  Second,  it  has  returned 
to  its  roots  of  making  networking  easy. 

Apple  invented  simple  networking  in  the  late 
1980s  when  it  came  up  with  AppleTalk,  which  let 
you  cable  Macs  and  printers  together.  Fetching  a 
file  from  another  Mac  or  sending  a  document  to 
a  printer  was  a  simple  point-and-click  proposition. 
The  problem  was  that  AppleTalk  had  trouble 
with  the  complex,  multisite  networks  that  be- 
came standard  in  business  and  higher  education. 
Apple  coped  by  layering  on  additional  networking 
capabilities,  but  at  the  price  of  much  complexity. 


This  $129  Mac 

upgrade 

makes 

networking 

with 

Windows  easy 
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to  Technology  &  You  at 
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os  x  is  based  on  the  Unix  operating  system, 
the  original  version,  released  last  year,  comb 
the  power  of  Unix  networking  with  much 
user-unfriendliness. 

Jaguar  heads  back  toward  Apple's  origi 

simplicity.  It  shows  all  the  networks  and  cc 

puters  it  sees,  including  Windows  workgroi 

or  domains  and  Macs,  in  a  window  that  is  a 

easier  to  understand  and  use  than  Windows' 

Network  Places.  It's  not  perfect,  though.  I 

example,  when  Jaguar  fails  to  establish  a 

work  connection,  which  can  happen  for  rru 

reasons,  it  offers  error  messages  as  incomp 

hensible  as  anything  in  Windows.  But  the  abil 

to  connect  to  Windows  servers  and  workstati< 

with  such  ease  is  a  breakthrough.  It  may 

make  it  managers  love  Macs,  but  it  makes  i 

lot  easier  for  Mac  fans  to  argue  for  them. 

Apple  also  gave  Jaguar  built-in  support 

s\    virtual  private  networks  that  use 

f  I    crosoft's  Point  to  Point  Tunneling  Proto< 

/      /  This  makes  it  possible  for  mobile  exe< 

m    J   tives  to  access  behind-the-firewall  corj 

If    /  rate  mail  servers  or  other  netwt 

\/  ^- resources  using  any  Interr 

connection,  be  it  a  dial- 
call  from  a  hotel  room  or 
wireless  link  at  a  coffeehou 
Jaguar  also  offers  improv 
performance,  especially  I 
launching  and   rv 
ning  programs  wi 
ten  for  older  M 
operating  system 
i^-— — c-.v.  i        A  new  techno 

|        Mir  -  j   I    gy,   called   Rende 

i_    A  ]JP       [  /    vous,  is  supposed 

[j&j&g[        ^f         By     make  it  much  easi 
f^^^^  ^3*isL     t.  -  to  find  and  use  n* 

work  resources,  such 

printers.  However,  fe 

Rendezvous-equipp 

products  are  now  ava 

able.  And  Apple  has  1 

leased  so  little  techi 

cal  information  that 

is  hard  to  figure  o 

how  Rendezvous  compar 

with  Microsoft's  Universal  Plug  and  Play  or  Si 

Microsystems'  Jini  Technologies,  which  offer  sii 

ilar  services. 

I  upgraded  Macs  to  Jaguar  both  from  <  >s  ! 
and  older  versions  of  os  x  and  found  it  a  painle 
experience,  much  less  scary  than  most  Windov 
upgrades.  Jaguar  costs  $129  for  a  single  copy- 
there's  no  discount  for  upgrades  from  earlier  os 
versions — or  $199  for  a  family  pack  usable  on  i 
to  five  machines.  An  upgrade  to  Windows  : 
Home  Edition  costs  $100  per  computer. 

For  the  past  year,  Mac  os  X  has  been  a  woi 
in  progress.  Jaguar  is  the  real  thing,  especial 
now  that  many  key  Mac  applications,  includir 
most  programs  from  Microsoft,  Adobe  System 
and  Macromedia,  come  in  versions  designed  f< 
os  x.  With  enhanced  Windows  compatibility  as 
bonus,  a  move  to  Jaguar  is  a  clear  winner. 
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intel.com 


Can  a  microscopic  piece 

of  technology  solve 

enterprise-sized  problems? 


An  Intel  engineer  holds  a  batch  of  silicon  wafers,  each  one  containing  up  to  hundreds  of  processors  and  up  to  12  billion  transistors. 

You're  probably  familiar 

with  the  emblem  on  so  many  PCs: 

Intel  Inside.  But  88%  of  the 

world's  servers*  are  powered  by 

Intel  processors,  too. 


The  data  center  powers  today's 

enterprise.  Intel  technology  makes 

powerful  servers  more  cost-effective. 


Mi 


intel.com 


That  shouldn't  be  too  surprising, 

considering  that  Intel-based  servers 

deliver  higher  performance, 

lower  costs  and  all  the  flexibility 

that  comes  with  an 

open  computing  architecture. 

Which  can  yield  savings 

that  are  anything  but  microscopic. 


Intel  innovations  that  begin  at  the  molecular  level  result 
in  enterprise-wide  benefits  at  the  economic  level. 


So  when  you  choose  new 

technology  -  especially  the  servers 

that  drive  your  company  -  look  for  the 

two  biggest  words  in  computing: 

Intel  Inside. 


Powerful  and  cost-effective 

servers  to  run  the 

broadest  range  of  applications. 


High-performance  technology 

for  the  most  data-intensive 
business-critical  applications. 
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Economic  Viewpoint 


BY  JEFFREY  E.  GARTEN 


CAN  THE  WTO'S  NEW  LEADER 
MAKE  IT  A  FORCE  FOR  CHANGE? 


AMBITION: 

Thailand's 
Supachai 
Panitch- 
pakdi  has  a 
grand 
agenda. 
Maybe  it's 
too  grand, 
but  we 
should  wish 
him  success 


Jeffrey  E.  Garten  is  dean  of 
the  Yale  School  of 
Management.  He  is  the 
author  of  the  forthcoming 
book,  The  Politics  of 
Fortune.-  A  New  Agenda  for 
Business  Leaders. 
(jeffrey.garten@yale.edu). 


In  the  last  weeks  of  September,  as  U. S.  forces 
were  preparing  to  attack  Iraq,  the  Interna- 
tional Monetary'  Fund  and  World  Bank  were 
holding  then-  annual  meetings  in  Washington.  I 
find  it  difficult  to  wrap  my  mind  around  this 
juxtaposition  of  the  drumbeat  for  war  and  the 
more  mundane  work  of  building  a  stronger  world 
economy.  I  am  certain  of  one  thing,  however: 
We  should  all  hope  that  the  quality  of  leadership 
in  our  government  and  in  international  institu- 
tions is  up  to  the  complex  challenges  of  these 
times. 

I  had  the  chance  to  spend  some  time  with 
one  of  the  important  members  of  this  leader- 
ship cadre,  the  new  director-general  of  the  World 
Trade  Organization,  Supachai  Panitehpakdi,  on 
the  eve  of  his  taking  over  his  responsibilities  in 
early  September.  A  scholar  whose  PhD  disser- 
tation was  on  human-resources  management  and 
economic  development,  his  most  recent  book 
deals  with  China  and  the  World  Trade  Organi- 
zation. A  central  and  commercial  banker  in  his 
native  Thailand,  he  has  extensive  experience  in 
restructuring  financial  institutions.  Supachai  is 
also  a  former  member  of  the  Thai  Parliament 
who  has  also  held  positions  as  deputy  finance 
minister  and  minister  of  commerce  and  who 
oversaw  the  country's  international  economic 
policies. 

Neither  the  IMF,  nor  the  World  Bank,  nor  the 
wto  has  ever  before  had  a  leader  from  the  Third 
World.  During  our  long  talk  overlooking  Lake 
Geneva,  the  new  wto  leader  was  blunt  but  cour- 
teous, loquacious  but  thoughtful,  confident  but 
sensitive.  Above  all,  he  appeared  exceedingly 
ambitious  in  his  goals  for  the  WTO. 

Based  on  our  conversation,  here  is  what  I  think 
Supachai  will  try  to  do.  His  first  move  will  be  to 
inject  energy  into  the  round  of  global  trade  ne- 
gotiations that  was  launched  last  November  in 
Doha,  Qatar.  Supachai  will  be  a  whirling  dervish 
trying  to  achieve  the  central  goal  of  those  nego- 
tiations: bringing  developing  countries  into  the 
center  of  the  global  trading  system.  It  will  be  an 
uphill  fight  because  Supachai  has  to  persuade 
Washington  and  Brussels  to  beat  back  their  pow- 
erful protectionist  lobbies  for  agriculture  and  tex- 
tiles. He  will  also  have  to  persuade  the  U.S.  and 
the  European  Union  to  take  time  out  from  their 
own  trade  wars  over  export  subsidies,  steel,  and 
genetically  modified  food  in  order  to  focus  on  the 
larger  global  picture. 

Supachai  is  also  keen  to  develop  the  World 
Trade  Organization  as  an  institution  capable  of 
leading  rather  than  just  reacting  to  the  dictates 


of  its  144  members, 
one  vote.  For  help, 


all  sovereign  states  w 
he  has  already  recrui 
some  exceptionally  capable  assistants,  such 
ex-Deputy  U.S.  Trade  Representative  Ru 
Yerxa.  Supachai  wants  the  wto  to  help  co 
tries  solve  trade  disputes  through  negotiat 
rather  than  winner-take-all  legal  battles.  He  fe 
the  wto  should  help  officials  in  developing  co 
tries  establish  the  laws  and  acquire  the  techn 
knowledge  to  take  advantage  of  a  more  oj 
world  economy.  Meanwhile,  the  new  wto  dir 
tor-general  will  attempt  to  forge  closer  ties  \\ 
other  international  institutions  to  deal  with  I 
complex  linkages  between  trade  and  envir* 
mental  policy,  trade  and  labor  standards, 
trade  and  poverty. 

Supachai  says  he  will  try  to  get  closer  to  n 
governmental  organizations  such  as  Greenpe* 
Interaational  and  Amnesty  International.  He  \ 
lean  on  global  companies  to  develop  more  co( 
of  conduct  to  help  him  take  the  edge  off  antigl* 
al  protests.  And  he  will  endeavor  to  make  t 
wto  an  educational  forum  for  new  trade  issi 
such  as  e-commerce  and  food  safety. 

I  wonder  whether  Supachai's  agenda  v 
prove  to  be  too  grand.  After  all,  he  also  has 
oversee  China's  adherence  to  wto  rules  and  sb 
herd  Russia's  entrance  into  the  organizatk 
And  he  doesn't  yet  know  how  much  support 
will  get  from  the  Bush  Administration.  If  t 
U.S.  becomes  single-mindedly  obsessed  with  Lr 
and  terrorism,  Supachai  may  be  all  but  pa: 
lyzed  by  inaction  from  the  wto's  most  influent 
member.  If  Washington  sees  global  trade  lib 
alization  as  an  integral  part  of  its  foreign  poli 
as  the  Bush  Administration's  just-released  r 
tional  security  strategy  document  says  it  is.  th 
Supachai  will  have  a  much  easier  time.  The 
scenario  seems  more  likely,  but  I  hope  I 
wrong. 

Today,  the  heads  of  all  major  international  c 
ganizations,  including  James  Wolfensohn  at  t 
World  Bank  and  Horst  Kohler  at  the  IMF,  fa 
more  difficult  challenges  than  confront  most  Pre 
idents,  prime  ministers,  and  ceos  of  multin 
tionals.  They  can  easily  be  overwhelmed  by  t 
political  pressures  acting  on  them  before  achie 
ing  much  that  the  world  will  note.  Who,  after  < 
can  name  any  of  their  immediate  predecessor 
We're  lucky  that  men  like  Supachai  are  willing 
give  so  much  of  their  lives  for  so  little  recogi 
tion  or  reward.  As  war  gets  closer,  let's  rec; 
that  there  is  another  imperative  under  way 
global  economic  progress — and  let's  hope  it  isi 
displaced  in  the  heat  of  battle. 
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by  Allia 


Wherever  you  are,  whenever  you 
need  us,  the  Allianz  Group  is 
always  there  for  you. 

Life  both  precious  and  fragile  needs  to  be  protected  as  well 
as  to  be  allowed  to  flourish.  The  Allianz  Group  as  one  of 
the  world's  leading  insurers  has  always  been  the  partner 
for  a  secure  future.  With  our  experience  all  around  the 
globe  we  have  learned  how  to  turn  risks  due  to  social 
change  into  individual  opportunities.  This,  of  course,  is  only 
possible  with  the  know-how  and  financial  backing  of  a  truly 

global  leader.  Allianz.  The  Power  Beside  You. 
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Allianz  Group.  Europe's  leading  global  insurer 
and  provider  of  financial  services. 


Economic  Trends 


EDITED  BY  GENE  KORETZ 

UNPALATABLE 
TECH  STATS 

Slumping  exports  drag  down  data 

For  some  time  there's  been  a  puz- 
zling divergence  between  the  gov- 
ernment's economic  statistics  and  in- 
dustry reports.  Government  statistics 
have  shown  a  small  but  significant  rise 
in  domestic  business  spending  on  infor- 
mation-technology equipment  and  soft- 
ware since  the  fourth  quarter  of  2001. 

THE  TECHNOLOGY 
TRADE  GAP  WIDENS 


MAR.  '01  JULY  '02 

▲  BILLIONS  OF  DOLLARS  AT  ANNUAL  RATE, 
THREE-MONTH  MOVING  AVERAGE 

"SUCH  AS  INFORMATION  TECHNOLOGY  BIOTECHNOLOGY.  AND  AIRCRAFT 
Data:  U.S.  Census  Bureau 

Yet  most  tech  companies  keep  reporting 
weak  and  falling  revenues.  The  latest 
was  Oracle  Corp.,  which  on  Sept.  17  es- 
timated that  its  sales  for  the  quarter 
ending  in  November  would  fall  by  as 
much  as  7%  from  the  year  before. 

But  the  foreign  trade  numbers  from 
the  government  provide  a  simple  yet 
disturbing  answer  to  this  puzzle.  While 
domestic  demand  may  be  growing,  al- 
beit slowly,  the  trade  statistics  show  a 
sharp  collapse  in  the  demand  overseas 
for  U.S.  technology  exports.  For  exam- 
ple, in  the  first  seven  months  of  2002, 
exports  of  semiconductors  were  down 
by  15%  from  the  same  period  the  year 
before.  Exports  of  computers  and  com- 
puter accessories  slid  by  25%,  as  did 
those  of  telecom  equipment.  All  told, 
exports  of  these  information-technolo- 
gy goods  fell  by  21%,  about  double  the 
11%  decline  in  imports. 

Moreover,  the  decline  in  technology 
exports  includes  not  just  information 
technology  but  the  whole  range  of  what 
the  U.S.  Census  Bureau  calls  "advanced 
technology  products."  This  includes  500 
categories  of  products  that  represent 
leading  edge  technology,  from  semicon- 
ductors to  vaccines  to  aircraft.  In  the 
first  seven  months  of  the  year,  advanced 
technology  exports  declined  by  16%. 

Past  slowdowns  had  a  much  smaller 


impact  on  advanced  technology  exports. 
For  example,  in  the  downturn  of  the 
early  1990s,  tech  exports  just  kept  ris- 
ing and  barely  dipped  afterward.  Fur- 
ther, the  U.  S.  continued  to  run  a  tech- 
nology trade  surplus,  which  hit  $38 
billion  in  the  1991  recession  year. 

But  this  time,  tech  exports  have  fall- 
en off  a  cliff.  As  a  result,  the  latest  trade 
statistics  for  July,  2002,  show  the  biggest 
deficit  ever  in  advanced  technology  prod- 
ucts, plunging  to  an  annual  rate  of  about 
$12  billion  (based  on  a  three-month  av- 
erage). By  comparison,  the  U.S.  was 
running  a  $6  billion  trade  surplus  the 
year  before  on  these  products. 

Beyond  information  technology,  the 
numbers  show  big  declines  in  exports  of 
aircraft  parts  and  laboratory  testing 
equipment,  among  other  things.  Any 
gains  in  exports  came  in  nontech  cate- 
gories, such  as  automobiles  and  wheat. 

In  part,  the  decline  in  tech  exports 
results  from  slowing  growth  in  Europe. 
The  latest  forecasts  from  Goldman, 
Sachs  &  Co.  predict  that  Europe  will 
grow  by  only  0.8%  in  2002  vs.  2.4%  an- 
ticipated growth  in  the  U.S.  But  the 
real  question  is  whether  falling  tech  ex- 
ports are  also  a  sign  of  a  possible  de- 
cline in  the  competitiveness  of  U.  S.  tech 
companies.  Unfortunately,  there  isn't 
any  way  to  answer  that  question  until 
growth  picks  up  again. 

By  Michael  J.  Mandel 


HEALING  BODIES, 
MAKING  A  BUCK 

Do  for-profit  hospitals  lower  costs? 

For  decades,  experts  have  debated 
the  relative  merits  of  nonprofit  vs. 
for-profit  hospitals.  The  latter  group 
claims  that  its  business  orientation  pro- 
motes greater  efficiency  and  lowers 
costs.  The  nonprofits  worry  that  too 
much  stress  on  the  profit  motive  can 
compromise  the  quality  of  care. 

A  study  by  Stanford  University  econ- 
omists Daniel  P.  Kessler  and  Mark  Mc- 
Clellan  (currently  a  member  of  Presi- 
dent Bush's  Council  of  Economic 
Advisers)  suggests  that  for-profits  may 
have  a  point.  The  two  researchers  ana- 
lyzed data  on  expenditures  and  health 
outcomes  for  a  large  nationwide  sample 
of  elderly  Medicare  patients  hospitalized 
for  new  heart  attacks  from  1985  to  1996. 
They  found  that  per-patient  hospital  costs 
in  communities  with  for-profit  hospitals 
were  about  2.4%  lower  than  in  similar 
areas  without  them.  But  despite  the  low- 
er medical  expenditures,  the  quality  of 


care  did  not  seem  to  suffer.  Patients 
hibited  similar  rates  of  complications  a| 
deaths  in  both  types  of  communities. 

Interestingly  enough,  it  took  only| 
minimal  presence  of  for-profit  instil 
tions  to  foster  lower  expenditures, 
most  all  the  savings  reflected  the  dl 
ference  in  expenditures  between  arel 
with  no  for-profit  hospitals  and  arel 
with  a  very  small  share  of  for-profif 
"Apparently,"  says  Kessler,  "just  a  liti| 
competition  goes  a  long  way." 


A  ROBUST 
JOB  MARKET? 

Better  numbers  may  not  lie  after ; 

Many  economists  view  the  drop 
the  unemployment  rate  from  61 
in  April  to  5.7%  in  August  with  sus{| 
cion — especially  since  payroll  emplof 
ment  has  hardly  grown  in  the  same 
riod.  But  economist  Ian  Morris  of  I 
Securities  Inc.  thinks  it  would  be  a 
take  to  dismiss  the  good  news  from 
jobless  numbers. 

That's  because  historically,  the  unerl 
ployment  rate,  which  is  derived  fromf 
survey  of  the  population,  has  been  <J 
excellent  "real-time  gauge"  of  the  econf 
my's  strength,  which  has  pretty  muc| 
held  up  in  later  revisions.  By  contrast, 
the  early  stages  of  a  recovery,  payrcj 
estimates,  which  are  based  on  a  survey 
companies,  are  often  revised  sharply  u; 
ward  as  more  data  come  in. 

That's  exactly  what  happened  in  thl 
wake  of  the  early  1990s  recession.  Afttj 
joblessness  peaked  at  7.8%  in  June,  199.1 
payrolls  in  the  next  six  months  werl 
originally  reported  to  grow  by  al 
average  of  only  42,000  a  montl| 
But  since  then,  they  have  been  revise 
up  to  an  average  gain  of  121,( 
Similarly  the  average  monthly  gain  il 
payroll  in  the  first  half  of  1993  was  ori^J 
inally  estimated  at   -— — ^^^^^— 

132,000  but  is  now  ^  R^y  gp  pgpp 

pegged  at  212,000.       F0R  j0B  SEEKERS 

Meanwhile,   the 
jobless   rates   for 
the    period    have 
hardly    been    re-     5.6 
vised  at  all. 

In  sum,  Morris 
says,  the  recent 
fall  in  unemploy-  UNEMPL0YMENT 

ment  suggests  that     4  g RATE 

the  labor  market 

has  been  consid- 
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E-BUSINESS  ON  DEMAND 
IT'S  THE  NEXT  UTILITY 


Implementation.  Integration.  Management  of  a  new  online  collaboration  solution.  Hassles  you  avoid 
simply  by  choosing  e-business  on  demand.'"  It's  everything  from  storage  by  the  gigabyte  to  advanced 
CRM  solutions,  delivered  via  the  Internet.  No  long  delays  or  huge  up-front  costs.  It's  The  Next  Utility.'" 
Meeting  adjourned.  Visit  ibm.com/e-business/ondemand  or  ask  for  on  demand  at  800  IBM-7080. 


ALL  OF  A  SUDDEN,  BEING  ON 
THE  TECHNOLOGY  COMMITTEE 
LOOKS  PRETTY  GOOD. 
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THE  BEST  MONEY  MANAGER 


IN  THE  COUNTRY,  THEN  MULTIPLY  BY  FOUR. 
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There's  never  been  a  better  time  for  the  Schwab  Mart^etMasters  Funds'.' 


LEADING  MONEY  MANAGERS 

We  built  the  investment  teams  of  the  Schwab 
MarketMasters  Funds '  by  rigorously  screening 
and  selecting  some  of  the  country's  leading 
money  managers.  By  carefully  combining  these 
managers  and  their  complementary  expertise, 
we  created  a  different  type  of  mutual  fund. 
With  a  single  investment  you  not  only  get  the 
diversification  of  a  mutual  fund,  but  you  also  get 
the  diversified  thinking  and  investment  styles 
of  some  of  the  best  minds  available. 
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A  SELECTION  OF 
MARKETMASTERS  EXPERTS 
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Schwab  International 
MarketMasters  Fund  Money  Managers 
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Mutual  fund  prospectuses  containing  more  complete  information,  including  management  fees,  charges  and  expenses,  are  av 
from  Schwab.  Please  read  the  prospectus  carefully  before  investing  or  sending  money.  Past  performance  is  no  guarantee  of  future  i 
Investment  value  will  fluctuate,  and  shares,  when  redeemed,  may  be  worth  more  or  less  than  original  cost.  International  investing  ir 
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AN  EXCLUSIVE  TEAM 
OF  EXPERTS 


The  managers  were  selected 
based  on  their  consistent 
performance  in  up  and  down 
markets  and  their  complementary 
investment  styles.  Each  manager 
brings  their  own  specific  area 
of  expertise  to  help  the  fund 
achieve  its  goal.  Some  of  these 
managers  work  exclusively 
with  institutions  or  manage 
funds  that  are  closed  to  new 
investors,   so   this   is   a    unique 
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FOUR  SCHWAB 

MARKETMASTERS  FUNDS 

TO  CHOOSE  FROM 


Schwab  U.S.  MarketMasters  Fund" 
Schwab  International  MarketMasters  Fund" 
Schwab  Small-Cap  MarketMasters  Fund" 
Schwab  Balanced  MarketMasters  Fund " 


opportunity  to  put  these  top 
managers  to  work  for  you. 

SCHWAB  EXPERTISE 
AND  OVERSIGHT 

In  order  to  maximize  performance, 
a  Schwab  portfolio  manager 
oversees  and  monitors  each 
fund,  allocates  the  assets 
among  the  money  managers  to 
take  advantage  of  opportunities 
in  the  market  and  ensures  that 
each  manager  adheres  to  their 
investment  style. 

THE  PRINCIPLES  OF  SCHWAB   

THE  PRINCIPLE  OF  THE  INDIVIDUAL  INVESTOR    •    THE  PRINCIPLE  OF  FACTS,  NOT  HYPE    •    THE  PRINCIPLE  OF  ADVICE  NOT  DRIVEN  BY  COMMISSION 


To  learn  more  about  how  the 
Schwab  MarketMasters  Funds 
could  work  with  your  portfolio, 
call  1-800-790-6036  to  set  up 
an  appointment,  and  you  will 
also  receive  a  more  detailed 
overview  and  prospectus. 
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charles  schwab 


Call 

1-800-790-6036 

Click 

schwab.com 

Visit 

395  locations  nationwide 

fill  risks  such  as  currency  fluctuation  and  political  instability.  Historically,  small-cap  stocks  have  been  more  volatile  than  those  of  larger,  more 
"  ished  companies.  ©2002  Charles  Schwab  &  Co.,  Inc.  All  rights  reserved.  Member  SIPC/NYSE  (0802-9643).  ADS23780SPD. 


small  business  software: 
$300 

2000  sq  ft  downtown: 
$5000/month 

fax  machine  &  photocopier: 
$800 

arning  points  you  can  use  to  get  a  new  office 

priceless 


Every  time  you  use  your  MasterCard  BusinessCard*  with  Business  Bonuses,™  you  earn  points  good  for  anything,  anywhere  you  see 

MasterCard*  logo.  (Even  a  new  furry  friend.)  Other  credit  cards  limit  you  to  airline  miles  or  make  you  pick  something  out  of  a  catalt 

But  with  MasterCard,  you're  the  boss  of  your  own  rewards  program.  Call  1-866-444-BONUS  or  visit  mastercardbonus.com  to  en 


there  are  some  things  money  can't  buy. 
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for  everything  else  there's  MasterCard.1 


Onl\  available  through  participating  banks.  Certain  restrictions  and  limitations  apply- 
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rHE  FEDS  BIGGEST  HEADACHE: 
ORPORATE  AMERICA 

f  business  spending  doesn't  pick  up  soon,  the  recovery  could  fizzle  out 


U.S.  ECONOMY 


A  FORWARD-LOOKING 
GAUGE  STUMBLES 

13 

COMPOSITE  INDEX 
■-OF  LEADING 

INDICATORS 
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As  expected,  the  Federal  Re- 
serve left  interest  rates  un- 
langed  at  its  Sept.  24  policy  meeting.  The  move  was 
reeted  with  disappointment  in  the  stock  market,  since 
)me  investors  had  nursed  hopes  that  the  Fed  would 
ike  pity  on  them  and  cut  rates. 
But  the  Fed  is  not  playing  to  Wall  Street.  It's  the 
usiness  sector  that  the  Fed  is  focused  on  right  now. 
verall  demand,  especially  by  consumers,  has 
lengthened  recently.  But  until  businesses  shake  off 
leir  uncertainty  and  their  hesitancy  to  invest  and 
ire,  the  recovery  cannot  be  self-sustaining.  That 
leans  the  Fed  will  be  willing  to  keep  policy  very 
ccommodative,  perhaps  far  into  2003. 

Moreover,  the  chance  of  a 
rate  cut  appears  to  have  risen. 
Two  of  the  Fed's  policy-com- 
mittee members  actually  dis- 
sented from  the  decision,  pre- 
ferring an  immediate  rate  cut. 
The  unusual  departure  from 
consensus  indicates  how  con- 
cerned policymakers  are  about 
the  economy's  prospects.  And 
if  the  business  sector's  malaise 
causes  growth  to  falter,  a  rate 
it  for  the  sake  of  recovery  insurance  will  be  an  even 
otter  topic  at  the  Fed's  Nov.  6  meeting. 
In  its  decision  to  hold  the  target  rate  for  overnight 
;deral  funds  at  1.75%,  the  Fed  sounded  more  upbeat 
Dout  overall  demand  than  it  did  at  the  August  meet- 
ig.  It  was  also  sanguine  about  the  economy's  prospects 
l  light  of  strong  productivity  growth  and  the  stimulus 
rovided  by  the  current  accommodative  policy  stance. 
But  the  policymakers  expressed  concern  about  "the 
stent  and  timing  of  the  expected  pickup  in  production 
rid  employment  owing  in  part  to  the  emergence  of 
eightened  geopolitical  risks,"  obviously  a  reference  to 
arporate  worries  about  war  with  Iraq.  As  a  result,  the 
ed  reiterated  that  the  balance  of  risks  in  the  out- 
>ok  remain  skewed  toward  economic  weakness. 

HE  FED  S  WORRIES  are  understandable  given  the 
ecent  soft  economic  data  (charts).  The  index  of  leading 
idicators  fell  0.2%  in  August,  the  third  consecutive 
rop.  Housing  starts  have  also  slipped  for  three  months, 
ind  household  confidence  for  September  fell  again  as 
onsumers  remain  wary  of  job  prospects  and  war. 
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Despite  those  bad  numbers,  the  recovery  remains  on 
track,  thanks  in  large  part  to  resilient  consumer  spend- 
ing. Real  gross  domestic  product  probably  grew  at  an 
annual  rate  of  about  4%  in  the  third  quarter.  That 
means  growth  over  the  past  year  averaged  above  3%,  or 
close  to  the  economy's  long-run,  sustainable  pace.  That 
strength  is  a  big  reason  why  the  Fed  held  rates  steady. 

But  the  Fed  is  well  aware  that  economic  growth  is 
extremely  uneven.  Businesses  remain  too  uncertain 
about  the  future  to  act  on  spending  projects  or  hiring 
plans.  That's  why  Fed  policy  decisions  in  coming  quar- 
ters will  be  determined  more  by  conditions  in  the  busi- 
ness sector  than  by  consumer  fundamentals  such  as 
confidence  or  the  jobless  rate. 

TARGETING  THE  BUSINESS  SECTOR  is  crucial  at  this 

juncture,  because  if  business  spending  does  not  pick  up 
soon,  the  recovery  is  at  risk  of  fizzling  out.  Any  slump 
would  not  be  a  continuation  of  last  year's  recession,  but 
rather  a  new  wave  of  weakness  caused  by  several  fac- 
tors that  came  to  a  head  this  year.  First,  the  corporate 
scandals  rattled  the  stock  market  and  wiped  away  $1.2 
trillion  in  household  wealth  this  year.  Second,  the  war 
talk  has  injected  further  risks  into  the  outlook,  espe- 
cially concerning  the  future  of  oil  prices. 

Lastly,  financial  institutions 
have  gotten  burned  from  the 
accounting  scandals  and  bad 
loans.  So  their  lending  prac- 
tices may  tighten — making  it 
costlier  for  businesses  to  fund 
capital  projects  (page  40).  Un- 
less these  trends  reverse  and 
businesses  become  more  confi- 
dent, the  economy's  momen- 
tum could  peter  out  by  the 
start  of  2003. 

In  addition  to  looking  for  uncertainty  to  ease,  the 
Fed  also  will  be  watching  for  an  uptick  in  pricing  pow- 
er. That  may  seem  counterintuitive  for  the  Fed,  because 
it  could  mean  more  inflation.  But,  as  policymakers  have 
pointed  out,  the  healthy  outlook  for  productivity  means 
inflation  shouldn't  be  a  problem  anytime  soon.  In  fact,  if 
the  economy  grew  by  4%  in  the  third  quarter,  output 
per  hour  worked  would  have  jumped  by  5%,  and  unit 
labor  costs  would  have  fallen  by  at  least  2%. 

In  the  past,  Fed  Chairman  Alan  Greenspan  has  in- 
dicated that  better  pricing  power  is  a  key  ingredient  to 


JOBS  AND  WAR  WORRIES 
WEIGH  ON  HOUSEHOLDS 

120 x 

CONSUMER 

CONFIDENCE 


SEPT.  02 


JAN.  '01 
▲  INDEX:  1985=100 

Data:  Conference  8oard.  ORI-WEf A 


BusinessWeek  /  October  7,  2002  37 


Business  Outlook 


boosting  profits  and  lifting  capital  spending.  In  an  April 
speech,  Greenspan  said:  "To  the  extent  that  businesses 
are  successful  in  boosting  profits  and  cash  flow,  capital 
spending  should  begin  to  recover  more  noticeably." 
That's  why  the  Fed  will  be  watching  the  trend  in  cap- 
ital goods  orders  to  see  if  businesses  are  beginning  to 
pump  up  their  investments  in  new  equipment  again. 

UNLESS  BUSINESS  SPENDING  KICKS  IN,  the  econ 

omy  will  be  far  weaker  in  the  fourth  quarter  than  it 
was  in  the  third  quarter.  The  dip  in  September  confi- 
dence and  softness  in  weekly  store  surveys  in  mid- 
September  indicate  consumers  may  have  headed  into 
the  fourth  quarter  with  less  energy  than  they  showed 
in  the  third  quarter,  when  real  consumer  spending 
probably  grew  at  an  annual  rate  of  at  least  4%. 

Most  of  that  surge  came  early  in  the  quarter.  By 
September,  consumers  turned  more  cautious.  The  Con- 
ference Board  reported  that  its  index  of  consumer  con- 
fidence fell  to  93.3  from  August's  94.5.  All  of  the  drop 
came  in  households'  assessments  of  current  economic 
conditions,  which  fell  to  an  8-year  low.  Expectations  for 
six  months  ahead  rose  slightly.  The  board  said  "weak 
labor  market  conditions  continue  to  erode  confidence." 
New  claims  for  unemployment  benefits  have  been  rising 
since  early  August  (chart). 

It's  too  early  to  tell  if  shoppers  are  making  a  lasting 
shift  in  their  spending  or  just  taking  a  breather.  Clear- 


ARGENTINA 


ly,  the  record  pace  of  mortgage  refinancings  me 
that  many  homeowners  will  have  more  cash  to  spend 
coming  months,  either  by  lowering  their  monthly  p 
men£s  or  by  taking  some  equity  out  of  their  horn 
And  many  workers  are  still  getting  pay  raises  t 
exceed  the  inflation  rate.  Real  disposable  income 
running  about  5%  ahead  of  its  year-ago  pace. 

The  healthy  gains  in  income,  coupled  with  low  mo 
gage  rates,  continue  to  buoy  the  housing  industry.  I 
though  housing  starts  slipped  2.2%  in  August,  to  an 
nual  rate  of  1.61  million,  builders  report  that  sales  a 
buyer  traffic  picked  up  in  September.  They  also  expe 
sales  to  increase  further  in  the  future. 

The  builders'  outlook  sounds 
a  recurring  refrain  for  this  re- 
covery. Housing  and  consumer 
spending  remain  the  driving 
forces  for  growth.  But  the 
Fed  wants  to  see  a  more  bal- 
anced upturn.  That's  the  only 
way  to  ensure  this  recovery 
has  legs  to  carry  it  through 
2003.  Business  executives 
must  shake  off  their  paralysis 
and  start  making  new  invest- 
ments in  equipment,  restocking  inventories,  and  freeir 
up  hiring  plans.  Until  that  happens,  expect  the  Fed 
continue  its  very  accommodative  monetary  policy. 
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NO  END  IN  SIGHT  TO  THE  TURMOIL 


Argentina's  economy  shows 
signs  of  stabilizing  after  five 
years  of  recession.  Yet,  weighed 
down  by  financial  crisis,  govern- 
ment turmoil,  and  social  unrest, 
2003  will  be  another  rough  year. 

Real  gross  domestic 
product  in  the  second 
quarter  rose  0.9%  from 
the  first  quarter.  Al- 
though real  gdp  was 
down  13.6%  from  the 
year  before,  the  quar- 
ter-to-quarter gain  was 
the  first  in  two  years. 
And  the  country's  two 
measures  of  industrial 
output  suggest  the 
rate  of  economic  erosion  continued 
to  slow  during  the  third  quarter. 

But  the  economy  remains  frag- 
ile as  it  suffers  the  effects  of  last 
December's  $95  billion  debt  de- 
fault, this  year's  70%  plunge  in 


STILL  LOSING  GROUND, 
BUT  NOT  AS  FAST 

TWO  MEASURES  OF  ARGENTINA'S 
INDUSTRIAL  PRODUCTION 
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the  peso,  and  the  imposed  limit  on 
bank  withdrawals  that  has  stran- 
gled consumer  spending,  choked 
off  credit,  and  sent  consumer  con- 
fidence tumbling  to  a  record  low. 
Through  September,  inflation  has 
eased,  although  it 
could  still  hit  60%  an- 
nually by  yearend.  In- 
terest rates  are  also 
down,  but  are  36% 
per  year. 

The  government's 
recent  overly  opti- 
mistic budget  propos- 
al for  2003  highlights 
next  year's  potential 
pitfalls.  It  assumes 
3%  economic  growth,  with  falling 
inflation  and  a  stable  peso,  a  sce- 
nario most  economists  think  is  a 
pipe  dream.  Argentina  lost  fund- 
ing from  the  International  Mone- 
tary Fund  after  failing  to  meet 


the  imf's  budget  goals,  and  it  is 
now  trying  to  win  back  imf  aid. 

To  its  credit,  Argentina  has 
tightened  capital  controls  to  keep 
hard  currency  at  home,  and  it  is 
working  toward  a  plan  to  relax 
restrictions  on  deposit  with- 
drawals. Also,  Argentina's  Central  | 
Bank  has  kept  monetary  policy 
tight.  Plus,  with  tax  collections  up 
sharply  this  year,  helped  by  infla- 
tion and  new  taxes,  the  govern- 
ment is  running  a  primary  sur- 
plus, excluding  interest  payments. 

But  the  budget  leaves  the 
tough  decisions  on  restructuring 
the  debt  default  to  the  next  Presi- 
dent. Elections  have  been  moved 
up  to  March,  2003.  With  half  the 
population  in  poverty  and  with 
one  in  five  unemployed,  the  office 
will  most  likely  go  to  a  populist 
regime  more  intent  on  increasing 
spending  than  reining  it  in.  ■ 
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One  inspired  person 

can  make  a  difference. 

460,000  can  change  the  world. ';,' 

people  live.  We  create  new  solutions,  ask  questions  others  wo 
io  ask  and  redefine  entire  industries  from  healthcare  to  enerq 


0  can  change  the  world.  ^^-s~ 

+J  employees  change  the  way 

people  live.  We  create  new  solutions,  ask  questions  others  would  never  have  thought 
to  ask  and  redefine  entire  industries  from  healthcare  to  energy  to  transportation. 
We're  able  to  do  this  because  we  bring  together  extraordinary  resources,  people  and 
ideas.  Siemens  is  a  global  network  of  companies  with  operations  in  virtually  ever) 
country,  all  with  one  goal  in  mind:  to  make  life  heller.  When  you  have  460,000  minds 
working  together  around  the  world,  including  85,000  right  here  in  the  U.S., 
innovative  solutions  emerge.  And  that's  what  it  takes  to  change  the  world. 
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n  the  1990s,  the  sky 
seemed  the  limit  for  finan- 
cial institutions.  Once  re- 
stricted to  taking  deposits 
and  making  loans,  banks 
broke  into  the  business  of 
selling  securities.  Wall 
Street  investment  houses 
began  making  loans  to 
companies.  The  result  was 
a  flood  of  money  to  prom- 
ising new  companies,  ex- 
isting businesses,  and  con- 
sumers. That  fueled  the 
ew  Economy  with  its  rapid  produc- 
rity  growth  and  made  the  American 
lancial  system  the  envy  of  the  world, 
oreover,  the  financial  system  seem- 
gly  sailed  through  the  2001  recession 
id  the  accompanying  stock  market 
dine  in  good  shape.  Commercial 
nks  had  record  profits  in  the  second 
larter  of  this  year,  and  their  balance 
eets  were  far  stronger  than  in  pre- 
ous  recessions. 

But  now,  the  ever-closer  partnership 
'tween  commercial  banking  and  in- 
sstment  banking  is  showing  signs  of 
rain.  Putnam  Lovell  Securities  esti- 
ates  that  earnings  at  five  of  the 
rgest  firms — Citigroup,  J.  P.  Morgan 
lase,  Merrill  Lynch,  Goldman  Sachs, 
id  Morgan  Stanley — could  stay  stuck 
;low  1998  levels  this  year.  On  Sept. 
J.  P.  Morgan  Chase  &  Co.  warned 
at  its  third-quarter  operating  profits 
ill  be  "well  below"  those  of  the  second 
tarter  as  losses  on  corporate  lending 
ay  more  than  quadruple,  to  $1.4  bil- 
m.  One  possible  reason:  Many  of  those 
ans  were  made  to  now-struggling  or 
iled  telecom  companies  in  a  bid  to  win 
vestment  banking. 

That's  a  small  part  of  the  unprece- 
;nted  wave  of  bad  debt  flooding  the  fi- 
ncial  system.  A  record  $880  billion 
orth  of  corporate  bonds  and  loans  are 
stressed  or  in  default,  according  to 
dward  I.  Altman,  a  professor  at  New 
)rk  University's  Stern  School  of  Busi- 
es. As  the  losses  mount,  the  biggest 
ms  are  facing  the  threat  of  legal  ac- 


tion from  investors  who  see  themselves 
as  the  victims  of  a  massive  con  game. 

At  issue  is  the  economic  recovery. 
Banks  are  indispensable  links  in  the 
flow  of  money,  and  they  must  be  per- 
ceived as  honest  players.  Yet  after  a 
year  of  revelations  about  their  ques- 
tionable practices  and  conflicts  of  inter- 
est, investors  have  become  increasingly 
skeptical  of  everything  Wall  Street  sells. 

That  partially  explains  why  the  stock 
market  is  tanking  even  as  the  real  econ- 
omy shows  signs  of  recovery.  It  also  ac- 
counts for  the  higher  rates  that  in- 
vestors demand 
before  they'll  hold 
corporate  bonds. 
Ford  Motor  Co., 
for  example,  is  pay- 
ing four  percentage 
points  more  than 
the  government  on 
borrowing.  With 
stock  prices  low,  as 
well,  the  cost  of 
capital  for  compa- 
nies is  rising,  dis- 
couraging needed 
investment.  And  as 
long  as  investigations  drag  on,  investors 
will  steer  clear  of  what  they  perceive 
to  be  a  rigged  game.  "Until  we  have 
some  finality  around  recent  regulatory 
and  legislative  reforms  that  make  people 
feel  it's  safe  to  go  back  in  the  water, 
we're  not  going  to  get  the  confidence 
and  credibility  back  in  the  marketplace," 
says  Lehman  Brothers  Inc.  Chief  Fi- 
nancial Officer  David  Goldfarb. 

How  did  we  come  to  this?  In  the 
1990s,  market  forces  penetrated  the 
once  heavily  policed  U.S.  financial  sys- 
tem. The  1999  repeal  of  the  Depression- 
era  Glass-Steagall  Act  accelerated  an 
existing  trend  of  commercial  and  in- 
vestment banks  coming  together — or  in- 
vading one  another's  turf — by  sweep- 
ing away  barriers  that  were  designed  to 
protect  corporations,  borrowers,  and  in- 
vestors from  banks'  conflicts  of  inter- 
est. The  change  sanctioned  financial  be- 
hemoths such  as  Citigroup  and  J.  P. 
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Morgan  and  allowed  commercial  banks 
such  as  Bank  of  America  and  Fleet- 
Boston Financial  Corp.  to  jump  on  the 
investment-banking  wagon.  All  were 
seeking  to  leverage  low-margin  lending 
into  much  more  profitable  fee  business- 
es such  as  underwriting  shares. 

The  result:  Competition  in  investment 
banking  became  cutthroat.  Research  an- 
alysts became  shills  for  stock  offerings 
instead  of  investment  advisers;  invest- 
ment bankers  dangled  allocations  of  ini- 
tial public  offerings  to  ceos  to  get  busi- 
ness. Loans  were  offered  to  entice 
lucrative  invest- 
ment-banking busi- 
ness. "The  whole 
financial  system 
has  become  cor- 
rupt," says  Felix 
G.  Rohatyn,  who 
runs  financial  advi- 
sory firm  Rohatyn 
Associates  LLC. 

At  the  same 
time,  market  forces 
had  begun  to 
change  the  strait- 
laced  culture  of  big 
commercial  banks.  They  sold  off  pieces 
of  their  corporate  loans  to  smaller 
banks,  insurers,  and  mutual  funds  in  a 
booming  syndication  market  of  more 
than  $2  trillion.  Then  they  moved  on 
to  repackaging  consumer  loans  into  se- 
curities, from  mortgages  to  credit-card 
receivables,  and  sold  them  to  institu- 
tions in  what's  now  a  $7  trillion  securi- 
tization business.  By  selling  off  their 
loans,  banks  were  able  to  lend  to  yet 
more  borrowers  because  they  could 
reuse  their  capital  over  and  over.  But  it 
also  meant  that  they  made  lending  de- 
cisions based  on  what  the  market  want- 
ed rather  than  on  their  own  credit 
judgments.  The  wholesale  offloading  of 
risk  made  the  banking  system  less  of 
a  buffer  and  more  of  a  highly  stream- 
lined transmitter  of  the  whims  of 
the  market. 

The  more  businesses  that  financial  in- 
stitutions assembled,  the  more  conflicts  of 
^^^^^^^^™  interest  they  faced. 
Heightened  competition 
encouraged  banks  to  use 
rosy  stock  recommenda- 
tions, low-interest  loans, 
and  handouts  of  shares 
in  hot  IPOs  to  ceos  to 
win  lucrative  invest- 
ment-banking business. 
It  also  led  bankers  to 
make  unwise  loans  and 
underwrite  securities 
that  never  should  have 
come   to   market.    The 
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boom-time  excesses  of  the 
banking  system  are  "a  train 
wreck  waiting  to  happen," 
says  D.  Quinn  Mills,  a  finance 
professor  at  Harvard  Busi- 
ness School. 

Meanwhile,  the  resale  of 
loans  created  moral  hazard: 
a  temptation  for  banks  to 
scrutinize  borrowers  less 
carefully  than  when  their 
own  money  was  at  stake. 
"The  banks  abdicated  cred- 
it judgment,  and  the  peo- 
ple to  whom  they  sold  the 
paper  had  no  credit  judg- 
ment," says  Martin  Mayer, 
a  guest  scholar  at  the 
Brookings  Institution  and 
author  of  The  Bankers. 

Other  problems  may  yet 
emerge.  While  the  market 
for  securitized  consumer 
loans  remains  healthy,  in- 
vestors who  took  loans  off 
banks'  hands  could  get 
stung  if  the  economy  stum- 
bles. Moreover,  it's  tougher 
for  the  Federal  Reserve, 
which  supervises  banks,  to 
fix  systemic  credit  problems 
once  the  debt  is  in  the  mar- 
ket. Says  Mayer:  "This  is 
the  first  time  that  the  bank- 
ing system  has  ever  pre- 
distributed  losses." 

Many  of  the  stocks  and 
bonds  floated  during  the 
1990s  boom  probably  nev- 
er should  have  come  to 
market.  For  example,  45% 
of  junk  bonds  are  distressed 
or  in  default,  up  from  5% 
in  1998,  according  to  Stern's 
Altman.  Now,  investors 
balk  at  loading  up  on  more 
junk  bonds.  And  some  are 
shying  away  from  new  is- 
sues of  asset-backed  securities 
banks.  "There  have  been  many 


BANKS:  RIDDLED  WITH  CONFLICTS? 


Tending  Bisbanksa|- 

UCllUlILg  legedly  doled 
out  loans  to  corporations  to 
gain  investment-banking  busi- 
ness. Despite  growing  defaults, 
banks  have  largely  avoided 
losses  by  securitizing  many 
loans  and  selling  them  off  to 
pension  funds  and  insurance 
companies. 


TPOq  CitigrouP-  CSFB,  and 
1a  v/o  Goldman  Sachs  are 
under  several  investigations  for 
allegedly  allocating  hot-selling 
IPO  shares  to  favored  execu- 
tives to  cut  more  investment- 
banking  deais  rather  than  sell- 
ing them  to  the  highest 
bidders. 


Research 


New  York 
State  Attor- 
ney General  Eliot  Spitzer  has 
targeted  Merrill  Lynch  and 
Citigroup's  Salomon  Smith 
Barney  over  allegations  of 
issuing  upbeat  research  to  win 
investment-banking  clients. 
CSFB  and  Morgan  Stanley  may 
be  next. 


Partnerships 

Investment  banks  including 
CSFB  and  Merrill  Lynch 
together  earned  tens  of 
millions  of  dollars  helping 
Enron  disguise  billions  of 
dollars  in  debt  by  selling  the 
company's  off-balance-sheet 
partnerships  to  institutional 
investors. 
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share  of  profits  at  big  b; 
comes  from  trading,  wl| 
is     inherently     uncert 
"Banks  are  playing  the 
terest-rate  market,  and 
starting  to  explode," 
David  A.  Hendler,  an 
lyst  with  CreditSights 
bond  research  firm. 

Things  will  get  wors' 
more   bad   debts   surf; 
J.  P.  Morgan  wrote  off  !• 
billion  in  bad  loans  in 
nine  months  through  J 
30.  And  it's  impossible 
tell  how  exposed  banks 
to  losses  from  derivath 
another       market       t 
boomed   as  banks   sou 
profits  from  new  trad 
opportunities,  says  Ranc 
Dodd,  director  of  the 
rivatives  Study  Center 
Washington.  For  examj 
J.  P.  Morgan  has  derivati 
with  a  face  value  of 
trillion.  But  investors  do 
know  how  vulnerable  t 
enormous  portfolio  woi 
be  to,  say,  a  sharp  rise 
rates  or  a  fall  in  the  doll 

Wall  Street  also  facet 
potentially  huge  legal  b 
Some  pension  funds  and 
surers  are  striking  ba<fct> 
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from 
deals 

we  have  turned  away  recently  that  have 
not  passed  our  credit  stress  tests,"  says 
Dan  Ivascyn,  portfolio  manager  at  Pa- 
cific Investment  Management  Co.,  which 
manages  $274  billion  of  assets. 

Compounding  the  stress  on  the  econ- 
omy is  a  loss  of  faith.  Financial  institu- 
tions are  under  siege  from  thousands 
of  investor  lawsuits.  And  some  in  Wash- 
ington are  starting  to  question  if  the 
one-stop  financial  shops  allowed  by  the 
repeal  of  Glass-Steagall  should  continue 
to  exist  at  all.  To  be  explored,  says  a 
top  Democratic  Hill  aide,  is  whether 
legislation  "pushed  commercial  and  in- 
vestment banks  to  take  on  greater  risks 


than  they  otherwise  would,  and  whether 
[the  law]  caused  conflicts"  by  placing 
bankers  at  odds  with  clients'  interests. 
Now,  it's  clear  that  in  their  race  to 
become  jacks-of-all-trades,  many  finan- 
cial-services companies  ended  up  mas- 
tering none.  Many  failed  in  their  attempt 
to  turn  into  one-stop  financial  shops  sell- 
ing everything  from  merger  advice  to 
credit  cards.  FleetBoston  shut  its  invest- 
ment-banking unit  Robertson  Stephens 
earlier  this  year  largely  because  high- 
tech  IPOs,  its  specialty,  dried  up  and  left 
big  losses,  says  ceo  Charles  K.  Gifford. 
Adds  Wells  Fargo  &  Co.  ceo  Richard  M. 
Kovacevich:  "Almost  70%  of  banks  buy- 
ing investment  banks  fail."  Wells  Fargo 
itself  has  avoided  the  bidding.  A  growing 


CalPERS  has  joined   wi 
several  other  pension  fun  |sp 
to   sue  J.  P.   Morgan   a 
Citigroup,  the  underwritf!^ 
of   WorldCom    Inc.'s    Is 
bond  issue,  an  $11  billi   i 
deal,  for  alleged  lack  of  d 
diligence.  Banks  may  ha 
to  pay  up  to  $5  billion 
settle  over  300  class  actio 
involving  everything  frc 
hyping  lousy  IPOs  to  favc 
ing    their    best    bankii  m, 
clients,  according  to  James  Newma  tyia 
executive  director  of  research  firm  S 
curities  Class  Action  Services.  On  top 
that,  there  are  25  class  actions  pendii 
against  firms'  research  analysts. 

Financial  giants  accelerated  the  grow  | 
of  the  New  Economy  in  the  1990s.  B 
they're  looking  shakier  as  the  U.  S.  eco 
omy  struggles  to  get  out  of  the  doldrun 
"You  don't  see  a  raft  of  companies  tryii 
to  become  the  next  Citigroup,"  sa^ 
Brock  Vanderfleet,  a  Lehman  Brothe 
analyst.  Putting  the  financial  system  on 
solid  foundation  will  be  critical  to  pu 
ting  the  economy  back  on  track 

By  Emily  Thornton,  Peter  Coy,  at 
Heather  Timmons  in  New  York, 
bureau  reports 


he 

(ajl 

iet( 

m 


tril 
El 


42  BusinessWeek  /  October  7,  2002 


4» 


RPORATE  CRIME 


fifHY  CREDIT  SUISSE 
JOULD  DODGE  A  BULLET 

rosecutors  may  not  want  to  open  a  Pandora's  box  on  Wall  Street 


^ould  things  get  any  worse  for  Cred- 
_it  Suisse  First  Boston?  The  com- 
^pany  already  has  been  forced  to 
iy  $100  million  to  settle  claims  that  it 
erbilled  clients  for  shares  in  initial 
iblic  offerings.  And  regulators  have 
•en  going  through  tens  of  thousands  of 
ternal  e-mails,  probing  charges  that 
research  may  have  been  slanted  to 
vor    investment     backing     clients. 

:  ley're  also  looking  into  allegations  that 
e  firm's  technology  banking  group, 
aded  by  star  banker  Frank  Quattrone, 
igaged  in  "spinning" — awarding  cus- 
mers  shares  in  popular  public  offerings 
exchange  for  future  investment  bank- 

>{g  business. 
Now,     Massachusetts 
cretary       of       State 
illiam  Galvin  is  raising 
e  stakes.  Galvin,  who 
is  been  overseeing  a  civil  investiga- 
m  into  csfb's  practices,  has  referred 
e  case  to  New  York  Attorney  Gener- 
Eliot  Spitzer  for  possible  criminal 

i^arges,  including  bribery,  in  connec- 
)n  with  the  "spinning"  allegations.  A 
sfb  spokesperson  said  it  thinks  crimi- 

iitl  charges  are  unwarranted.  But  Galvin 

pushing  hard.  "The  only  way  you're 

»ing  to  end  this  kind  of  practice,"  he 

sists,  "is  to  persuade  people  that 

i  ley're  doing  it  at  the  peril  of  criminal 
miction." 
Maybe,  but  making  bribery  charges 

"tick  is  a  long  shot.  Prosecutors  would 
ive  to  show  that  a  ceo  promised  csfb 

o  vestment  banking  business  in  ex- 

iLange  for  shares  in  hot  IPOs,  says  Co- 
mbia  University  School  of  Law  pro- 
issor  John  C.  Coffee,  a  leading 
icurities-law   expert.   Without   that 

ir  roof,  the  IPO  allocations  would  be  noth- 
g  more  than  a  gratuity,  much  like  a 
cket  to  a  ball  game  or  a  pricey  meal. 

Moreover, 
in  his  earlier 
investigation 
of  the  ties  be- 
tween ana- 
lysts and  in- 


vestment bankers  at  Merrill  Lynch  & 
Co.,  Spitzer  already  proved  reluctant  to 
play  that  level  of  hardball.  While 
Spitzer  declined  to  comment  on  the 
csfb  case,  in  a  Sept.  24  speech  in  New 
York,  he  referred  to  the  $100  million 
settlement  paid  by  Merrill  this  year, 
saying:  "We  could  have  indicted,  con- 
victed, and  destroyed  Merrill."  But 
with  a  greater  interest  in  reforming 
Wall  Street  than  in  shutting  firms 
down,  he  said,  "that  would  have  been 
insane."  A  criminal  case,  adds  Spitzer's 
top  investigator,  Eric  Dinallo,  "may  not 
help  the  average  investor." 

So  if  bribery  charges  are  a  long  shot, 
what's  Galvin's  game?  In  part,  he  is 
seeking  political  advantage  by  appear- 


ing tough  on  a  populist  issue.  But  he  is 
also  trying  to  keep  up  the  pressure  on 
CSFB.  Even  in  the  absence  of  criminal 
charges,  csfb  is  hardly  out  of  hot  wa- 
ter. The  seized  internal  e-mails  are  sim- 
ply too  damning,  say  legal  experts. 
Consider  the  October,  2000,  e-mail  from 
one  csfb  technology  analyst.  In  it,  he 
advised  a  colleague  to  do  the  "Agilent 
Two-Step,"  an  apparent  reference  to 
Agilent  Technologies  Inc.  Translation: 
"That's  where  in  writing  you  have  a 
buy  rating  but  verbally 
everyone  knows  your  posi- 
tion," according  to  the  e-mail. 
csfb  responds  that  it  has 
been  "implementing...  sys- 
temic changes  to  strengthen 
analyst  independence." 

No  surprise,  then,  that 
many  expect  csfb  to  be  pres- 
sured to  pay  a  settlement  to 
make  this  all  go  away.  But  it 
could  well  be  more  substan- 
tial than  the  $100  million 
Merrill  paid.  While  Merrill 
settled  solely  for  engaging  in 
questionable  research  prac- 
tices, any  csfb  settlement 
could  cover  allegations  in- 
volving both  research  and 
spinning. 

A  big  payment  would  hurt 
csfb — though  it  would  likely 
survive.  The  firm  earned  a  net 
profit  of  $61  million  in  the  sec- 
ond quarter  and  will  struggle 
to  break  even  in  the  second 
half,  according  to  Norrie  Mor- 
rison, an  analyst  at  New  York 
investment  bank  Arnhold  & 
S.  Bleichroeder  Inc.  But  its 
parent,  Credit  Suisse,  has  $2.6 
billion  in  cash. 

csfb  is  clearly  anxious  to 
put  all  this  behind  it.  The  firm  says  it's 
cooperating  with  investigators.  Earlier 
this  year,  csfb  hired  Gary  G.  Lynch,  a 
former  Securities  &  Exchange  Commis- 
sion enforcement  chief,  to  negotiate 
with  prosecutors  and  help  reform  the 
investment  bank.  And  John  J.  Mack,  a 
respected  Wall  Street  veteran  who  re- 
cently became  co-ceo  of  Credit  Suisse, 
has  been  trying  to  instill  a  new,  more 
ethical  culture  at  csfb  since  being 
named  co-chief  executive  in  July,  2001. 
For  the  embattled  firm,  a  resolution  to 
all  the  investigations  can't  come  soon 
enough. 

By  Geoffrey  Smith  in  Boston,  with 

Heather  Timmons  and 

Emily  Thornton  in  New  York 


i  k  The  only  way  you're  going  to  end  this  kind  of  practice  is  to  persuade 
people  that  they're  doing  it  at  the  peril  of  criminal  conviction.  7  J 

-Massachusetts  Secretary  of  State  William  Galvin 
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COMMENTARY 

By  Amy  Bonus  and  Mike  McNamee 

HOW  BANKERS  AND  BROKERS 
GOULD  GET  BRUISED 


Regulators  slap  a  $5  million  fine  on 
Salomon  Smith  Barney,  charging 
that  its  star  analyst  privately 
questioned  a  telecom  stock  he  publicly 
boosted.  Lawmakers  grill  J.  P.  Morgan 
Chase  &  Co.  execs  as  to  whether 
they  helped  Enron  Corp.  deceive  in- 
vestors. The  Securities  &  Exchange 
Commission  vows  to  curb  investment 
banks'  lucrative  but  abusive  practice 
of  earmarking  shares  in  new  offerings 
for  favored  clients. 

No  matter  where  investment 
bankers  turn  these  days,  there's  no 
escaping  the  heat.  With  each  congres- 
sional hearing  and  release  of  embar- 
rassing e-mails,  the  ground  shifts  be- 
neath Wall  Street.  Regulators  step  up 
punishments  for  firms  that  cross  the 
line  into  illegal  behavior,  while  long- 
acceptable  practices  now  are  derided 
as  unseemly  quid  pro  quos.  "People 
have  lost  faith,  just  like  with  the 
Catholic  church,"  says  Wall  Street 
guru  and  former  Lazard  Freres  man- 
aging director  Felix  G.  Rohatyn. 

Inevitably,  the  accumulating  evi- 
dence of  conflicts  of  interest  is  driving 
reforms  by  Congress  and  federal  and 
state  regulators.  "No  one  thinks  this 
is  going  to  blow  over,"  says  Richard 
Walker,  a  former  sec  enforcement  di- 
rector, now  general  counsel  at 
Deutsche  Bank.  "A  low-pressure  sys- 
tem has  arrived,  and  it's  stationary 
over  Wall  Street." 

Capitol  Hill  and  state  regulators 
are  gunning  for  Citigroup,  Merrill 
Lynch,  Credit  Suisse  First  Boston 
(page  43),  J.  P.  Morgan  Chase,  and 
Goldman  Sachs.  The  sec,  stung  by 
charges  that  it  has  moved  too  slowly, 
is  likely  to  force  changes.  The  outlook: 

■  ANALYSTS'  CONFLICTS:  New  York 
Attorney  General  Eliot  Spitzer  wrung 
a  $100  i  lillion  penalty  from  Merrill 
Lynch  &  Co.  after  revealing  internal 
e-mails  in  which  analysts  privately 
disparaged  as  "junk"  and  "crap" 
stocks  thej  were  pushing  at  the  time. 
Merrill  promised  changes,  including 
delinking  analyst  compensation  and 
investment  banking. 


The  Merrill  deal 
could  become  the  floor 
for  future  settlements 
that  state  regulators 
win  from  banks  they 
are  probing.  Facing 
pressure  to  restore 
investor  trust,  the 
SEC  has  vowed  to 
adopt  uniform  na- 
tional standards 
for  analysts  that 
could  further 
curtail  contacts 
between  re- 
search and 
banking  di-    ^^ 
visions.  One 
worrisome  sign  for  the 
Street:  sec  Commissioner  Harvey  J. 
Goldschmid,  who  championed  "fair  dis- 
closure" rules  limiting  analysts'  special 
access  to  company  executives,  is  lead- 
ing the  effort.  The  rules  could  prove 
so  onerous — and  the  e-mail  revela- 
tions so  embarrassing — that  banks  fig- 
ure they're  better  off  getting  out  of 
the  unprofitable  research  business. 

■  IPOs:  Raising  cash  for  new  compa- 
nies through  initial  public  offerings  is 
rife  with  conflicts.  Investment  banks 
push  their  analysts  to  give  ipo  clients 
sky-high  ratings.  And  banks  routinely 
underprice  ipos — a  practice  that  be- 
came more  pronounced  during  the 
boom  years — so  they  can  use  shares 
in  a  hot  new  stock  to  reward  friends 
and  woo  potential  banking  clients. 

The  National  Association  of  Securi- 
ties Dealers  is  cracking  down  on  un- 
savory allocation  practices.  A  stronger 
attack  is  coming  from  the  sec,  which 
wants  to  reduce  the  underpricing  that 
makes  ipos  so  ripe  for  abuse.  By  next 
year,  the  sec  could  require  bankers  to 
open  up  their  IPO  order  books  to  more 
scrutiny  and  to  allocate  more  shares 
to  high  bidders — not  to  cronies. 

■  TYING:  Representative  John  D. 
Dingell  (D-Mich.),  ranking  Democrat 
on  the  House  Energy  &  Commerce 
Committee,  is  leaning  on  regulators  to 


investigate  "tying"  by  com- 
mercial banks — the  illegal  practice  of 
granting  loans  only  if  customers  sign 
on  for  other  services.  The  Federal 
Reserve  and  Treasury  Dept.  say 
they've  found  no  evidence  of  unlawful 
tying  but  have  launched  special 
queries  to  make  sure. 

Regulators  will  severely  punish  any 
bank  they  find  linking  credit  to  secu- 
rities underwriting.  But  Democrats 
want  more:  They  see  tying  as  a  lever 
to  reopen  the  1999  Gramm-Leach- 
Bliley  Act,  which  blessed  the  merger 
of  commercial  and  investment  bank- 
ing. After  the  bill's  author,  Senator 
Phil  Gramm  (R-Tex.),  retires  at 
yearend,  Hill  aides  expect  Democrats 
to  examine  whether  the  resulting  fi- 
nancial conglomerates  abuse  their 
clout.  But  Congress  is  unlikely  to  re- 
verse the  law,  especially  if  the  GOP 
keeps  control  of  the  House. 

Shell-shocked  Street  lobbyists  are 
counting  the  days  until  Congress  goes 
home.  With  no  more  documents  flow- 
ing from  the  Hill  and  mid-term  elec- 
tion rhetoric  cooled,  financiers  figure 
the  relentless  pressure  will  end. 
That's  a  pipe  dream.  By  spotlighting 
Wall  Street's  seamier  side,  Congress 
has  uncorked  a  reform  drive  that 
won't  stop  anytime  soon. 

Borrus  and  McNamee  cover 

finance  from  Washington. 
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COMMENTARY 


By  Bruce  Nussbaum 

FOREIGN 

POLICY: 

BUSH  IS 

HALF  RIGHT 


Two  new  realities  of  life — terrorism  and 
American  military  dominance — are  re- 
structuring the  global  order.  Containment 
and  mutually  assured  destruction,  corner- 
stones of  U.  S.  foreign  policy  during  the 
Cold  War,  can't  work  when  suicidal  terrorist 
groups,  rather  than  rational  states,  are  the  ma- 
jor threat  to  the  nation.  And  traditional  balance- 
of-power  tactics  are  meaningless  when  the  U.S. 
spends  more  on  defense  than  all  of  the  next  20 
nations.  Indeed,  by  2005,  America's  military 
budget  will  be  greater  than  the  rest  of  the 
world's  combined. 

Given  this  radically  changed  era,  the  opportu- 
nity to  set  forth  a  new  American  foreign  poli- 
cy— as  required  by  Congress  from  each  Presi- 
dent— is  a  welcome  event.  Unfortunately,  The 
National  Security  Strategy  of  the  United  States 
of  America,  a  31-page  report  to  the  Congress  by 
President  George  W.  Bush,  is  not  just  disappointing,  it's 
disparaging  to  friends  and  allies  around  the  globe.  Disdain- 
ful arrogance  is  hardly  the  right  posture  for  the  leader  of 
the  free  world,  but  that  is  the  tone  of  much  of  the  report. 
The  tragedy  is  that  the  Texas-style  swagger  and  go-it- 
alone  message  of  the  document  overwhelms  its  many  keen 
analytical  insights  and  intelligent  policy  suggestions.  The 
National  Security  Strategy  paper  could  create  the  founda- 
tion for  a  new  set  of  international  standards  to  replace 
those  that  governed  the  Cold  War.  But  its  braggadocio  un- 
dermines the  seriousness  of  its  suggestions. 

Despite  loose  talk  today  about  a  benign  new  Pax  Ameri- 
cana, many  Americans  and  many  more  people  overseas  are 
uncomfortable  with  the  image  of  an  America  acting  unilat- 
erally around  the  world,  breaking  treaties  at  will,  giving  Up 
service  to  allies  and  international  institutions  while  claim- 
ing for  itself  the  sole  legitimate  use  of  force  anywhere,  any- 
time it  feels  threatened.  That  is  the  text  and  subtext  of 
much  of  the  National  Security  Strategy  report. 

There  certainly  have  been  moments  in  U.  S.  history 
when  imperialism  has  been  in  vogue.  Nineteenth  century 
Manifest  Destiny  is  the  most  striking  example.  But  the 
overall  arc  of  U.  S.  history,  from  the  birth  of  the  nation  in 
revolution  against  the  British  to  battles  against  Spanish, 
German,  and  Soviet  empires,  has  been  to  oppose  the  con- 


cept. Imperialism,  even  compassionate  imperialism,  just 
isn't  part  of  this  country's  dna. 

The  Bush  Doctrine  laid  out  in  the  National  Security  pa 
per  threatens  to  unravel  the  fabric  of  international  commi 
nity  at  a  time  when  that  community  is  needed  to  combat 
terrorism  and  restore  health  to  a  deteriorating  world  ecor 
omy.  Ironically,  this  international  community  is  the  very 
one  the  U.  S.  has  spent  decades  building  to  spread  Ameri- 
can values  of  rule-of-law,  democracy,  and  free  markets  all 
over  the  globe.  It  is  the  community  U.  S.  corporations  and 
consumers  rely  on  as  they  turn  increasingly  to  China  for 
high-tech  and  consumer  goods.  By  working  through  institi 
tions  ranging  from  NATO  to  NAFTA,  from  the  International 
Monetary  Fund  to  the  World  Trade  Organization,  the  U.S 
has  been  able  to  expand  its  power  and  influence  via  globa 
consensus,  not  intimidation.  Yet  this  system  is  threatened 
by  a  global  backlash  against  perceived  American  unilatera  t 
ism  and  arrogance. 

The  Bush  Doctrine,  as  expressed  in  the  report,  has  thn 
basic  tenets.  First,  the  U.  S.  is  free  to  take  preemptive  ac 
tion  against  terrorists  and  states  that  have  weapons  of 
mass  destruction.  Second,  no  country  or  combination  of 
countries  will  ever  be  allowed  to  challenge  U.  S.  military 
superiority.  Third,  unilateral  measures  are  better  than  in- 
ternational treaties  and  organizations  in  preventing  the 


to 
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. .  .we  will  not 
hesitate  to  act  alone, 

if  necessary,  to 

exercise  our  right  of 

self-defense  by  acting 

preemptively  against 

such  terrorists,  to 

prevent  them  from 

doing  harm  against 

our  people  and 

our  country. . . 


Ipread  of  nuclear 
l-eapons.  In  short,. 

he  Bush  Doctrine 

leclares  that 

America  will  no 

jnger  be  con- 
trained  by  the 

raditional  norms 

nd  rules  of 

he  internation- 

1  community. 
Each  of  the 

tree  policy  pre- 
options has  its 

wn  logic — and  its 

wn  problems. 

Jvery  nation  as- 

umes  it  can  use 

reemptive  action  on 

are  occasions  to  thwart  attacks 

r  even  to  further  the  national 

iterest.  French  and  Belgian 

aratroopers  have  intervened  in 

ifrica  for  years.  Britain  went  into 

le  Falklands. 

But  preemption  as  a  core  securi- 
ty doctrine  wreaks  havoc  with  tra- 

itional  norms  of  self-defense.  Even 

srael's  destruction  of  the  French- 

uilt  Iraqi  nuclear  reactor  in  1981, 

robably  preventing  Iraq  from  hav- 

lg  nuclear  weapons  during  the  Per- 

ian  Gulf  War,  brought  howls  of  con- 

emnation  from  U.  S.  Ambassador  to 

le  U.  N.  Jeane  J.  Kirkpatrick  and 

ritish  Prime  Minister  Margaret 

hatcher.  Placing  preemption  at  the 

enter  of  security  policy  leaves  the 

Irorld  wondering  what  the  clear-cut 

ules  for  war  are.  The  Bush  Doctrine 

oesn't  detail  any  new  rules  of 

ngagement. 
Nations  are  already  rushing  to  create  their  own.  Russia 

i  reformulating  its  war  rationale  against  Chechnya  in 

erms  of  preempting  terrorists.  China  is  adopting  the  lan- 

uage  of  preemption  in  battling  Muslim  separatists.  Will 
■  ndia  follow  in  Kashmir  or  against  Pakistan?  And  what  of 
i  grael?  An  American  strategic  policy  of  preemption  without 

iternationally  agreed-upon  rules  could  increase  global  vio- 
lence and  instability. 

I  The  notion  of  conditional  sovereignty,  introduced  by  the 

lational  Security  Strategy  paper,  may  undermine  stability 

s  well.  Since  the  Treaty  of  Westphalia  of  1648,  the  sover- 
1  ignty  of  states  has  been  sacrosanct.  There  is  international 

greement  that  nations  are  open  to  attack  only  when  they 
i  o  something  that  threatens  or  harms  others.  Under  the 

lush  Doctrine,  however,  nations  that  simply  amass 
;  weapons  of  mass  destruction  forfeit  their  sovereignty.  Iraq, 
i  f  course,  is  the  first  example  of  this  policy.  Its  case  is  rela- 

ively  clear,  having  violated  no  fewer  than  19  U.  N.  resolu- 
i  ions  to  disarm.  But  who  is  the  second?  And  what  about 

ations  whose  citizens  help  finance  terrorism,  such  as  Saudi 
i  Lrabia?  The  rules  are  fuzzy. 
•    The  second  tenet  of  Bush's  new  U.  S.  security  policy — to 

reeze  current  U.S.  global  superiority  in  place  forever — is 

iroblematic,  too.  Here,  the  focus  is  on  China,  which  is  seen 

i  Washington  as  the  next  rival  to  America.  China  already 

ias  intercontinental  ballistic  missiles  and  nuclear  war- 

leads,  and  its  arsenal  is  sure  to  grow  larger.  Every  rising 


economic  power  in  the  past  has  bulked  up  militarily  as 
well.  The  Bush  Doctrine  would  attempt  to  freeze  China's 
position  in  the  world  pecking  order — a  policy  sure  to  be 
resisted  in  Beijing.  Indeed,  it's  hard  to  see  how  two  coun- 
tries as  integrated  economically  as  China  and  the  U.  S.  can 
be  governed  in  their  international  relations  by  a  policy  de- 
signed to  keep  one  inferior  militarily.  Here  again,  the  Bush 
Doctrine  could  generate  more  instability,  not  less. 

So  could  the  tearing  up  of  treaties.  This  policy,  of  course, 
is  of  a  piece  with  previous  Bush  Administration  actions  in 
unilaterally  walking  out  of  the  Kyoto  Accords  on  global 
warming,  abandoning  the  Anti-Ballistic  Missile  Treaty,  and 
putting  the  U.  S.  above  the  International  Criminal  Court. 
Certainly,  all  such  international  agreements  have  flaws.  But 
America,  as  a  world  power,  is  obliged  to  make  them  better, 
not  simply  dump  them.  The  U.  S.  has  often  disagreed  with 
its  friends  and  allies.  But  it  has  rarely  shown  them  the  dis- 
respect of  simply  stalking  out.  In  fighting 
the  Persian  Gulf  War,  President  George 
H.W  Bush  understood  that  leadership 
requires  persistence  and  quiet  strength, 
not  intemperate  impatience. 

To  its  credit,  the  Bush  National  Se- 
curity Strategy  document  for  the  first 
time  explains  why  a  new  foreign  policy 
is  needed  to  confront  the  realities  of 
the  day.  It  rightly  points  out  that 
failed  states,  states  that  harbor 
weapons  of  mass  destruction,  and 
states  that  shelter  terrorists  are  the 
greatest  dangers  to  peace  today.  The 
report  raises  two  key  questions:  What 
threats  permit  a  nation  to  take  pre- 
emptive action?  And  what  is  the 
threshold  of  bad  behavior  that  causes 
a  country  to  lose  its  sovereignty? 

Unfortunately,  the  National  Secu- 
rity paper  assumes  that  only  Ameri- 
ca is  permitted  to  ask  and  answer 
these  critical  questions.  A  better  way 
would  be  for  the  Bush  Ad- 
ministration to  lead 

Our  forces 


an  international  ef- 
fort that  engages 
America's  friends 
and  allies  in  this 
discussion.  The 
document  rightly 
sets  out  principles 
for  a  new  inter- 
national stan- 
dard of  conduct. 
We  now  need  to 
clarify  and  codify 
them.  An  interna- 
tional consensus 
on  preemption 
and  sovereignty 
would  greatly  re- 
duce uncertainty 
and  anxiety  about  U.  S.  intentions  and  actions.  It  would 
make  U.S.  foreign  policy  more  understandable,  pre- 
dictable, and  sustainable. 

America  has  historically  found  it  projects  power  best  by 
exercising  it  through  international  institutions  operating 
with  shared  values  and  goals.  Much  has  changed  since 
September  11.  This  hasn't. 

Nussbaum  is  editorial  page  editor. 


will  be  strong 

enough  to  dissuade 

potential  adversaries 

from  pursuing 

a  military  build-up 

in  hopes 

of  surpassing,  or 

equaling,  the 

power  of  the 

United  States. 
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TYCO:  THE  VISE 
GROWS  EVER-TIGHTER 

Half  its  debt  is  coming  due-but  where's  the  cash  to  pay  it? 

Since  his  arrival  at  scandal-scarred 
Tyco  International  Ltd.  in  late 
July,  ceo  Edward  D.  Breen  Jr. 
has  wasted  little  time  sweeping  out 
the  now-notorious  Kozlowski  regime. 
On  Sept.  17,  Breen  issued  a  report 
detailing  how  L.  Dennis  Kozlowski 
and  his  cronies  allegedly  looted  more 
than  $100  million  from  Tyco.  He  has 
recruited  respected  outsiders  to  begin 
rebuilding  the  executive  suite,  most 
notably  Chief  Financial  Officer  David 
J.  FitzPatrick,  who  held  the  same  job 
at  United  Technologies  Corp.  And  he 
has  gotten  Tyco's  discredited  Koz- 
lowski-era  directors  to  agree  to  leave 

by  early  next  DWINDLING  OPTIONS 
year.         Says    __._._ 

Leon  Cooper-  CEO  Breen  may 

man,  president   be  forced  to  Sell 

off  more  business- 
es. That  could 
trigger  further 
write-downs 


: 


of  investor 
Omega  Advi- 
sors Inc.:  "He 
has  been  do- 
ing all  the 
right  things." 

Good  enough,  as  far  as  it  goes.  Now 
comes  the  much  tougher  challenge  of 
cleaning  up  the  financial  mess.  The 
$36  billion  empire  Kozlowski  left  be- 
hind is  under  siege  on  every  front. 
Sales  and  margins  are  plunging,  even 
as  Tyco  staggers  under  $26  billion  of 
debt.  And  with  its  market  value  al- 
ready down  this  year  by  some  $90  bil- 
lion, "it's  getting  awfully  hot  in  the 
kitchen,"  says  Nicholas  P.  Heymann, 
an  analyst  at  Prudential  Securities  Inc. 

Just  how  hot  became  more  clear  on 
Sept.  25,  when  Breen,  in  his  first  con- 
ference call  with  investors  since  taking 
charge,  sharply  cut  earnings  estimates 
issued  in  July  by  Tyco's  former  team. 
At  the  same  time,  Breen  warned  that 
Tyco  would  have  to  take  yet  another 
big  write-off:  this  time,  up  to  $2.5  bil- 
lion for  its  disastrous  foray  into  the 
underseas  cable-telecom  market.  That's 
on  top  of  a  $6.7  billion  write-down  it 
took  earlier  this  year  on  the  sale  of 
Tyco's  cit  Group  Inc.  for  $4.6  billion. 

These  latest  disclosures  only  in- 
crease the  urgency  of  Breen's  imme- 
diate task:  averting  a  liquidity  crisis. 
While  the  sale  of  cit  helped  boost 
Tyco's  cash  level  to  about  $7  billion, 


PUSHING  THE  LIMIT 

Thanks  to  big  write-offs,  Tyco's  debt-to-capitalization 

ratio  is  approaching  52.5% — the  level  at  which  the 

company  will  be  in  default  on  much  of  its  $26  billion  debt 

60 
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Data:  Company  reports 


nearly  half  of  its  debt  comes  due  by  tl 
end  of  next  year.  And  as  previous  es- 1 
mates  of  cash  flow  continue  to  be  rat<l 
eted  down,  it  now  looks  like  Tyco  coil 
come  up  $3  billion  short  of  what  it  nee 
"There  are  still  an  awful  lot  of  unc» 
tainties,"  says  Eric  Ause,  an  analyst 
Fitch  Ratings,  which  is  mamtaining 
junk-bond  rating  on  Tyco's  debt. 

One  critical  problem  is  that  Tyc 
margins  are  crashing  back  to  earth.  0\ 
the  past  five  years,  the  aggressive  s 
counting  Kozlowski  used  in  his  inc< 
sant  dealmaking  helped  push  margii 
before  interest  and  taxes,  from  12.f 
in  1997  to  22.1%  last  year.  But  with  t 
deals  over  and  the  economy  wet 
margins  in  the  quarter  ended  June 
fell  across  all  four  of  Tyco's  operati; 
segments,  including  a  nearly  50%  plun' 
in  its  troubled  electronics  busine 
Tyco's  largest  unit.  Moreover,  as  de; 
making  dries  up,  so  does  Tyco's  ability 
avoid  taxes  by  moving  income  to  lowi 
tax  overseas  jurisdictions.  As  a  resui 
Breen  says,  Tyco's  tax  rate  will  rise 
22%,  from  18.5%. 

Lower  margins  and  higher  tax  rat 
will  cut  Tyco's  earnings  in  the  curre 
quarter  to  $600  to  $700  million.  Cor 
pare  that  with  $900  million  predict) 
by  the  previous  management  team.  A 
nual  earnings,  for  the  fiscal  year  starti 
Oct.  1,  could  fall  as  low  as  $3  billion, 
30%  below  earlier  expectations,  accor 
ing  to  Breen. 

To  buy  time,  Breen  is  attempting 
renegotiate  Tyco's  $3.9  billion  line  of  ere 
it,  which  expires  next  February.  He  al 
is  considering  selling  more  assets.  Whi 
Breen  has  ruled  out  divesting  an  enth 
segment,  such  as  health  care,  he  cou 
sell  nonstrategic  units,  perhaps  inclu 
ing  plastics,  that  Kozlowski  pulled  fro 
the  block  last  spring. 

In  this  market,  though,  Tyco  may  g< 
only  a  fraction  of  the  premium  paid  I 
Kozlowski  during  his  bull-market  bing 
And  deeply  discounted  sales  would  for* 
further  write-downs  in  the  bloated  $1 
billion  of  goodwill  Tyco  still  carries  c 
its  balance  sheet,  cit,  for  instance,  wj 
sold  for  just  40%  of  what  Tyco  had  ii 
vested  in  the  unit. 

The  difficulty  for  Breen  is  that  larj 
write-offs  would  slash  shareholder  equit 
That  could  put  Tyco  at  risk  of  violatir 
loan  covenants  requiring  its  ratio  of  tot 
debt  to  total  capitalization  to  remain  b< 
low  52.5%.  If  that  ratio — which  stood  ; 
49%  as  of  June  30 — is  exceeded,  Tyc 
would  find  itself  in  default,  according  1 
the  company. 

For  now,  that  risk  appears  distan 
It  would  take  big  write-downs — on  th 
order  of  $11  billion — before  Tyco  is  i 
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anger  of  hitting  its  trigger.  That's  one 
ason  Breen  insist*  he's  "very  comfort- 
ole"  with  Tyco's  ability  to  service  its 
ebt.  Yet  any  nasty  surprises  from  the 
agoing  forensic  audit  of  Tyco's  books, 
ue  in  late  fall,  could  quickly  alter 
ireen's  comfort  level.  Some  observers 
orry  that  if  Kozlowski  looted  the  com- 
iny,  he  could  have  cooked  the  books 


as  well.  And  Tyco's  banks  are  unlikely  to 
renegotiate  the  bank  lines  until  its 
ledgers  are  cleared. 

Will  Tyco's  books  pass  muster?  Breen 
says  he  isn't  worried,  and  investors  are 
beginning  to  agree.  Following  Breen's 
conference  call  with  analysts,  Tyco's 
shares  rose  10%,  to  $15.  If  Breen  is 
right,  he  would  be  left  running  a  compa- 


ny with  far  slower,  yet  more  reliable, 
growth.  That  may  not  sound  like  the 
sexiest  job  in  the  world.  But  changing 
Tyco  back  into  the  sleepy  conglomerate  it 
always  should  have  been  would  sure  beat 
the  year  of  scandal  and  turmoil  that  the 
company  and  its  long-suffering  investors 
have  just  endured. 

By  William  Symonds  in  Boston 


COMMENTARY 


By  Gary  Weiss 


WILL  KOZLOWSKI  BEAT  THIS  RAP? 


If  ever  a  top  executive  seemed  des- 
tined for  a  swift  conviction  and 
lengthy  prison  term,  it  would  be 
Tyco  International  Ltd.'s  former  chief 
executive,  L.  Dennis  Kozlowski.  The 
allegations  against  him  and  two  oth- 
er Tyco  executives,  spelled  out  in  Se- 
curities &  Exchange  Commission  fil- 
ings, lawsuits,  and  a  Sept.  12 
indictment  by  a  New  York  State 
grand  jury,  are  the  stuff  of  tabloid 
headlines.  But  do  the  $6,000  shower 
curtains  and  allegedly  improper  loans 
add  up  to  criminal  conduct? 

Not  necessarily.  Contrary  to  all 
the  publicity,  legal  experts  say  Tyco's 
chief  and  his  two  fellow  defendants 
may  be  able  to  thwart  some  of  the 
most  serious  charges  of  corporate 
looting.  For  one  thing,  BtisinessWeek 
has  learned  from  persons  familiar 
with  the  defendants'  legal  strategies 
that  Kozlowski  has  a  possible  ace  in 
the  hole — authority  under  the  law  of 
Bermuda,  where  Tyco  is  incorporat- 
ed, to  make  expenditures  of  up  to 


board.  Repeated  calls  to  a  Tyco 
spokesman  requesting  comment  were 
not  returned,  but  the  company  has 
maintained  in  lawsuits  that  Kozlow- 
ski's  actions  were  illegal  under 
Bermuda  law.  Kozlowski's  lawyer, 
Stephen  Kaufman,  calls  the  charges 
against  his  client  "unfounded  and  un- 
fair." Lawyers  for  Swartz  and  Bel- 
nick  say  their  clients  committed  no 
wrongdoing  and  had  proper  authori- 
zation for  their  actions. 

Proving  criminal  intent  could 
prove  equally  thorny.  Lawyers  note 
that  Kozlowski  could  claim  that  his 
brand  of  corporate  extravagance  was 
not  out  of  line  with  the  widely  publi- 
cized company-paid  lifestyles  of  other 
CEOs — such  as  the  lavish  retirement 
package  of  former  General  Electric 
CEO  Jack  Welch. 

Of  course,  the  prosecution  has 
some  possible  trump  cards  as  well. 
In  June,  Kozlowski  was  indicted  on 
sales-tax  evasion  charges  that  may 
prove  difficult  to  shake.  Cooperating 
witnesses  could  flesh  out  the  da's 
case.  And  a  potential  prison  term  in 


$250  million  without  board  approval, 
with  even  higher  limits  for  acquisi- 
tions. Such  a  defense,  if  it  prevails, 
could  have  implications  for  the  grow- 
ing numbers  of  U.S.  companies  in- 
corporating there. 

That's  just  one  of  the  problems 
facing  prosecutors  in  pursuing  their 
cases  against  Kozlowski,  former 
Chief  Financial  Officer  Mark  Swartz, 
and  ex-chief  corporate  counsel  Mark 
Belnick.  Marcel  Kahan,  a  professor  of 
corporate  and  securities  law  at  New 
York  University,  says  there  are  two 
key  questions:  "Were  the  payments 
properly  authorized?  And  if  not,  did 
[Kozlowski]  know  he  was  taking 
money  he  was  not  entitled  to?" 

Neither  issue  is  a  slam  dunk  for 
prosecutors.  Tyco,  in  an  internal  in- 
vestigation conducted  by  attorney 
David  Boies,  main- 

^^Zs^e     tyco  is  incorporated  in 
r^t/or^rntthe  Bermuda— where  the  law  may 

not  require  board 
approval  for  big 
spending  and  deals 

LEAVING  COURT  IN  NEW  YORK 

a  tough  New  York  penitentiary  is 
often  enough  to  induce  guilty  pleas 
in  return  for  lighter  sentences. 

But  even  if  prosecutors  win,  that 
will  not  put  to  rest  the  questions 
surrounding  Tyco.  "Where  was  the 
board  of  directors?  Where  were  the 
auditors?"  says  Mark  Connolly, 
New  Hampshire  director  of  securi- 
ties regulation,  whose  office  is 
probing  Tyco.  Those  are  far  more 
serious  questions  than  whether  or 
not  three  men  go  to  jail. 

Weiss  covers  corporate  crime. 
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TREASURY  SECRETARY 

H  Key  economic  fundamentals 
such  as  inflation,  real  wages, 
productivity,  interest  rates, 
business  profits,  and  the  housing 
sector  are  all  strong.  The 
L     latest  indicators  look  good. 99 
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ABOUT  THAT  EARNINGS  RALLY 
YOU  WERE  COUNTING  ON. . . 

An  uneven  recovery  and  weak  pricing  power  pummel  profits 


Three  months  ago,  as  the  third  quar- 
ter began,  economists  were  pro- 
claiming the  earnings  recession  over. 
And  since  then,  personal  income  and  con- 
sumer spending  have  risen  as  America's 
jobless  rate  has  declined.  Productivity  is 
advancing,  too.  As  a  result,  after  almost 
coming  to  a  standstill  last  spring,  the 
economy  looks  as  if  it's  on  solid  footing 
again,  on  track  to  grow  at  3.5%  or  better 
for  the  quarter.  And  even  though  growth 
is  expected  to  moderate  again,  to  2.4%  in 
the  fourth  quarter,  many  economists  and 
policymakers  continue  to  sound  optimistic. 
"The  latest  indicators  look  good,"  Trea- 
sury Secretary  Paul  H.  O'Neill  said  in  a 
recent  speech,  specifically  noting  strong 
corporate  profits,  among  other  measures. 
So  if  things  are  looking  up,  how  come 
they  still  feel  so  bad  for  many  compa- 
nies— not  to  mention  investors?  Although 
the  ingredients  for  recovery  finally  seem 
to  be  in  place,  the  much-ballyhooed  earn- 
ings rebound  appears  to  be  melting  away 
as  the  third  quarter  closes,  battering  the 
market  as  it  goes.  True,  some  compa- 
nies, such  as  General  Electric  Co. 
and  Procter  &  Gamble  Co.,  are  still 
hitting  their  targets.  But  since 
mid-September,  companies  as  var- 
ied as  Dow  Jones,  Duke  Energy, 
eds,  J.  P.  Morgan  Chase,  McDon- 
ald's, Nucor,  and  JDS  Uniphase 
have  all  warned  that  profits  would 
fall  below  expectations.  They'll 
have  lots  of  company:  already,  the 
likes  of  Lehman  Brothers  and  Mor- 
gan Stanley  have  announced  earn- 
ings that  fell  way  short  of  fore- 
casts. Says  Duke  Energy  Corp. 
Chairman  and  ceo  Richard  B.  Pri- 


ory: "We  have  moved  from  having  the 
wind  at  our  backs  to  having  the  wind 
and  the  rain  in  our  faces." 

Of  course,  there's  often  a  rash  of  com- 
panies that  flag  disappointing  results 
whenever  a  quarter  ends,  leading  econo- 
mists and  analysts  to  dial  back  their  ini- 
tial expectations.  But  the  scale  of  down- 
ward revisions  is  extraordinary  this  time. 
On  July  1,  analysts  expected  earnings  to 
climb  16.6%  in  the  third  quarter,  accord- 
ing to  surveys  by  Thomson  First  Call. 
Now,  they  see  profits  growing  just  7.9%. 
And  they're  already  slashing  fourth-quar- 
ter projections  way  back,  from  27.7%  to 
20.8%,  with  three  months  more  to  go. 
Though  that  may  still  look  like  a  dra- 
matic improvement,  the  number  is  up  so 
markedly  only  because  earnings  in  last 
year's  final  quarter  were  down  so  low. 

What  gives?  Usually  a  3.5%  expan- 
sion would  be  enough  to  spark  strong 
sales  and  earnings  growth  for  U.  S.- 
based  companies.  Now,  though,  the  fun- 
damental problem  may  be  that  the  econ- 
omy is  not  as  robust  as  it  appears. 
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Strength  is  concentrated  in  just  a  f<| 
key  sectors,  notably  defense,  heall 
care,  housing,  and,  especially,  aut<| 
which  alone  accounts  for  about  a  fl 
percentage  point  of  gross  domestic  pr<,; 
uct  growth  in  the  third  quarter. 

Much  of  the  rest  of  the  economy 
suffers  from  a  glut  of  capacity.  So,  m 
companies  find  that  the  only  way  to 
sales  is  to  take  it  away  from  comp 
tors — usually  through  price  cutting, 
best,  that  means  companies  have  no  p 
ing  power;  at  worst  it  means  many 
dustries  face  a  downward  price  sp: 
"Market  share  is  everything,"  says 
Blackmore,  head  of  Hewlett-Packard  Gj 
enterprise  systems  group.  "You  wrant 
be  the  big  dog." 

That's  not  the  only  problem.  Demar 
which  had  been  picking  up  throu 
midyear  in  many  sectors,  is  now  slum 
ing  again.  Though  the  third  quart 
started  strong,  companies  from  hij 
tech  to  airlines  and  utilities  say  sal 
sagged  markedly  in  September  as  t] 
stock  market  tumbled  and  wrar  worri 
spread.  Business  outlays  were  partic 
larly  w'eak.  Even  the  long-robust  hou 
ing  market  slowed. 

Nowr,  as  companies  close  the  books 
another  quarter,  the  lack  of  pricing  po^ 
er  combined  with  weak  demand  is  sa 
ping  the  top  and  bottom  lines.  Teleco 
supplier  jds,  for  example,  says  it  w 
lose  at  least  $85  million  in  the  quart* 
with  sales  slumping  $20  million  below 
previous  forecast,  to  no  more  than  $2< 
million.  And  Weyerhaeuser  C 
blames  falling  lumber  prices  f< 
trimming  profits  to  no  more  th< 
$22  million — a  third  of  what  tl 
Street  forecast. 

Still,  hope  springs  eternal, 
fourth  quarter  profits  come  in 
strongly  as  analysts  now  expec 
economists  could  declare  the  lor 
drought  over.  But  remember, 
wasn't  too  long  ago  when  analys 
were  predicting  a  strong  thii 
quarter,  too. 

By  Michael  Arridt  in  Chicag 
with  bureau  reports 
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INFORMATION  TECHNOLOGY 

EDS:  THE  TURNAROUND 
THAT  WASN'T 

Big  contracts  with  shaky  companies  are  just  one  of  its  problems 


In  early  February,  Electronic  Data 
Systems  Corp.  ceo  Richard  H.  Brown 
was  beaming  as  he  welcomed  ana- 
lysts to  the  company's  sprawling  Piano 
(Tex.)  headquarters.  Enron  Corp.'s  col- 
lapse and  the  faltering  economy  had 
Corporate  America  rattled,  but 
Brown  had  boosted  2001  prof- 
its 19%,  to  $1.36  billion,  on  a 
12%  gain  in  revenues,  to  $21.5 
billion.  He  pledged  this  year 
w^ould  be  even  better,  promising 
13%  to  16%  revenue  growth.  "What  oth- 
er company  has  that  vision,  that  annuity 
stream  into  the  future?"  he  asked. 

As  it  turns  out,  not  even  EDS.  On 
Sept.  18,  the  company  said  third-quarter 
profits  would  fall  as  much  as  84%  short 
of  estimates,  to  $58  million,  due  to  slowT- 
ing  client  spending  and  write-offs  from 
problem  contracts.  Revenues,  wnich  al- 
ready had  been  revised  downward  to  a 
muted  4%  to  6%  growth  rate,  will  in- 
stead decline  by  as  much  5%,  to  $5.3 
billion.  The  outlook  for  the  fourth  quar- 
ter w^as  dismal  as  well,  pushing  EDS 
shares  down  53%,  to  $17.20. 

Then  EDS  got  wnalloped  again.  On 
Sept.  24,  Merrill  Lynch  &  Co.  analyst 
Stephen  T.  McClellan  revealed  that 
eds  had  lost  a  risky  bet  on  the  price 
of  its  own  stock.  In  December,  2001, 
the  company  began  pledging  to 
buy  its  snares  at  prices  above  $60. 
The  gamble  would  have  paid  off 
handsomely  if  the  stock  rose 
and  helped  defer  employee 
stock-option  costs.  Instead, 
it  tanked.  The  maneuver  has 
left  EDS  $225  million  poorer. 
EDS  says  it  didn't  disclose  the 


it   ^^^       To  be  i 

^k       ^k        EDS's  f 


deals  because  they  were  made  in  the 
normal  course  of  business.  But  the  news 
set  off  fears  that  EDS  could  face  a  cash 
crunch  and  have  difficulty  competing 
for  capital-intensive  contracts,  eds 
shares  skidded  another  29%,  to  $11.68. 
To  be  sure,  the  outsourcing  business, 
eds's  flagship,  has  been  slowing  all 
year.  Rivals  IBM  and  Com- 
puter Sciences  also  have 
seen  business  slow.  Brown 
insists  the  culprit  is  mostly 
the  economy.  He  says  EDS  has  no  liq- 
uidity issues.  "Our  financial  condition  is 
strong,"  he  says. 

But  eds's  woes  go  beyond  a  sluggish 
market.  When  Brown  took  over  EDS  in 
1999,  he  focused  on  huge  outsourcing 
deals    that    provide    steady    revenue 


CEO  BROWN: 

His  credibility 
is  now  under 
the  microscope 


growth  over  their  multiyear  lifesp 
Problem  is,  the  huge   startup  cos 
which  involve  buying  the  client's  d 
center  and  hiring  its  employees,  h 
deflated  eds's  cash  flow  and  profitabi 
on  the  deals  that  have  been  tough 
predict.  That  has  some  of  Brown's  f- 
mer  fans  wondering  if  the  turnaround) 
over.  "The  jury  is  out,"  says  McClell 
a  onetime  eds  bull  who  nowT  rates  tl 
stock  a  sell. 

What's  more,  eds's  method  of 
counting  for  those  contracts  makes 
miscalculations  costly.  EDS  uses 
method  known  as  percentage-of-co 
pletion  accounting.  Costs  and  profits  ; 
estimated  over  the  life  of  the  deal,  a 
as  work  is  completed  the  customer 
billed  on  a  monthly  or  quarterly  b 
Many  rivals,  including  IBM,  use  t 
method  too.  But  under  it,  when  E 
overestimates  a  contract's  profitability, 
has  to  retroactively  apply  a  lower,  i 
vised  profit  margin  and  take  a  charge 
cover  the  loss.  Critics  say  the  meth 
leaves  ample  room  for  errors.  "Ther 
more  liability  to  come,"  says  ubs  Wt! 
burg  analyst  Adam  Frisch. 

Indeed,  some  of  eds's  earlier  big  de 
have  investors  worried.  In  2000,  EDS  w 
the  surprise  winner  of  a  $6.9  billion  d( 
to  overhaul  the  U.S.  Navy's  comput 
systems.  But  the  contract  has  sapp< 
eds's  free  cash  flowT,  as  have  the  costs 
a  similar  deal  with  the  British  gover 
ment.  Together,  they  reduced  eds's  fr 
cash  flow  by  $900  million  in  2001,  ai 
they'll  cut  it  another  $850  million  th 
year.  What's  more,  those  deals  make 
tough  for  eds  to  swTallow  problems  wi 
other  clients.  EDS  has  had  to  write  c 
$101  million  from  its  huge  contract  wii 
troubled  telecom  player  WorldCom  ai 
another  $69  million  from  its  deal  wi 
bankrupt  us  Airways  Group. 

The  growing  troubles  also  worry  tl 

credit  agencies,  which  have  downgrade 

eds's  debt  to  A  fro 

A+.  That  could  mal 

it  tougher  to  refinan 

debt  and  quash  son 

megadeals.    Aft« 

eds    shares    beg* 

their  freefall,  Pro 

ter  &  Gamble  C 

delayed   awardir 

eds  an  expected 

billion  outsourcir 

contract. 

Now,  investors  are  questioi 

ing  Brown's  generous  2001  pay  pacl 

age — $55  million — as  well  as  the  cost 

bet  on   eds's   stock  price.   Suddenl 

Brown's  vision  doesn't  look  so  clear. 

By  Andrew  Pat 

in  Dalle 
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GREEN  LIGHT  FOR 
A  CANCER  FIGHTER 

ASTRAZEXECA.    AND    CANCER 

drug  developers  in  general, 
got  some  good  news  on  Sept. 
24  when  an  advisory  panel 
for  the  Food  &  Drug  Ad- 
ministration recommended 
approval  of  Astra's  Iressa  for 
very  sick  lung  cancer  pa- 
tients. Iressa  is  the  first  of  a 
novel  class  of  targeted  can- 
cer therapies  to  make  it  this 
far  with  the  fda,  and  the 
news  delighted  investors, 
given  that  clinical  trials  have 
had  mixed  results.  The  FDA 
likely  won't  vote  on  the  drug 
before  January  and  could 
still  ask  for  more  tests,  but 
it  usually  follows  panel 
recommendations. 


THOSE  WALLETS 
REALLY  ARE  THINNER 

THE  RECESSION  DIDN'T  SEEM 
so  mild  anymore  after  the 
U.S.  Census  Bureau  an- 
nounced that  average  house- 


CLOSING    BELL 


TRAVELING  SOUTH 

Cendant  shares  fell  13.2%  on 
Sept.  25,  to  11.25,  after  the 
travel  and  real  estate  fran- 
chising giant  took  a  $175  mil- 
lion aftertax  charge.  Thanks  to 
low  interest  rates,  consumers 
are  refinancing  mortgages 
sooner  than  expected,  cutting 
Cendant's  servicing  fees.  The 
write-down  will  cause  Cen- 
dant to  miss  third-quarter 
earnings  estimates. 
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hold  incomes  plunged  by  an 
inflation-adjusted  2.2%  last 
year  (page  156).  It  was  the 
first  significant  decline  since 
the  last  downturn  in  the  early 
1990s,  knocking  families  down 
to  a  median  of  $42,228,  about 
where  they  were  in  1998.  The 
national  poverty  rate  jumped 
for  the  first  time  in  a  decade, 
to  11.7%,  from  11.3%  in  2000. 
Poverty  rates  increased  more 
for  whites  than  for  blacks,  al- 
though the  income  decline  hit 
hardest  among  blacks,  fami- 
lies headed  by  women,  and 
the  foreign-born.  Every  re- 
gion of  the  country  saw  a 
falloff  except  the  Northeast, 
where  household  incomes 
grew  by  an  average  of  1.7%. 

ENERGY  TRADERS 
ARE  GETTING  ZAPPED 

ENERGY  TRADING  COMPANIES 

have  suffered  another  string 
of  legal  setbacks.  On  Sept. 
23,  a  judge  at  the  Federal 
Energy  Regulatory  Commis- 
sion ruled  that  El  Paso  Corp. 
had  manipulated  prices  of 
natural  gas  in  California  dur- 
ing the  state's  energy  crisis. 
The  company  maintains  its 
innocence.  Separately,  Dyne- 
gy agreed  to  pay  a  $3  mil- 
lion fine  to  settle  Securities 
&  Exchange  Commission 
charges  that  it  misled  in- 
vestors with  fictitious  trades 
and  an  off-balance-sheet  fi- 
nancing vehicle.  In  a  sign 
that  more  bad  news  may 
come,  California's  Attorney 
General  asked  a  federal  court 
to  reverse  a  ruling  by  federal 
regulators  that  wouldn't  have 
allowed  the  state  to  collect 
more  than  $2  billion  it  claims 
it  was  overcharged  by  energy 
companies  during  the  crisis. 

VIVENDI  TO  DILLER: 
NO  DEAL 

SAYING   "WE    ARE   AN   ENTER- 

tainment  company,"  Vivendi 
Universal  Chairman  and  CEO 
Jean-Rene  Fourtou  told  in- 
vestors the  embattled  French 


HEADLINER:   MICHAEL   EISNER 


O.K.,  LETS  SEE  SOME  MAGIC 


Michael  Eisner  is  hanging 
on.  The  Walt  Disney  chair- 
man, under  fire  from  share- 
holders and  some  board 
members,  won  unani- 
mous support  on 
Sept.  24  for  a 
strategy  to  kick- 
start  earnings 
growth  through 
new  cost-cut- 
ting and  better 
results  at  Dis- 
ney's abc,  theme 
park,  and  con- 
sumer-product units. 

Eisner  also  faced  down 
his  harshest  critic,  board 
member  Stanley  Gold,  who 
was  forced  to  share  power 
with  former  Senator  George 
Mitchell  (D-Me.)  as  co-chair 
of  an  enlarged  governance 
committee.  Eisner  is  hardly 
out  of  the  woods,  however: 


Under  pressure  to  create  a 
more  independent  board, 
Disney  plans  to  cut  to  12  it' 
16-person  board,  and 
maybe  name  a  "lead 
director"  to  speak 
for  shareholders 
(page  104),  says 
Disney  gover- 
nance counsel 
Ira  Millstein. 
And  despite 
some  early- 
season  success, 
ratings  are  uncer- 
tain at  ABC — a  key 
barometer  for  Eisner's  sur- 
vival. But  the  Disney  chief 
could  have  a  blockbuster 
deal:  Talks  are  heating  up 
to  merge  ABC  News  with 
AOL  Time  Warner's  CNN, 
which  could  cut  more  than 
$100  million  a  year  in  com- 
bined costs.   Ronald  Grover 


company  won't  sell  its  U.  S.- 
based  studio,  music,  and 
theme  park  business.  Four- 
tou had  been  in  tense  discus- 
sions over  a  possible  sale  of 
the  studio  to  USA  Interactive 
Chairman  Barry  Diller,  whose 
company  owns  5.4%  of  the 
film  unit  and  who  could  block 
a  sale.  Instead,  Fourtou  says 
the  company  will  shed  $12 
billion  of  other  assets,  includ- 
ing its  publishing,  energy,  and 
Internet  operations  and  its 
telephone  interests  in  Poland, 
Hungary,  and  Kenya.  Still  un- 
clear is  what  Vivendi  will  do 
with  its  minority  stakes  in  its 
water  and  sewage  business 
and  its  Cegetel  phone  service. 

A  DUPLICATE  THAT 
XEROX  DIDN'T  WANT 

THERE'S   MORE   BAD   INK   FOR 

Xerox.  On  Sept.  23,  the 
Stamford  (Conn.)-based  copi- 
er maker  revealed  a  new 
probe  of  its  accounting.  This 
time,  the  U.S.  attorney's  of- 


fice is  examining  the  comp: 
ny.  Xerox  says  the  investig; 
tion  focuses  on  the  same  is 
sues  that  led  to  a  $10  millio 
SEC  fine  in  April  and  the  r< 
statement  of  $6.4  million  i 
revenue.  At  that  time,  thl 
sec  accused  the  company  ( 
fraudulently  inflating  earning 
to  meet  Wall  Street's  expe< 
tations  by  accelerating  re\ 
enue  from  leasing  contract: 
improperly  drawing  from  re 
serves,  and  other  maneuver? 
News  of  the  latest  prob 
pushed  Xerox  shares  dow 
16%  over  two  days  to  $5.6 
per  share. 


ET  CETERA . . . 

■  Three  Homestore.com  ex 
ecutives  have  agreed  to  plea< 
guilty  to  securities  fraud. 

■  Fleming  is  selling  its  strug 
gling  retail  division  to  focu 
on  its  wholesale  business. 

■  A  judge  said  insurers  are  li 
able  for  only  one  attack  on  th 
World  Trade  Center,  not  two 
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DID  YOU  KNOW: 


PRAVACHOL 
IS  THE  ONLY  CHOLESTEROL  LOWERING  DRUG 

PROVEN  TO  HELP  PREVENT 

BOTH  FIRST  AND  SECOND 
HEART  ATTACK. 

Landmark  clinical  studies  involving  more  than  20,000  people  show: 

For  people  with  high  cholesterol  or  heart  disease, 

Pravachol,  with  diet,  is  the  only  cholesterol  lowering  drug  proven 

to  do  this  much  to  help  protect  your  heart. 

When  diet  and  exercise  aren't  enough, 

J        ask  your  doctor  if  Pravachol  is  right  for  you. 

IMPORTANT  SAFETY  INFORMATION:  Pravachol®  (pravastatin  sodium),  a  prescription  drug,  is  not  for 
everyone,  including  women  who  are  pregnant  or  nursing  or  may  become  pregnant,  or  people  with 
liver  problems.  And  because  serious  side  effects  can  result,  tell  your  doctor  about  any  unexplained 
muscle  pain  or  weakness  you  experience  while  on  Pravachol,  and  about  any  other  medications 
you  are  taking.  Your  doctor  may  do  blood  tests  to  check  for  liver  problems.  Some  mild  side  effects, 
such  as  slight  rash  or  stomach  upset,  occur  in  2-4%  of  patients. 

IT'S  ALL  IN  THE  PROOF. 


Please  see  important  product  information  on  following  page 


1  -877-PRAVA-CALL 


Bristol-Myers  Squibb  Company 

Princeton.  NJ  08543  U.S.A. 


www.pravachol.com 


PRAVACHOL 

(pravastatin  sodium)  Tablets 


Rx  only 


Brief  Summary  ot  Prescribing  Information  For  complete  prescribing  information,  please  consult  official  package  circular. 
CONTRAINDICATIONS:  Hypersensitivity  to  any  component  of  ttiis  medication.  Active  liver  disease  or  unexplained,  persistent  ele- 
vations in  liver  function  tests  (see  WARNINGS).  Pregnancy  and  lactation  Atherosclerosis  is  a  chronic  process  and  discontinuation 
of  lipid-lowenng  drugs  during  pregnancy  should  have  little  impact  on  the  outcome  of  long-term  therapy  of  pnmary  hyper- 
cholesterolemia. Cholesterol  and  other  products  of  cholesterol  biosynthesis  are  essential  components  for  fetal  development 
(including  synthesis  of  steroids  and  cell  membranes).  Since  HMG-CoA  reductase  inhibitors  decrease  cholesterol  synthesis  and  pos- 
sibly the  synthesis  of  other  biologically  active  substances  denved  from  cholesterol,  they  are  contraindicated  during  pregnancy  and 
in  nursing  mothers  Pravastatin  should  be  administered  to  women  of  childbearing  age  only  when  such  patients  are  high- 
ly unlikely  to  conceive  and  have  been  informed  of  the  potential  hazards.  If  the  patient  becomes  pregnant  while  taking  this 
class  of  drug,  therapy  should  be  discontinued  immediately  and  the  patient  apprised  of  the  potential  hazard  to  the  fetus  (see  PRE- 
CAUTIONS: Pregnancy) 

WARNINGS:  Liver  Enzymes:  HMG-CoA  reductase  inhibitors,  like  some  other  lipid-lowenng  therapies,  have  been  associated  with 
biochemical  abnormalities  of  liver  function  In  three  long-term  (4.8-5.9  years),  placebo-controlled  clinical  trials  (WOS.  LIPID,  CARE: 
see  CLINICAL  PHARMACOLOGY:  Clinical  Studies),  19,592  subjects  (19,763  randomized),  were  exposed  to  pravastatin  or  place- 
bo. In  an  analysis  of  serum  transaminase  values  (ALT,  AST),  incidences  of  marked  abnormalities  were  compared  between  the 
pravastatin  and  placebo  treatment  groups:  a  marked  abnormality  was  defined  as  a  post-treatment  test  value  greater  than  three 
bmes  the  upper  limit  of  normal  for  subjects  with  pretreatment  values  less  than  or  equal  to  the  upper  limit  of  normal,  or  four  times 
the  pretreatment  value  for  subjects  with  pretreatment  values  greater  than  the  upper  limit  of  normal  but  less  than  1 .5  times  the 
upper  limit  of  normal.  Marked  abnormalities  ot  ALT  or  AST  occurred  with  similar  low  frequency  (si  .2%)  in  both  treatment  groups. 
Overall,  clinical  trial  experience  showed  that  liver  function  test  abnormalities  observed  dunng  pravastatin  therapy  were  usually 
asymptomatic,  not  associated  with  cholestasis,  and  did  not  appear  to  be  related  to  treatment  duration  II  is  recommended  that 
liver  function  tests  be  performed  prior  to  the  initiation  of  therapy,  prior  to  the  elevation  of  the  dose,  and  when  otherwise 
clinically  indicated.  Active  Iwer  disease  or  unexplained  persistent  transaminase  elevations  are  contraindications  to  the  use  of 
pravastatin  (see  CONTRAINDICATIONS!  Caution  should  be  exercised  when  pravastatin  is  administered  to  pabents  who  have  a 
recent  history  of  liver  disease,  have  signs  that  may  suggest  liver  disease  (e.g..  unexplained  aminotransferase  elevations,  iaundice). 
or  are  heavy  users  of  alcohol  (see  CLINICAL  PHARMACOLOGY:  Pharmacokinetics/Metabolism)  Such  patients  should  be  close- 
ly monitored,  started  at  the  lower  end  of  the  recommended  dosing  range,  and  titrated  to  the  desired  therapeutic  effect.  Patients 
who  develop  increased  transaminase  levels  or  signs  and  symptoms  of  liver  disease  should  be  monitored  with  a  second  liver  func- 
tion evaluation  to  confirm  the  finding  and  be  followed  thereafter  with  frequent  liver  function  tests  until  the  abnormality(ies)  return 
to  normal.  Should  an  increase  in  AST  or  ALT  of  three  times  the  upper  limit  of  normal  or  greater  persisL  withdrawal  of  pravastatin 
therapy  is  recommended  Skeletal  Muscle:  Rare  cases  of  rhabdomyolysis  with  acute  renal  failure  secondary  to  myoglo- 
binuria have  been  reported  with  pravastatin  and  other  drugs  in  this  class.  Uncomplicated  myalgia  has  also  been  reported  in 
pravastatin-treated  patients  (see  ADVERSE  REACTIONS*  Myopathy,  defined  as  muscle  aching  or  muscle  weakness  in  conjunc- 
tion with  increases  in  creatine  phosphokinase  (CPK)  values  to  greater  than  10  times  the  upper  normal  limit,  was  rare  (<0.1%)  in 
pravastatin  clinical  trials.  Myopathy  should  be  considered  in  any  patient  with  diffuse  myalgias,  muscle  tenderness  or  weakness, 
and/or  marked  elevation  of  CPK.  Patients  should  be  advised  to  report  promptly  unexplained  muscle  pain,  tenderness  or  weakness. 
particularly  if  accompanied  by  malaise  or  fever  Pravastatin  therapy  should  be  discontinued  if  markedly  elevated  CPK  levels 
occur  or  myopathy  is  diagnosed  or  suspected.  Pravastatin  therapy  should  also  be  temporarily  withheld  in  any  patient 
experiencing  an  acute  or  serious  condition  predisposing  to  the  development  of  renal  failure  secondary  to  rhabdomyoly- 
sis, e.g.,  sepsis;  hypotension;  major  surgery;  trauma;  severe  metabolic,  endocrine,  or  electrolyte  disorders;  or  uncon- 
trolled epilepsy.  The  nsk  of  myopathy  dunng  treatment  with  another  HMG-CoA  reductase  inhibitor  is  increased  with  concunent 
therapy  with  either  erythromycin,  cydosporine,  niacin,  or  fibrates.  However,  neither  myopathy  nor  significant  increases  in  CPK  lev- 
els have  been  observed  in  three  reports  involving  a  total  of  100  post-transplant  patients  (24  renal  and  76  cardiac)  treated  for  up 
to  two  years  concurrently  with  pravastatin  10-40  mg  and  cydosporine.  Some  of  these  patients  also  received  other  concomitant 
immunosuppressive  therapies.  Further,  in  clinical  trials  involving  small  numbers  of  patients  who  were  treated  concurrently  with 
pravastatin  and  niacin,  there  were  no  reports  of  myopathy.  Also,  myopathy  was  not  reported  in  a  trial  of  combination  pravastatin 
(40  mg/day)  and  gemfibrozil  (1200  mg/day),  although  4  of  75  patients  on  the  combination  showed  maiked  CPK  elevations  versus 
one  of  73  patients  receiving  placebo  There  was  a  trend  toward  more  frequent  CPK  elevations  and  patient  withdrawals  due  to  mus- 
culoskeletal symptoms  in  the  group  receiving  combined  treatment  as  compared  with  the  groups  receiving  placebo,  gemfibrozil,  or 
pravastatin  monotherapy  (see  PRECAUTIONS:  Drug  Interactions  The  use  of  fibrates  alone  may  occasionally  be  associated 
with  myopathy.  The  combined  use  of  pravastatin  and  fibrates  should  be  avoided  unless  the  benefit  of  further  alterations 
in  lipid  levels  is  likely  to  outweigh  the  increased  risk  of  this  drug  combination. 

PRECAUTIONS:  General:  PRAVACHOL  may  elevate  creatine  phosphokinase  and  transaminase  levels  (see  ADVERSE  REACTIONS) 
This  should  be  considered  in  the  differential  diagnosis  of  chest  pain  in  a  patient  on  therapy  with  pravastatin.  Homozygous  Familial 
Hypercholesterolemia.  Pravastatin  has  not  been  evaluated  in  patients  with  rare  homozygous  familial  hypercholesterolemia.  In  this 
group  of  patients,  it  has  been  reported  that  HMG-CoA  reductase  inhibitors  are  less  effective  because  the  patients  lack  functional 
LDL  receptors.  Renal  Insufficiency.  A  single  20  mg  oral  dose  of  pravastatin  was  administered  to  24  patients  with  varying  degrees 
of  renal  impairment  (as  determined  by  creatinine  clearance).  No  effect  was  observed  on  the  pharmacokinetics  of  pravastatin  or  its 
3o-hydroxy  isomeric  metabolite  (SO,  31 .906).  A  small  increase  was  seen  in  mean  AUC  values  and  half-life  (tV4)  for  the  inactive 
enzymatic  ring  hydroxylation  metabolite  (SO  31 .945).  Given  this  small  sample  size,  the  dosage  administered,  and  the  degree  of 
individual  variability,  patients  with  renal  impairment  who  are  receiving  pravastatin  should  be  closely  monitored  Information  for 
Patients:  Patients  should  be  advised  to  report  promptly  unexplained  muscle  pain,  tenderness  or  weakness,  particularly  if  accom- 
panied by  malaise  or  fever  (see  WARNINGS:  Skeletal  Muscle)  Drug  Interactions:  Immunosuppressive  Drugs,  Gemfibrozil, 
Niacin  (Nicotinic  Acid),  Erythromycin:  See  WARNINGS:  Skeletal  Musde  Cytochrome  P450  3A4  Inhibitors:  In  vitro  and  in  vivo 
data  indicate  that  pravastatin  is  not  metabolized  by  cytochrome  P450  3A4  to  a  clinically  significant  extent.  This  has  been  shown 
in  studies  with  known  cytochrome  P450  3A4  inhibitors  (see  dilfazem  and  itraconazole  below).  Other  examples  of  cytochrome  P450 
3A4  inhibitors  indude  ketoconazole,  mibefradil.  and  erythromycin,  Ditvazem  -  Steady-state  levels  of  diltiazem  (a  known,  weak 
inhibitor  of  P450  3A4)  had  no  effect  on  the  pharmacokinetics  ot  pravastatin.  In  this  study,  the  AUC  and  Cm^  of  another  HMG-CoA 
reductase  inhibitor  which  is  known  to  be  metabolized  by  cytochrome  P450  3A4  increased  by  factors  of  3.6  and  4.3,  respectively. 
Itraconazole  -  The  mean  AUC  and  Cma,  for  pravastatin  were  increased  by  factors  of  1 .7  and  2.5,  respectively,  when  given  with 
itraconazole  (a  potent  P450  3A4  inhibitor  which  also  inhibits  p-glycoprotein  transport)  as  compared  to  placebo.  The  mean  V/i  was 
not  affected  by  itraconazole,  suggesting  that  the  relatively  small  increases  in  Cma,  and  AUC  were  due  solely  to  increased  bioavail- 
ability rather  than  a  decrease  in  dearance.  consistent  with  inhibition  of  p-glycoprotein  transport  by  itraconazole  This  drug  trans- 
port system  is  thought  to  affect  bioavailability  and  excretion  of  HMG-CoA  reductase  inhibitors,  mduding  pravastatin.  The  AUC  and 
Cma,  of  another  HMG-CoA  reductase  inhibitor  which  is  known  to  be  metabolized  by  cytochrome  P450  3A4  increased  by  factors  of 
19  and  17,  respectively,  when  given  with  itraconazole  Anbpyrine:  Since  concomitant  administration  of  pravastatin  had  no  effect 
on  the  dearance  of  antipyrine,  interactions  with  other  drugs  metabolized  via  the  same  hepatic  cytochrome  isozymes  are  not 
expected  Cholestyramine/Colestipol:  Concomitant  administration  resulted  in  an  approximately  40  to  50%  decrease  in  the  mean 
AUC  of  pravastatin.  However,  when  pravastatin  was  administered  l  hour  before  or  4  hours  after  cholestyramine  or  1  hour  before 
colestipol  and  a  standard  meal,  there  was  no  clinically  significant  decrease  m  bioavailability  or  therapeutic  effect.  (See  DOSAGE 
AND  ADMINISTRATION:  Concomitant  Therapy i  Warfann:  Concomitant  administration  of  40  mg  pravastatin  had  no  clinically  sig- 
nificant effect  on  prothrombin  time  when  administered  in  a  study  to  normal  elderly  subjects  who  were  stabilized  on  warfarin. 
Cimebdine:The  AUC0-12  n  for  pravastatin  when  given  with  cimebdine  was  not  significantly  different  from  the  AUC  for  pravastatin 
when  given  alone.  A  significant  difference  was  observed  between  the  AUC's  for  pravastatin  when  given  with  cimebdine  compared 
to  when  administered  with  antacid  Oigoxin:  In  a  crossover  trial  involving  18  healthy  male  subjects  given  20  mg  pravastatin  and 
0.2  mg  digoxin  concurrently  for  9  days,  the  bioavailability  parameters  of  digoxm  were  not  affected  The  AUC  of  pravastatin  tended 
to  increase,  but  the  overall  bioavailability  of  pravastatin  plus  its  metabolites  SO  31.906  and  SQ  31.945  was  not  altered 
Cyctosponne:  Some  investigators  have  measured  cydosporine  levels  in  patients  on  pravastatin  (up  to  20  mg),  and  to  date,  these 
results  indicate  no  dinically  meaningful  elevations  in  cyclosponne  levels.  In  one  single-dose  study,  pravastatin  levels  were  found 
to  be  increased  in  cardiac  transplant  patients  receiving  cydosporine.  Gemnomzil:  In  a  crossover  study  in  20  healthy  male  volun- 
teers given  concomitant  single  doses  of  pravastatin  and  gemf  brazil,  there  was  a  significant  decrease  in  urinary  excretion  and  pro- 
tein binding  of  pravastatin.  In  addition,  there  was  a  significant  increase  in  AUC,  Cma,.  and  T^,  for  the  pravastatin  metabolite  SQ 
31 .906.  Combination  therapy  with  pravastatin  and  gemfibrozil  is  generally  not  recommended  (See  WARNINGS:  Skeletal  Muscle  i 
In  interaction  studies  with  aspihn.  antacids  (1  hour  prior  to  PRAVACHOL),  cimebdine.  nicotinic  acid,  or  probucol.  no  statistically  sig- 
nificant differences  in  bioavailability  were  seen  when  PRAVACHOL  was  administered  Endocrine  Function:  HMG-CoA  reductase 
inhibitors  interfere  with  cholesterol  synthesis  and  lower  circulating  cholesterol  levels  and.  as  such,  might  theoretically  blunt  adre- 
nal or  gonadal  steroid  hormone  production.  Results  of  clinical  trials  with  pravastatin  in  males  and  post-menopausai  females  were 
inconsistent  with  regard  to  possible  effects  of  the  drug  on  basal  steroid  hormone  levels.  In  a  study  of  21  males,  the  mean  testos- 
terone response  to  human  chorionic  gonadotropin  was  significantly  reduced  (p<0.004)  after  16  weeks  of  treatment  with  40  mg  of 
pravastatin  However,  the  percentage  of  patients  showing  a  £50%  rise  in  plasma  testosterone  after  human  chorionic  gonadotropin 
stimulation  did  not  change  significantly  after  therapy  in  these  patients.  The  effects  of  HMG-CoA  reductase  inhibitors  on  spermato- 
genesis and  fertility  have  not  been  studied  in  adequate  numbers  of  pabents.  The  effects,  if  any.  of  pravastabn  on  the  pituitary- 
gonadal  axis  in  pre-menopausal  females  are  unknown  Patients  treated  with  pravastatin  who  display  dinical  evidence  of  endochne 
dysfunction  should  be  evaluated  appropriately.  Caution  should  also  be  exercised  if  an  HMG-CoA  reductase  inhibitor  or  other  agent 
used  to  lower  cholesterol  levels  is  administered  to  patients  also  receiving  other  drugs  (e.g..  ketoconazole.  spironolactone,  cimeb- 
dine) that  may  diminish  the  levels  or  activity  of  steroid  hormones  CNS  Toxicity:  CNS  vascular  lesions,  charactenzed  by  pertvas- 
cular  hemorrhage  and  edema  and  mononuclear  cell  infiltration  of  perivascular  spaces,  were  seen  in  dogs  treated  with  pravastatin 
at  a  dose  of  25  mg/kg/day.  These  effects  in  dogs  were  observed  at  approximately  59  times  the  human  dose  of  80  mg/day.  based 
on  AUC  Similar  CNS  vascular  lesions  have  been  observed  with  several  other  drugs  in  this  dass.  A  chemically  similar  drug  in  this 
class  produced  optic  nerve  degeneration  (Wallerian  degeneration  of  retinogeniculate  fibers)  in  dinically  normal  dogs  in  a  dose- 
dependent  fashion  starting  at  60  mg/kg/day.  a  dose  that  produced  mean  plasma  drug  levels  about  30  times  higher  than  (he  mean 
drag  level  in  humans  taking  the  highest  recommended  dose  (as  measured  by  total  enzyme  inhibitory  activity).  The  same  drug  also 
produced  vestibulocochlear  Wallerian -like  degeneration  and  retinal  ganglion  cell  chromatolysis  in  dogs  treated  for  14  weeks  at 
180  mg/kg/day.  a  dose  which  resulted  in  a  mean  plasma  drug  level  similar  to  that  seen  with  the  60  mg/kg/day  dose. 
Carcinogenesis,  Mutagenesis,  Impairment  of  Fertility:  Please  see  Full  Prescribing  Information  Pregnancy:  Pregnancy 
Category  X.  See  CONTRAINDICATIONS  Safety  in  pregnant  women  has  not  been  established  Pravastatin  was  not  teratogenic  in 
rats  at  doses  up  to  1000  mg/kg  daily  or  in  rabbits  at  doses  of  up  to  50  mg/kg  daily.  These  doses  resulted  in  10x  (rabbit)  or  120x 
i  rat)  the  human  exposure  based  on  surface  area  (mg/meter?)  Rare  reports  ot  congenital  anomalies  have  been  received  following 


intrauterine  exposure  to  other  HMG-CoA  reductase  inhibitors.  In  a  review'  of  approximately  100  prospectively  followed  [ 
cies  in  women  exposed  to  simvastatin  or  lovastatin,  the  incidences  of  congenital  anomalies,  spontaneous  abortions  < 
deaths/stillbirths  did  not  exceed  what  would  be  expected  in  the  general  population.  The  number  of  cases  is  adequate  < 
exdude  a  three-to-four-fold  increase  in  congenital  anomalies  over  the  background  incidence.  In  89%  of  the  prospectively  fi 
pregnandes.  drug  treatment  was  initiated  pnor  to  pregnancy  and  was  discontinued  at  some  point  in  the  first  trimester  v 
nancy  was  identified  As  safety  in  pregnant  women  has  not  been  established  and  there  is  no  apparent  benefit  to  t 
PRAVACHOL  (pravastatin  sodium)  durtng  pregnancy  (see  CONTRAINDICATIONS'  treatment  should  be  immediately  c 
as  soon  as  pregnancy  is  recognized  PRAVACHOL  should  be  administered  to  women  of  child-bearing  potential  only  v 
patients  are  highly  unlikely  to  conceive  and  have  been  informed  of  the  potential  hazards  Nursing  Mothers:  A  small ; 
pravastatin  is  excreted  in  numan  breast  milk.  Because  of  the  potential  for  serious  adverse  reactions  in  nursing  infants,  1 
ing  PRAVACHOL  should  not  nurse  (see  CONTRAINDICATIONS)  Pediatric  Use:  Safety  and  effectiveness  in  individuals  less  « 
years  old  have  not  been  established.  Hence,  treatment  in  patients  less  than  18  years  old  is  not  recommended  at  this  time.  I 
Use:  Two  secondary  prevention  trials  with  pravastatin  (CARE  and  LIPID)  induded  a  total  of  6.593  subjects  treated  with  c 
40  mg  for  periods  ranging  up  to  6  years.  Across  these  two  studies.  36.1%  of  pravastatin  subjects  were  aged  65  and  c 
0.8%  weraaged  75  and  older.  The  beneficial  effect  of  pravastatin  in  elderly  subjects  in  reducing  cardiovascular  events  and  11 
ifying  lipid  profiles  was  similar  to  that  seen  in  younger  subjects.  The  adverse  event  profile  in  the  elderly  was  similar  to  that  | 
overall  population.  Other  reported  dinical  experience  has  not  identified  differences  in  responses  to  pravastatin  between  e 
younger  patients.  Mean  pravastatin  AUCs  are  slightfy  (25-50%)  higher  in  elderly  subjects  than  in  heathy  young  subjects,  but  I 
Cmai,  Tma,  and  Vh  values  are  similar  in  both  age  groups  and  substantial  accumulation  of  pravastatin  would  not  be  expected  | 
elderly  (see  CLINICAL  PHARMACOLOGY:  Pharmacokinetics/Metabolism; 

ADVERSE  REACTIONS:  Pravastabn  is  generally  well  tolerated;  adverse  reactions  have  usually  been  mild  and  transient-  In  4- 
long  placebo-controlled  trials.  1 .7%  of  pravastatin-treated  patients  and  1  2%  of  placebo-treated  patients  were  discontinuec 
treatment  because  of  adverse  experiences  attributed  to  study  drug  therapy:  this  difference  was  not  statistically  significant 
also  PRECAUTIONS:  Geriatric  Use  section.) 

Adverse  Clinical  Events:  Short-Term  Controlled  Trials:  All  adverse  dinical  events  (regardless  of  attribution)  reported  in 
than  2%  of  pravastatin-treated  patients  in  placebo-controlled  trials  of  up  to  four  months  duration  are  identified  m  the  table  t 
also  shown  are  the  percentages  of  patients  in  whom  these  medical  events  were  believed  to  be  related  or  possibly  related 
drag: 

Adverse  Events  in  >2  Percent  of  Patients  Treated  with  Pravastatin  10-40  mg 
in  Short-Term  Placebo-Controlled  Trials 


All  Events 


Events  Attributed 
to  Study  Drug 


Body  System/Event 

Pravastatin 

(N  =  9O0) 

%  of  patients 

Cardiovascular 

Cardiac  Chest  Pain 

4.0 

Dermatologic 

Rash 

4.0* 

Gastrointestinal 

Nausea/Vomiting 

7.3 

Diairhea 

6.2 

Abdominal  Pain 

5.4 

Constipation 

4.0 

Flatulence 

3.3 

Heartburn 

2.9 

General 

Fatigue 

38 

Chest  Pain 

3.7 

Influenza 

2.4* 

Musculoskeletal 

Localized  Pain 

10.0 

Myalgia 

2.7 

Nervous  System 

Headache 

6.2 

Dizziness 

3.3 

Renal/Genitourinary 

Urinary  Abnormality 

2.4 

Respiratory 

Common  Cold 

7.0 

Rhinitis 

4.0 

Cough 

2.6 

Placebo 
(N  =  411) 

%  of  patients 


Pravastatin 

(N  =  900) 

%  of  patients 


Placebo 

(11  =  411) 

%  of  patients 


3.4 

1.1 

7.1 
5.6 
6.9 
7.1 
3.6 
19 

3.4 
1.9 
0.7 

9.0 
1.0 

3.9 
3.2 


63 
4.1 

1.7 


1.3 

2.9 
2.0 
2.0 
2.4 
2.7 
2.0 

1.9 
0.3 
0.0 

1.4 
0.6 

1.7* 

1.0 


0.0 
0.1 
0.1 


0.0 


3.4 
1.9 
3.9 
5.1 
3.4 
0.7 

1.0 
0.2 
0.0 

1.5 
0.0 

0.2 
0.5 


0.0 
0.0 
0.0 


± 

r 


'Statistically  significantly  different  from  placebo. 

The  safety  and  tolerability  of  PRAVACHOL  at  a  dose  of  80  mg  in  two  controlled  trials  with  a  mean  exposure  of  8  6  months 
similar  to  that  of  PRAVACHOL  at  lower  doses  except  that  4  out  of  464  patients  taking  80  mg  of  pravastatin  had  a  single  ei 
Hon  of  CK  >1  Ox  ULN  compared  to  0  out  of  1 1 5  patients  taking  40  mg  of  pravastabn. 

Long-Term  Controlled  Morbidity  and  Mortality  Trials:  Adverse  event  data  were  pooled  from  seven  double-blind,  pbo 
controlled  trials  (West  of  Scotland  Coronary  Prevention  study  [WOS];  Cholesterol  and  Recurrent  Events  study  (CARE);  Long-i 
Intervention  with  Pravastatin  in  Ischemic  Disease  study  [LIPID]:  Pravastatin  Limitation  of  Atherosclerosis  in  the  Cora 
Arteries  study  [PLAC  I]:  Pravastatin.  Lipids  and  Atherosderosis  in  the  Carotids  study  [PLAC  II];  Regression  Growth  Evalue 
Statin  Study  [REGRESS];  and  Kuopio  Atherosderosis  Prevention  Study  [KAPS])  involving  a  total  of  10.764  patients  treated 
pravastatin  40  mg  and  10.719  patients  treated  with  placebo  The  safety  and  tolerability  profile  in  the  pravastatin  group 
comparable  to  that  of  the  placebo  group.  Patients  were  exposed  to  pravastatin  for  a  mean  of  4.0  to  5.1  years  in  WOS.  Ci 
and  LIPID  and  1 .9  to  2.9  years  in  PLAC  I,  PLAC  II,  KAPS.  and  REGRESS.  In  these  long-term  trials,  the  most  common  reasons 
discontinuation  were  mild,  non-specific  gastrointestinal  complaints.  Collectively,  these  seven  trials  represent  47.613  pati 
years  of  exposure  to  pravastatin.  Events  believed  to  be  of  probable,  possible,  or  uncertain  relationship  to  study  drug,  occur 
in  at  least  1  %  of  patients  treated  with  pravastatin  in  these  studies  are  identified  as  follows  Adverse  Events  in  *1  Percer    r 
Patients  Treated  with  Pravastatin  40  mg  in  Long-Term  Placebo-Controlled  Trials  [Pravastatin  (N  =  10,764)  %  of  patk 
vs.  Placebo  (N  =  10,719)  %  of  patients]  in  each  Body  System/Event  Cardiovascular  Angina  Pectoris  (3  1  vs. 
Dermatologic:  Rash  (2.1  vs.  2.2);  Gastrointestinal:  Dyspepsia/Heartburn  (3.5  vs.  3.7);  Abdominal  Pain  (2.4  vs. 
Nausea/Vomiting  (1  6  vs.  1 .6);  Flatulence  (1 .2  vs.  1 .1 );  Constipation  (1 .2  vs.  1 .3);  General  Fatigue  (3.4  vs.  3  3);  Chest  Pain 
vs.  2.6);  Musculoskeletal:  Musculoskeletal  Pain  (includes  arthralgia)  (6.0  vs.  5.8);  Muscle  Cramp  (2.0  vs  1  8):  Myalgia  (1  4 
1 .4);  Nervous  System:  Dizziness  (2.2  vs.  2.1 );  Headache  (1 .9  vs .  1 .8):  Sleep  Disturbance  (1 .0  vs.  0.9);  Depression  (1 .0  vs. 
Anxiety/Nervousness  (1 .0  vs.  1 .2);  Renal/Genitounnary:  Urinary  Abnormality  (indudes  dysuna.  frequency,  nocturia)  (1  0  vs.  C    ■  . 
Respiratory:  Dyspnea  (1.6  vs.  1.6):  Upper  Respiratory  Infection  (1.3  vs  1.3);  Cough  (1.0  vs.  1.0);  Special  Senses:  Vfe    * 
Disturbance  (includes  blurred  vision,  diplopia)  (1.6  vs.  1.3). 

Events  of  probable,  possible,  or  uncertain  relationship  to  study  drug  that  occurred  in  <1.0%  of  pravastatin-treated  patient 
the  long-term  trials  induded  the  following;  frequencies  were  similar  in  placebo-treated  patients:  Dermatologic:  pruritus,  < 
matitis.  dryness  of  skin,  scalp  hair  abnormality  (induding  alopecia),  urticaria  Endocrine/Metabolic  sexual  dysfunction,  I* 
change.  Gastrointestinal:  decreased  appetite  General:  fever,  flushing.  Immunologic:  allergy,  edema  head/ne 
Musculoskeletal:  muscle  weakness.  Nervous  System:  paresthesia  vertigo,  insomnia,  memory  impairment,  tremor,  neuropc 
(induding  peripheral  neuropathy)  Special  Senses:  lens  opacity,  taste  disturbance.  Postmarketing  Experience:  In  addrboi 
the  events  reported  above,  as  with  other  drugs  in  this  class,  the  following  events  have  been  reported  rarely  during  postnf 
keting  expenence  with  PRAVACHOL  (pravastatin  sodium),  regardless  of  causality  assessment  Musculoskeletal:  myopal 
rhabdomyolysis  Nervous  System:  dysfunction  of  certain  cranial  nerves  (induding  alteration  of  taste,  impairment  of  ex  I 
ocular  movement,  facial  paresis),  peripheral  nerve  palsy.  Hypersensitivity:  anaphylaxis,  lupus  erythematosus-like  syndral 
polymyalgia  rheumatica.  dermatomyositis.  vasculitis,  purpura,  hemolytic  anemia,  positive  ANA.  ESR  increase,  arthritis,  arth  I 
gia,  asthenia,  photosensitivity,  chills,  malaise,  toxic  epidermal  necrolysis,  erythema  multiforme,  induding  Stevens- John  I 
syndrome.  Gastrointestinal  pancreatitis,  hepatitis,  induding  chronic  active  hepatitis,  cholestatic  iaundice.  fatty  change  in  li  I 
cirrhosis,  fulminant  hepatic  necrosis,  hepatoma.  Dermatologic  A  variety  of  skin  changes  (e.g..  nodules,  decoloration,  dryn  | 
of  mucous  membranes,  changes  to  hair/nails).  Reproductive:  gynecomastia.  Laboratory  Abnormalities  elevated  alkaline  p 
phatase.  and  bilirubin,  thyroid  function  abnormalities  Laboratory  Test  Abnormalities:  Increases  in  serum  transaminase  (j  | 
AST)  values  and  CPK  have  been  observed  (see  WARNINGSi  Transient,  asymptomatic  eosinophilia  has  been  reported  r 
counts  usually  returned  to  normal  despite  continued  therapy.  Anemia,  thrombocytopenia,  and  leukopenia  have  been  repor  I 
with  HMG-CoA  reductase  inhibitors  Concomitant  Therapy:  Pravastatin  has  been  administered  concurrently  with  c 
mine,  colestipol,  nicotinic  acid,  probucol  and  gemfibrozil  Preliminary  data  suggest  that  the  addition  of  either  probucol  or  gel 
fibrozil  to  therapy  with  lovastatin  or  pravastatin  is  not  associated  with  greater  reduction  m  LDL -cholesterol  than  that  achte*  I 
with  lovastatin  or  pravastatin  alone.  No  adverse  reactions  unique  to  the  combination  or  in  addition  to  those  prevtousty  repi  I 
ed  for  each  drug  alone  have  been  reported  Myopathy  and  rhabdomyolysis  (with  or  without  acute  renal  failure)  have  bt  I 
reported  when  another  HMG-CoA  reductase  inhibitor  was  used  in  combination  with  immunosuppressive  drugs,  gemfibrc  I 
erythromycin,  or  lipid-lowering  doses  of  nicotinic  acid  Concomitant  therapy  with  HMG-CoA  reductase  inhibitors  and  thi  | 
agents  is  generally  not  recommended  (See  WARNINGS:  Skeletal  Musde  and  PRECAUTIONS:  Drug  Interactions 
OVERDOSAGE:  To  date,  there  has  been  limited  experience  with  overdosage  of  pravastabn  If  an  overdose  occurs,  rtsho*)  be  treB 
ed  symptomaticaily  with  laboratory  monitoring  and  supportive  measures  should  be  instituted  as  required  (See  WARNINGS  1 
REFERENCE: '  Manson  JM.  Freyssinges  C.  Ducrocq  MB.  Stephenson  WP  Postmarlteting  Surveillance  of  Lovastatin  and  S 
Exposure  Dunng  Pregnancy  Reproductive  Toxicology  10(6):439-446. 1996 
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CORPORATE  CRIME:  WHY  ITS  NOT 
STICKING  TO  REPUBLICANS 


Washington  Outlook 


Y  LEE  WALCZAK  AND  RICHARD  S.  DUNHAM 


Just  a  few  months  ago,  Democratic  strategists  who 
watched  the  TV  parade  of  corrupt  ceos,  conflicted  ac- 
countants, and  shady  stock  analysts  looked  heavenward 
nd  whispered,  "Thank  you."  With  midterm  elections  looming, 
ere  at  last  was  an  issue  that  could  turn  voters  against  a  pop- 
lar President  and  his  congressional  allies. 
The  Democrats'  accusation:  The  corporate  crime  wave 
asn't  just  a  natural  outgrowth  of  boom  times,  as  White 
.[ouse  economists  claimed.  The  rip-off  of  the  Investor  Class 
as  actually  driven  by  gop  deregulatory  policies  and  a  bred- 
i-the-bones  blindness  to  Big  Business  excesses. 

It  was  an  enticing  summer  idyll.  But 
ith  the  first  winds  of  autumn  swirling 
irough  Washington,  it's  increasingly 
lear  that  corporate  crime  is  not  the 
lagic  bullet  Democrats  sought.  Indeed, 
Sept.  5-16  Pew  Research  Center  poll 
>und  that  by  36%  to  31%,  Republicans 
re  now  viewed  as  the  party  best  able 
)  deal  with  business  misdeeds.  One  sign 
f  the  times:  TV  stations  in  Indiana  and 
/est  Virginia  have  yanked  Democratic 
ttack  ads  after  concluding  they  unfair- 
linked  GOP  House  candidates  with 
lEnron-style  corruption." 
J  How  did  Republicans  defuse  an  issue  " 
lat  looked  like  political  dynamite?  Start  at  the  top,  with  the 
'•  bout-face  at  the  business-friendly  White  House.  The  Presi- 
ent  last  summer  began  criticizing  corporate  leaders  for  los- 
|ig  their  moral  compass.  Lecturing  Manhattan  financiers 
;  gainst  a  backdrop  that  proclaimed  "corporate  responsibility," 
J  |ush  began  to  co-opt  the  issue  when  he  appeared  to  bite 
toe  of  the  hands  that  signed  his  campaign  checks.  Chief 
mong  them:  longtime  patron  Kenneth  L.  "Kenny  Boy"  Lay. 
Bush  didn't  stop  with  sermons,  though.  He  stressed  crim- 
tal  sanctions  against  corporate  miscreants,  a  point  driven 
ome  when  a  string  of  fallen  tycoons  subsequently  did  the 
:perp  walk"  before  TV  cameras.  By  dealing  with  corporate 
rime  in  a  typically  Republican  manner — throw  the  book  at 
le  criminals — Bush  was  able  to  look  responsive. 


BUSH:  Sermons  and  then  "perp  walks" 


Hill  Republicans  were  just  as  nimble  when  it  came  to  pro- 
tecting themselves.  They  did  it  the  old-fashioned  way,  by 
turning  on  a  dime  from  opposition  to  the  auditing-reform  bill 
championed  by  Senator  Paul  S.  Sarbanes  (D-Md.)  to  a  posi- 
tion of  noisy  support.  What's  more,  House  GOP  committee 
chairmen  W.J.  "Billy" Tauzin  (R-La.)  and  Michael  G.  Oxley 
(R-Ohio)  became  the  impresarios  of  ex  post  facto  angst, 
staging  high-profile  hearings  that  cast  a  harsh  light  on 
questionable  practices  at  energy,  telecom,  accounting,  and  in- 
vestment banking  giants.  Not  surprisingly,  the  incendiary 
sessions  have  overshadowed  more  sedate  inquiries  by  Sen- 
ate Democrats.  "Hill  Republicans  have 
been  very  aggressive  in  picking  on  peo- 
ple nobody  likes,"  says  Democratic 
strategist  Michael  Berman.  "That's 
helped  to  neutralize  this  issue." 

Democrats  have  been  further  handi- 
capped by  their  own  problems  with  busi- 
ness ethics.  Senator  Robert  G.  Torricelli 
(D-N.J.)  was  rebuked  by  his  colleagues 
for  accepting  improper  gifts  from  a  now- 
jailed  exec.  And  Global  Crossing  co- 
founder  Gary  Winnick  has  close  ties  to 
Democratic  National  Committee  Chair- 
man Terry  McAuliffe.  "The  last  time  I 
"  checked,  Martha  Stewart  was  a  Democ- 
rat," jabs  Connecticut's  John  G.  Rowland,  chairman  of  the  Re- 
publican Governors  Assn. 

The  disappearance  of  the  corporate-crime  issue  has 
cheered  the  gop,  but  the  party  still  has  plenty  to  worry 
about  between  now  and  Nov.  5.  With  the  Dow  Jones  indus- 
trial average  below  8000,  unemployment  expected  to  rise, 
and  fears  of  a  prolonged  bout  of  economic  malaise  increas- 
ingly weighing  on  voters'  minds,  Republicans  could  yet  face 
a  backlash  at  the  polls.  The  last  time  the  public  was  this 
pessimistic  about  the  economy — in  1994,  according  to  a  re- 
cent ABC/Money  survey — the  Democrats  lost  control  of  Con- 
gress. "I  wish  the  election  were  today,"  says  one  veteran  gop 
fund-raiser.  "If  we're  talking  about  the  economy  on  Election 
Day,  Republicans  are  in  trouble." 


CAPITAL  WRAPUP 


SPEEDING  UP  FDA  ACTION 


►  After  months  of  negotiations,  the 
House  has  hammered  out  a  deal  that 
would  accelerate  Food  &  Drug  Ad- 
ministration reviews  of  new  products 
for  the  $71  billion  medical  device  and 
diognostics  industry.  Under  the  deal, 
companies  will  pay  the  FDA  $225  mil- 
lion in  user  fees  over  five  years  to 
help  it  hire  more  reviewers  and  catch 
up  with  rapidly  evolving  science.  In 
exchange,  the  FDA  will  agree  to  cut 


approval  times — now  averaging  more 
than  13  months  for  new  products — by 
at  least  25%.  The  measure  would 
have  a  huge  impact,  says  industry 
lobbyist  Stephen  J.  Ubl.  The  plan  also 
would  permit  companies  to  hire  FDA- 
approved  third  parties  to  carry  out 
agency-required  inspections.  With 
House  passage  expected  by  the  begin- 
ning of  October,  industry  officials  are 
optimistic  that  the  deal  can  squeeze 
through  the  Senate  before  Congress 
recesses  for  the  year. 


THE  FIGHT  FOR  LATINO  VOTES 

►  President  Bush's  strategy  to  woo 
Hispanic  Americans  appears  to  be 
yielding  mixed  results.  According  to  a 
Sept.  20-22  Gallup  Poll,  57%  of  Latinos 
approve  of  the  President's  job  per- 
formance, far  higher  than  other  mi- 
norities. But  this  affinity  for  Bush  is 
not  translating  into  support  for  gop 
candidates  this  fall.  By  57%  to  32%, 
Hispanics  say  they  will  vote  Democra- 
tic for  Congress. 
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GERMANY 

SCHRODER: 

ALL  BOXED  IN 

A  weak  economy  will  slow  reform 


With  his  narrow,  come-from-be- 
hind  victory  in  national  elec- 
tions, German  Chancellor  Ger- 
hard Schroder  has  proven  once 
again  that  he's  a  great  campaigner.  Can 
he  bring  the  same  savvy  and  drive  to 
fixing  Germany's  economy? 

It's  doubtful.  Schroder's  victory  was 
hardly  a  mandate  for  decisive  change. 
His  nine-vote  margin  in  Parliament  is 
enough  to  govern,  but  it's  not  enough  to 
push  through  unpopular  legislation.  Not 
surprisingly,  no  one  in  German  business 
is  expecting  much  from  Schroder  II. 
"There  is  currently  no  reason  to  be  too 
optimistic,"  says  Bernhard  Scheuble, 
ceo  of  Darmstadt-based  pharmaceuti- 
cal and  chemicals  maker  Merck. 

While  Schroder  was  off  shaking  hands 
and  courting  the  peace  vote  by  opposing 
a  U.  S.  invasion  of  Iraq,  Germany^  econ- 
omy— and  European  markets — contin- 
ued to  tank.  Germany's  growth  in  2002 
will  be  just  0.3%,  Deutsche  Bank 
estimates.  Unemployment,  already  at  4 
million,  is  expected  to  keep  rising.  Ger- 


many was  on  its  way  to  violating  the 
self-imposed  budget  constraints  of  euro 
countries  until  the  European  Commis- 
sion, declaring  an  emergency,  loosened 
the  criteria.  Faced  with  so  many  finan- 
cial pressures,  Schroder  may  be  forced 
to  further  delay  planned  income  tax 
cuts,  which  will  hurt  consumer  spending. 
"The  place  is  really  in  a  mess,"  says 
Jean-Paul  Betbeze,  chief  economist  of 
Credit  Lyonnais  in  Paris.  Without  Ger- 
many as  an  economic  motor,  growth  in 
the  euro  zone  is  likely  to  be  only  0.8% 
this  year,  according  to  Deutsche  Bank. 

Is  there  any  good  news?  Yes,  some. 
The  Party  of  Democratic  Socialism,  suc- 
cessor to  the  Communists  who  ran  East 
Germany,  was  all  but  kicked  out  of  Par- 
liament: Its  delegation  will  shrink  from 
32  members  to  2.  That  removes  pres- 
sure from  the  far  left. 

Another  possible  plus:  The  Green 
Party  and  its  articulate  standard-bearer, 
Foreign  Minister  Joschka  Fischer,  are 
poised  to  play  a  more  cru- 
cial   role    as   the    Social 


FISCHER'S  WINNING  HAND 


Long  before  he  became  German  For- 
eign Minister,  Green  Party  leader 
Joschka  Fischer  joked  to  an  inter- 
viewer about  how  he  would  wrack  his 
brain  trying  to  figure  out  some  way  he 
could  get  to  be  Chancellor.  But  the  one- 
time left-wing  rebel  never  could  dream 
up  a  plausible  scenario. 

One  landed  in  his  lap  on  Sept.  22.  Af- 
ter the  Green  Party  gathered  a  sur- 
prise 8.6rf  of  the  vote  in  national  elec- 
tions, Fischer  enjoys  status  and 
influence  second  only  to  his  nominal 
boss.  In  fact,  Chancellor  Gerhard 
Schroder  owes  his  job  to  Fischer  and 


HOT  SEAT:  High  unemployment  and 


Democrats'  partner  in  the  ruling  co*J 
tion.  After  saving  Schroder's  bacon  | 
winning  enough  votes  to  offset  the  SP 
own  electoral  erosion,  the  Greens  a 
in  a  position  to  act  as  a  counterweig 
to  Big  Labor — if  it  chooses.  Historical 
the  Greens  have  put  more  emphasis 
the  environment  than  the  economy.  B 
the   party  is   less   encumbered   th. 
Schroder's  Social  Democrats  by  ties 
special  interests.  "They  are  much  mo   i 
[pro-free  market]  than  the  Social  Derr.   p 
w^mm  crats,  but  I  don't  knc 
^^^   how   strongly  they  w 


FISCHER:  I 


the  Greens,  without 
whom  he  would  lack 
a  parliamentary  ma- 
jority. True,  Fischer's 
ascension  to  the  top 
job  is  still  a  long 
shot.  But  the  daily 
Die  Welt  even  bannered  the  vote  as 
"Fischer's  Victory,"  while  Bild  newspa- 
per ran  a  digitally  manipulated  photo 
that  blended  Schroder's  and  Fischer's 
faces  into  one.  "Now  we're  governed  by 
Joschka  Schroder,"  said  the  headline. 
Some  of  the  Green  votes  no  doubt 
came  from  Germans  fearful  of  war  with 


■ 


I- 


■* 


Iraq.  But  Fischer  gets 
of  the  credit,  too,  becau 
his  stellar  performance 
eign  Minister  during  Sc] 
V  first  term.  The  victory 
J  confirmation  that  voters 
|  lieve  the  Greens,  with  t 
roots  in  the  1960s  prote 
movement,  have  becomtk 
sponsible  grownups. 
The  surprising  thing 
while  they  retain  some  of  their  le   | 
views,  the  Greens'  economic  prog  r 
more  free-market  than  anything  i 
Social  Democrats  or  Christian  De 
crats  are  offering.  The  Green  plaife 
calls  for  relaxed  job  protections,  1  t 
subsidies,  and  less  bureaucracy — 
things  corporations  want.  "They  t 
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lay  scramble  Schroder's  income  tax  cuts  again 


MODEST 
PROPOSALS 

Schroder  may  push 
through  these  changes: 

►  Measures  to  stream- 
line the  Federal  Labor 
Office  and  put  more 
pressure  on  the  unem- 
ployed to  take  jobs 

►  Attacks  on  business 
impediments,  such  as 
red  tape  required  for 
building  permits 

►  Reduced  restrictions 
on  hiring  low-wage 
workers 

►  Fewer  years  of 
secondary  and  university 
education,  getting  young 
people  to  work  sooner 

►  End  to  incentives  for 
early  retirement  that 
strain  pension  system 

Data:  BusinessWeek 


aDush  economic  issues,"  says  Peter  Glotz, 
i  former  general  secretary  of  the  party. 
Unless  the  Greens  surprise  and  push 
ahard  for  economic  reforms,  expectations 
or  major  changes  will  remain  low.  Busi- 
ness has  long  since  given  up  hoping  for 
iny  radical  shift  in  the  way  the  Ger- 
nan  economy  works.  Adopting  a  scaled- 
Jown  agenda,  Germany  Inc.  is  urging 
:he  government  to  give  business  a 
ipreak  by,  for  example,  allowing  older 
o  porkers  to  opt  out  of  some  of  the  regu- 
oations  that  make  it  almost  impossible  to 
(lire  them.  In  return,  they  would  be 


promised  severance  packages  if  they're 
axed.  That  might  help  address  unem- 
ployment among  workers  over  50,  who 
account  for  a  quarter  of  the  total,  or 
more  than  a  million  people.  Such  tweaks 
to  the  system  may  help,  but  they're  un- 
likely to  boost  German  growth  enough 
to  radically  cut  unemployment.  "That 
won't  be  enough  to  change  the  mood," 
says  Lothar  Spath,  ceo  of  technology 
conglomerate  Jenoptik,  who  ran  on  the 
conservative  ticket  as  designated  Eco- 
nomics Minister  but  is  now  returning 
full-time  to  business. 


The  government  will  also  seek  to 
push  through  reforms  designed  to  put 
more  pressure  on  unemployed  people 
to  accept  jobs.  Leaders  vow  that  the 
legislation,  announced  before  the  elec- 
tion, will  pass  quickly  and  won't  be  wa- 
tered down  by  labor  and  other  inter- 
est groups.  "That  will  be  an  important 
signal,"  says  Rainer  Wend,  a  member  of 
Parliament  and  the  Social  Democrats' 
expert  on  economic  issues. 

Schroder  is  also  moving  fast  to  patch 
up  relations  with  the  U.S.  He  pushed 
out  a  minister  who,  according  to  press 
reports,  likened  President  George  W. 
Bush's  tactics  to  those  of  Adolf  Hitler, 
saying  both  used  foreign  crises  to  dis- 
tract from  troubles  at  home.  Eventually, 
Schroder  and  Fischer  are  likely  to  go  to 
Washington  to  try  to  mend  fences,  aides 
say.  "Over  the  next  couple  of  weeks, 
people  will  rediscover  that  on  most  is- 
sues, we  are  very  close,"  says  Karsten 
D.  Voigt,  coordinator  for  German-Amer- 
ican cooperation  in  the  Foreign  Min- 
istry. He  had  better  be  right:  Among 
German  companies  that  do  business  in 
the  U.  S.,  there  is  rising  uneasiness  that 
the  sour  atmosphere  between  the  U.S. 
and  Germany  could  start  to  hurt  sales. 

Every  little  bit  helps,  of  course.  Yet 
economists  are  nearly  unanimous  that 
Germany  must  do  things  Schroder  isn't 
even  discussing.  A  major  loosening  in  la- 
bor rules.  Big  cuts  in  pension  benefits. 
An  end  to  subsidies  for  industries  such 
as  mining  and  construction.  "Schroder 
knows  what  needs  to  be  done.  Let's  see 
if  he  can  do  it,"  says  John  C.  Kornblum, 
a  former  U.  S.  ambassador  who  is  chair- 
man of  Lazard  Germany.  Unfortunately, 
the  betting  is  that  he  can't. 

By  Jack  Evoing  in  Berlin, 
with  John  Rossant  in  Paris 


■ 


I  st  three  years  to  liberalize 

ibor  market  but  were  al- 
locked by  the  Social  Dem- 
says  Goldman,  Sachs  & 

itonomist  Dirk  Schumacher, 
lot  many  people  know 

t  the  Greens'  economic  poli- 

p5  because  the  party  has  al- 

ie|focused  on  the  issues  most 
o  their  constituents,  such 
environment  and  health 
But  now,  the  economy  is 

l  ;y  issue.  Already,  the 
is  have  been  arguing  be- 

eilosed  doors  with  the  Social 
crats  for  the  loosening  of  job  pro- 

i  ns  as  a  way  to  encourage  hiring. 

i :  there  are  other  issues,  notably 

t  that  will  distract  Fischer  from  the 


economy.  As  Foreign  Minister,  he  is 
largely  responsible  for  patching  up  rela- 
tions with  the  U.  S.  He's  given  good 
odds  to  do  so.  For  example,  while  Ger- 


many will  officially  oppose  an  at- 
tack on  Iraq,  Fischer  has  offered 
to  help  indirectly  by  taking  the 
lead  in  Afghanistan  peacekeeping. 
Fischer  isn't  the  only  Green  to 
have  won  a  following.  Agriculture 
Minister  Renate  Kunast,  who  has 
emphasized  consumer  protection, 
also  regularly  scores  well  in  polls. 
Kerstin  Miiller,  head  of  the 
Greens'  delegation  in  Parliament, 
has  shown  economic  expertise. 
But  there  is  no  one  at  the  top  of 
the  party  who  has  made  the  econ- 
omy their  central  focus.  If  the 
Greens  still  dream  of  fielding  a  Chancel- 
lor someday,  they  need  someone  of 
Fischer's  clout  on  economic  issues. 

By  Jack  Ewing  in  Berlin 
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THE  GIANT 
STUMBLES 

Can  a  reeling  Allianz 
regain  its  financial  footing? 

Not  so  long  ago,  Allianz  was  one  of 
the  world's  mightiest  financial  com- 
panies— an  insurance  colossus  with  a 
rock-solid  credit  rating  and  a  balance 
sheet  to  match.  Not  anymore.  In  recent 
months,  the  Munich  underwriter  has 
been  shaken  by  plummeting  equity  mar- 
kets, the  sorry  performance  of  its  Dresd- 
ner  Bank  subsidiary,  and  a  litany  of  oth- 
er woes. 

It's  hard  to  believe  this  is  the  same  in- 
surer that,  in  2000,  seemed  set  to  trans- 
form Europe's  financial  landscape.  Chief 
Executive  Henning  Schulte-Noelle — as- 
sisted by  his  chief  financial  officer,  Paul 
Achleitner,  recently  arrived  from  Gold- 
man Sachs  &  Co. — was  driving  into  mon- 
ey management,  pensions,  and  other 
lines.  It  could  fuel  its  push  by  selling 
slices  of  the  stock  it  owned  in  some  of 
Germany's  top  companies.  Rivals  wor- 
ried about  the  havoc  Allianz  could  wreak. 
Instead,  Allianz — which  owns  New- 
port Beach  (Calif.)-based  pimco,  the 
world's  largest  bond-fund  company — is 
on  the  defensive.  On  Sept.  25,  Leon- 
hard  Fischer,  chief  execu- 

tive  of  investment  bank- 
ing unit  Dresdner 
Kleinwort  Wasserstein 
(dkw),  resigned,  citing 
"differences  in  opinion" 
about  how  to  run  the  busi- 
ness.   As    BusinessWeek 


went  to  press,  Allianz  was  preparing  to 
reveal  new  details  of  its  cost-cutting  at 
Dresdner  Bank.  "We've  done  a  lot,  but 
it  ain't  been  enough,"  says  Achleitner. 
"We  need  to  cut  more." 

The  bad  news  just  keeps  coming.  Stan- 
dard &  Poor's  has  put  the  firm's  coveted 
AA+  credit  rating  on  watch  with  nega- 
tive implications.  The  company's  stock 
has  plunged  from  almost  $430  a  share 
in  2000  to  less  than  $100.  Its  market  cap 
is  now  about  $24  billion — little  more  than 
the  $22.5  billion  Allianz  paid  for  Dresdner 
last  year.  The  company  had  expected  to 
earn  $3  billion  this  year:  now  analysts 
forecast  only  a  $1.5  billion  profit.  "The 
markets  are  wondering  just  how  bad 
things  can  get,"  says  Carsten  Zielke,  an 
analyst  at  WestLB  Panmure. 

Of  course,  falling  equity  markets  have 
hit  all  European  insurers,  and  this  sum- 
mer's floods  cost  more  than  expected. 
Allianz  has  been  hurt  by  those  ills,  and 
then  some.  On  Sept.  mm 
13,  the  company  had  to 
pump  $750  million  into 
Fireman's  Fund,  a 
U.  S.    insurance    sub- 


LOSING  ITS  WAY 


500- 
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CEO  SCHULTE 
NOELLE:  He's 
laying  off 
thousands 


MUNICH  HEADQUARTERS:  The 

insurer's  credit  rating  is  at  ri\ 

sidiary,  to  cover  a  surge  in  si 
bestos  and  other  claims.  Stoi] 
turmoil  and  a  weak  dollar  loppJ 
$42  billion  off  the  funds  AUia  | 
manages  for  third  parties, 
$564  billion,  in  the  first  half. 

The  worst  blot  on  the  boot 
however,  is  Dresdner  Ban 
which  lost  $1.0  billion  in  the  fir 
half.  It  has  billions  in  bad  debt 
stemming  from  loans  to  comp 
nies  like  Kirch  Media  in  Ge 
many  and  WorldCom  Inc.  DK 
is  bleeding  money  as  tradir 
revenues  tank  and  its  merg« 
and  underwriting  work  slump? 
Schulte-Noelle  and  Achleitn* 
are  holding  firm.  Achleitner  insists  it  w. 
"strategically  right  to  buy  Dresdner,"  b 
cause  Europe  is  shifting  to  private  r 
tirement  plans  and  Allianz  can  now  di 
tribute  policies  through  Dresdner.  At  tr. 
same  time,  Dresdner  has  closed  300  o 
fices,  and  announced  plans  to  let  3,0( 
staffers  go.  At  dkw,  contracts  with  gua 
anteed  bonuses  for  bankers  have  bee 
replaced  by  deals  linked  to  profits, 
fifth  of  the  5,000  staff  will  lose  their  job 
Why  not  just  sell  it?  Achleitner  says  th 
investment  bank's  capital-markets  ej 
pertise  can  be  used  throughout  th 
group. 

Allianz  could  still  reemerge  as  a  t 
tan.  Premiums  in  its  insurance  busines, 
were  up  12.1%,  to  $41  billion,  in  th 
first  half.  The  floods  and  last  year's  te 
rorist  attacks  are  boosting  sales 
property  insurance.  Most  analysts  se 
the  drop  in  funds  under  management  a 
temporary.  "Allianz's  earnings-recover 
■■■■■■■■I  potential  is  huge  b 
2004,"  says  Trevo 
May,  who  follows  A 
lianz  for  Schroder  Ss 
lomon  Smith  Barne 
in  London. 

Allianz  could  quickl 

soothe       investors 

nerves  by  selling  it 

portfolio  of  industric 

stocks,    worth    abou 

$29  billion.   No  waj 

says  Achleitner.  "W 

could  have  sold  hold 

ings,  booked  the  capi 

tal  gains,  and  achieve 

our  original  profit  target  for  this  year, 

he  says.  "But  it  doesn't  serve  sharehold 

ers  in  the  long  term  to  sell  when  price 

are  so  low."  Trouble  is,  shareholders  nee« 

help  in  the  short  term,  too. 

By  David  Fairlam 
in  Munici 


A  PERSPECTIVE  ON  TAX-FREE  INVESTING 


fcXRNlNG  IT  IS  HARD 
KEEPING  IT  IS  EASIER. 


Franklin  Tax-Free  Funds  are 
designed  to  provide  you  month- 
ly tax-free  income  while  seeking 
to  preserve  your  capital.  But 
you  don't  have  to  be  wealthy, 
or  close  to  retirement  to  take 
advantage  of  these  funds.  They 
can  provide  strong  benefits  for 
most  investors  in  a  27%  federal 
income  tax  bracket  or  higher. 
The  Franklin  Federal  Tax-Free 


Invest  with  the  tax-free  leader  to  help 
keep  more  of  what  you  earn. 


periods,  respectively,  ended 
8/31/02.n  Of  course,  past 
performance  does  not  guaran- 
tee future  results. 

As  the  nation's  largest  tax- 
free  mutual  fund  manager, 
we  review  more  than  1,500 
new  debt  issues  every  year.  And 
our  advice  is  often  sought  on 
the  structuring  of  municipal 
bond  offerings. 


Franklin  Federal  Tax-Free  Income  Fund  |  Morningstar  Ratings™  8/31/02 


OVERALL 
*••• 


THREE  YEAR 
*•• 


FIVE  YEAR 
•  •• 


TEN  YEAR 
•  ••* 


Income  Fund's  Class  A  shares  received  a  4-Star 
Overall  Morningstar  Rating™  by  Morningstar, 
Inc.,  against  a  category  of  305,  259  and  1  1  1 
muni  national  long  funds  for  the  3-,  5-  and  10-year 


To  gain  more  perspective  on  the  Franklin 
Tax-Free  Funds,  mail  in  the  postage-paid  card, 
call  1-800-FRANKLIN  Ext.  F989  or  visit  our 

website  at  franklintempleton.com. 


FRANKLIN  TEMPLETON 
INVESTMENTS 

<  GAIN   FROM  OUR  PERSPECTIVE'"  > 

Franklin  Templeton  Distributors,  Inc.,  One  Franklin  Parkway,  San  Mateo,  CA  94403  Call  for  a  free  prospectus  containing  more  complete  fund  information, 
including  sales  charges,  expenses  and  risks.  Please  read  it  carefully  before  you  invest  or  send  money. 

fThese  dividends  are  generally  subject  to  state  and  local  income  taxes,  if  any.  For  investors  subject  to  federal  or  state  alternative  minimum  tax,  a  portion  of  these 
dividends  may  be  subject  to  such  tax.  Distributions  of  capital  gains  are  generally  taxable. 

ttSource:  MOHMSSBIl e  8/31/02.  Past  performance  does  not  guarantee  future  results.  For  each  fund  with  at  least  a  three-year  history,  Morningstar  calculates  a 
Morningstar  Rating™  based  on  a  Morningstar  Risk-Adjusted  Return  measure  that  accounts  for  variation  in  a  fund's  monthly  performance  (including  the  effects  of  sales 
charges,  loads  and  redemption  fees),  placing  more  emphasis  on  downward  variations  and  rewarding  consistent  performance.  The  top  1 0%  of  funds  in  each  category 
receive  5  stars,  the  next  22.5%  receive  4  stars,  the  next  35%  receive  3  stars,  the  next  22.5%  receive  2  stars  and  the  bottom  10%  receive  1  star.  (Each  share  class  is 
counted  as  a  fraction  of  one  fund  within  this  scale  and  rated  separately,  which  may  cause  slight  variations  in  the  distribution  percentages.)  The  Overall  Morningstar 
Rating  for  a  fund  is  derived  from  a  weighted-average  of  the  performance  figures  associated  with  its  three-,  five-  and  ten-year  (if  applicable)  Morningstar  Rating  met- 
rics. Morningstar  Rating  is  for  Class  A  shares  only;  other  classes  may  have  different  performance  characteristics.  ®2002  Morningstar,  Inc.  All  Rights  Reserved.  The 
information  contained  herein  is  proprietary  to  Morningstar  and/or  its  content  providers;  may  not  be  copied  or  distributed;  and  is  not  warranted  to  be  accurate,  complete 
or  timely.  Neither  Morningstar  nor  its  content  providers  are  responsible  for  any  damages  or  losses  arising  from  any  use  of  this  information.  For  more  current  per- 
formance information,  please  call  Franklin  Templeton  Investments  at  1  -800-342-5236.  bwkkmk 
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JAPAN 


PLAYING  DON  QUIXOTE 
AT  THE  BANK  OF  JAPAN 

Hayami's  gambit  is  meant  to  spur  reform,  but  it  probably  won't 


assailed  the  FSA  for 
failing  to  take  the 
bank  debt  crisis  seri- 
ously. Despite  Yanagi- 
sawa's  denials,  rumors 
of  his  resignation  even 
strengthened  the  yen 
on  Sept.  25. 

But  don't  take  this 
bureaucratic  ballet  as 
a  sign  that  official 
Japan  is  finally  com- 
ing to  grips  with  the 
worst  financial  crisis 
in      the      developed 


Bank  of  Japan  Governor  Masaru 
Hayami  is  one  frustrated  central 
banker.  Eighteen  months  after 
Prime  Minister  Junichiro  Koizumi  took 
office  promising  radical  bank  reform, 
little  has  happened.  The  banks  are  still 
groaning  under  a  ton  of  bad  debt.  The 
corporate  landscape  remains  littered 
with  "zombie"  companies  that  survive 
only  because  the  banks  don't  foreclose 
on  their  loans.  Regulators  say  the  prob- 
lem is  under  control.  And  a  thoroughly 
alarmed  Hayami  keeps  insisting  it  isn't. 
So  on  Sept.  18,  Hayami  tossed  the 
equivalent  of  a  hand  grenade  into  the 
financial  system.  He  announced  that 
the  Bank  of  Japan  would  buy  up  some 
of  the  banks'  $200  billion  in  stock  hold- 
ings, which  in  a  falling  market  have 
been  eroding  the  institutions'  capital 
base.  The  idea,  according  to  senior  cen- 
tral bankers,  is  to  shore  up  the  banks' 
balance  sheets  so  they  can  focus  on 
cleaning  up  their  bad  loans.  But  the 
bigger  point,  says  one  insider,  is  psy- 
chological: Hayami's  stock  purchase, 
said  to  be  set  at  about  $24  billion,  is 
meant  to  send  a  signal  to  the  markets 
that  the  bank  crisis  is  headed  to  a  new, 
more  perilous  level.  That,  in  turn, 
might  "ignite  full-fledged  efforts"  by 
Koizumi  to  ram 
through  real  reform, 
in  the  words  of  one 
senior  boj  official. 

As  gambits  go,  this 
one  is  very  intriguing, 
and  very  Japanese. 
The  BOJ  gets  points  for 
trying  shock  therapy: 
Someone  needs  to 
force  some  movement 
toward  real  reform. 
And  Prime  Minister 
Koizumi  is  already 
making  some  new  ges- 
tures that  favor 
change.  A  cabinet 
shuffle  is  expected  in 
October,  and  one  of 
the  casualties  may  be 
Hakuo     Yanagisawa, 

boss  of  the  Financial  The  head  of  the  Financial 


HAYAMI 


YANAGISAWA 


KS"  ^  Services  Agency  may  lose 


watchdog.  Hayami  has   his  job  in  October 


world.  Hayami's  pro- 
posal is  a  quixotic 
measure  unlikely  to 
have  any  long-term 
effect.  As  the  senior 
BOJ  official  concedes: 

"We  are  taking  a  big  Sending  a  signal  that  the 

"  c:tlmot  banking crisis  is  headed 

the  bank."  to  a  more  perilous  level 

The  BOJ  move's 
most  immediate  impact  was  to  give  a 
dangerous  jolt  to  Japan's  bond  mar- 
kets. Fears  that  the  bank  might  shift 
its  financial  firepower  from  buying  gov- 
ernment bonds  to  purchasing  stocks 
triggered  a  minor 
panic.  When  the  gov- 
ernment held  a  debt 
auction  on  Sept.  18,  it 
was  undersubscribed 
by  some  $1.3  billion, 
which  pushed  long- 
term  interest  rates  up 
30%,  to  1.3%.  The  un- 
sold bonds  were 
bought  by  the  under- 
writers, and  rates 
subsequently  dropped 
back.  But  the  episode 
sent  shivers  through 
a  government  that 
carries  some  $5.6  tril- 
lion in  debt  and  must 
grapple  with  a  bud- 
get deficit  clocking  8% 
of  gross  domestic 
product. 

Some  bond  jitters 
would  be  acceptable  if 
Hayami's    move    did 


shore  up  stock  prices  and  gave  th 
banks  some  breathing  room.  It  didn' 
After  a  mini-rally  inspired  by  Hays) 
mi's  announcement,  the  Nikkei  resumi 
its  slide.  That's  understandable:  I 
vestors  saw  no  real  sign  of  folio 
through  from  other  government  ager 
cies.    Even    if   Yanagisawa   were    t 
resign,  for  example,  there's  no  guarar 
tee  a  new  boss  at  the  FSA  would  hee 
Hayami's  call  and  pv 
more     pressure     o 
banks  to  offload  thei 
npls.  Instead,  Yanag 
sawa  and  his  deputi 
put    total    bad    ban 
debt  at  a  manageabl 
$350  billion  and  insis 
the  banks  are  dealin' 
with  the  problem.  I 
dependent      analyst 
say  the  debt  is  close 
to    $600    billion    an 
growing.  Koizumi,  wh 
has  publicly  welcome 
Hayami's  move,  see: 
to  be  ignoring  the  re; 
message:  It's  time  fo 
a  painful  bank  over 
haul   that   would   i 
peril  borrowers  fror 
politically      powerfi 
industries. 

So  where  does  th; 
leave  Hayami  and  th 
boj?  The  markets  ar 
still  left  "without  a  picture  of  how  th 
government  would  follow  up,"  says  Bai 
clays  Capital  economist  Mamoru  Ya 
mazaki.  It  may  simply  turn  out  that  th 
banks  get  a  no-strings-attached  fina 
cial  injection  from  the  stock  purchase 
scheduled  to  take  place  over  a  two-ye 
period  beginning  in  October,  without  b 
ing  subjected  to  any  emergency  work 
outs.  All  carrot,  no  stick. 

The  boj  would  be  better  off  pumpinj 
up  the  skimpy  budget  of  Japan's  Res 
lution  &  Collection  Corp.,  whose  job  i 
to  buy  up  sour  bank  loans,  restructur 
the  debt,  or  shut  down  deadbeat  corpo 
rate  borrowers.  If  the  rcc  emerged  a 
something  resembling  the  Resolutioi 
Trust  Corp.,  which  cleaned  up  the  U.S 
savings-and-loan  mess  back  in  the  1980s 
Japan  might  turn  a  corner. 

Insiders  at  the  boj  insist  Hayami' 
baffling  move  is  the  opening  act  of  . 
larger  drama,  part  of  a  comprehensiv' 
package  to  clear  out  the  bad  deb 
wreckage.  Maybe  the  Japanese  will  sur 
prise  the  world  by  following  Hayami' 
cue.  Right  now,  though,  it  seems  th> 
boj,  FSA,  and  Koizumi's  Cabinet  wil 
keep  reading  from  different  scripts. 

By  Brian  Bremner  in  Tokyo 
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PAKISTAN'S  ELECTION 

WON'T  BE  PERFECT,  BUT  IT  MAY  HELP 


What  can  the  world  expect  from  Pakistan's  controversial 
parliamentary  elections  on  Oct.  10 — the  first  national 
ballot  since  General  Pervez  Musharraf  seized  power  in 
bloodless  coup  in  1999?  The  answer  is  crucial  not  just  to 
'akistan's  stability  but  also  to  the  Bush  Administration's 
ght  against  al  Qaeda  there  and  in  neighboring  Afghanistan. 
Some  opposition  politicians  and  analysts  call  the  vote  a 
ham.  That's  because  Musharraf  has  taken  pains  to  ensure 
hat  he  will  still  be  in  control  even  after  a  new  civilian  gov- 
rnment  assumes  power.  He  has 
anned  the  two  national  leaders  who 
ould  try  to  grab  his  limelight — exiled 
jrmer  Prime  Ministers  Benazir  Bhut- 
j  and  Nawaz  Sharif — from  running  in 
le  election.  Earlier  this  year,  he  engi- 
eered  a  referendum  to  extend  his 
[residency  by  five  years.  Recently  im- 
losed  constitutional  amendments  allow 
lusharraf  to  dissolve  the  newly  elect- 
Parliament  at  will.  And  he  created 
National  Security  Council — chaired 
y  him  and  including  several  other  mil- 
ary  officers — to  oversee  the  Parlia- 
ment's and  government's  work.  "It's  a 
havesty  of  the  parliamentary  system," 
pmplains  Rifaat  Hussain,  chairman  of 
\ie  Defense  &  Strategic  Studies  Dept.  " 
t  Quaid-i-Azam  University  in  Islamabad. 
Yet  others  see  the  election,  if  flawed,  in  a  positive  light, 
[ore  than  2,000  candidates  from  some  50  parties  are  vying 
ir  342  seats.  More  Islamic  fundamentalist  parties  are  taking 
art  in  the  election  than  in  the  past — a  sign  they  may  be 
loving  into  the  mainstream.  And  for  the  first  time,  12  new 
;ats  will  be  earmarked  for  representatives  of  the  largely  law- 
iss  tribal  areas  lying  along  the  border  with  Afghanistan.  "In 
le  Pakistani  context,  the  elections  are  an  important  step  for- 
ard,  however  constrained  they  are,"  says  Mahnaz  Ispahani, 


BALLOT  BOX:  Will  Musharraf  share  power? 


senior  fellow  for  South  and  West  Asia  at  the  Council  on 
Foreign  Relations  in  New  York. 

What's  critical  is  how  well  the  new  Parliament  and  Prime 
Minister  work  with  Musharraf  and  his  security  council  in  Pak- 
istan's new,  two-tiered  system  of  governing.  At  worst,  ob- 
structionism on  the  part  of  an  obstreperous  Parliament  could 
lead  to  mounting  chaos,  says  Ispahani.  In  that  case,  Musharraf 
could  simply  dissolve  the  body.  But  he  is  betting  that  his  grad- 
ual approach  to  civilian  rule  is  the  way  to  guarantee  stability. 
And  he  believes  the  National  Security 
Council  will  check  abuses  by  the  Prime 
Minister,  such  as  corruption,  that  have 
been  common  in  the  past.  "At  best,  we 
can  expect  a  chief  operating  officer  act- 
ing upon  the  policy  guidelines  set  by 
the  ceo,"  says  Arshad  Arif,  political 
analyst  at  Khadim  Ah  Shah  Bukhari  & 
Co.,  a  Karachi  brokerage.  That  would 
please  investors,  who  are  prospering 
from  Musharraf's  economic  reforms  and 
relatively  clean  government.  "He's  one 
of  the  few  leaders  who  hasn't  plundered 
the  country,"  says  a  Western  diplomat  in 
Islamabad.  The  economy  will  grow  4.5% 
this  year,  and  the  tiny  Karachi  Stock 
Exchange  is  the  world's  best-performing 
"  market  so  far  in  2002. 
The  White  House  is  also  counting  on  Musharraf  to  maintain 
stability.  The  U.  S.  needs  Pakistan's  help  to  hunt  down  al  Qae- 
da, and  Washington  wants  Musharraf  to  exercise  restraint  in 
the  standoff  with  India  over  Kashmir.  "We're  pretty  under- 
standing of  [Musharrafs]  situation,"  says  a  Bush  Administration 
official.  For  now,  the  U.S.  is  going  along  with  Musharrafs 
gradual  transition  to  civilian  rule.  The  world  will  watch  close- 
ly to  see  how  the  general's  experiment  works. 

By  Frederik  Balfour  in  Hong  Kong,  with  Naween  A. 
Mangi  in  Karachi  and  Stan  Crock  in  Washington 


GLOBAL  WRAPUP 


SERBIA'S  LATEST  BATTLE 


►  Yugoslav  President  Vojislav  Kostuni- 
ca,  who  toppled  strongman  Slobodan 
Milosevic  from  power  two  years  ago,  is 
fighting  for  his  political  survival.  His 
post  will  disappear,  probably  in  Janu- 
ary, after  the  old  Yugoslav  federal 
structure  is  replaced  by  a  looser  union 
between  Serbia  and  Montenegro.  So 
Kostunica  is  running  for  President  of 
Serbia  in  elections  on  Sept.  29.  Kostuni- 
ca, a  populist  who  appeals  to  Serbia's 
nationalist  sentiments,  is  challenging 
Miroljub  Labus,  the  architect  of  aggres- 


sive economic  reforms  introduced  by 
Kostunica's  main  rival,  Serb  Prime  Min- 
ister Zoran  Djindjic.  If  Kostunica  loses, 
he  drifts  into  the  political  wilderness.  If 
he  wins,  he  will  still  have  a  platform 
from  which  to  criticize  Djindjic's  re- 
forms, which  have  led  to  massive  lay- 
offs. Kostunica  has  vowed  to  push  for 
early  parliamentary  elections.  Investors 
fear  that  slowing  reforms  could  threat- 
en Serbia's  recovery. 

MORE  CRACKS  IN  THE  EMBARGO? 

►  Hundreds  of  American  food  compa- 
nies will  head  to  Havana  for  a  trade 


fair  on  Sept.  26-30,  hoping  to  seal  deals 
worth  a  total  of  $45  million.  That's 
what  Cuba  plans  to  spend  on  U.  S.  food 
products  by  yearend — on  top  of  $165 
million  in  purchases  so  far  in  2002.  De- 
spite the  40-year  U.  S.  embargo  on 
Cuba  trade,  the  purchases  are  allowed 
under  a  law  passed  by  Congress  in 
2000.  Now,  U.  S.  companies  selling  farm 
machinery,  power  generators,  and  tele- 
com equipment  are  hoping  for  similar 
authorization.  Discussions  are  under 
way  in  Congress,  says  John  Kavulich, 
president  of  New  York-based  U.  S.- 
Cuba Trade  &  Economic  Council  Inc. 
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he  telecom  crisis  is  reminiscent  of  a  classic 
scene  in  77i«  African  Queen.  Humphrey 
Bogart  and  Katharine  Hepburn,  desper- 
ate and  lost  on  the  Ulonga-Bora  River,  rip 
pieces  of  wood  off  the  little  steamer  and 
use  them  to  fuel  the  vessel's  engine.  To- 
day's telecom  companies,  struggling  to  sur- 
vive one  of  the  greatest  busts  in  business 
history,  are  slashing  prices  below  cost  and 
selling  precious  assets.  "Neither  one  is  a 
long-term  survival  strategy,"  says  Stephan 
Beckert,  research  director  at  Tele- 
Geography  Inc.,  a  Washington  consultant. 
Hepburn  and  Bogart  were  rescued  by  a 
last-moment  stroke  of  good  fortune,  but 
today's  telecom  titans  won't  escape  catastrophe  so  easily. 
More  than  a  cyclical  downturn,  what  they're  experiencing  is 
a  full-blown  industrial  depression,  one  that  has  wiped  out  half 
a  million  jobs  and  $2  trillion  in  U.S.  market  value.  That's 
about  as  much  as  the  savings 
and  loan  crisis  of  the  early  '90s. 
And  turmoil  in  the  $2.3  trillion 
global  industry  shows  few  signs 
of  abating.  In  September,  Lu- 
cent Technologies  Inc.  and  French  equipment  maker  Alcatel 
issued  dire  revenue  warnings  and  new  layoffs.  Throughout 
telecom,  frenzied  cost-cutters  come  up  short  again  and  again. 
They  can't  catch  up  to  collapsing  revenue  or  predict  the  tim- 
ing of  a  recovery.  "This  is  an  unprecedented  period,"  says  Lu- 
cent Chief  Executive  Pat  Russo. 

How  long  will  the  bloodletting  go  on?  BusinessWeek  spent 
a  month  examining  the  capacity  for  each  type  of  telecom 


Special  Report 


service,  from  long-distance  to  wireless,  and  comparing 
worldwide  demand.  The  results  show  that  capacity  conti| 
to  dwarf  demand.  Prices  in  America  and  Europe  remz 
der  pressure.  Meanwhile,  rollouts  of  new  cables  promise 
tend  excess  capacity  to  regions  such  as  Asia  that  have 
spared  much  of  the  pain  to  date.  "We're  not  seeing  any  t| 
around,"  says  BellSouth  Corp.  CEO  Duane  Ackerman. 

The  upshot  is  that  the  crisis  could  last  until  at  least  'A 
In  the  U.S.,  traffic  at  the  core  of  the  networks  is  leal 
ahead  at  85%  a  year,  with  Europe  and  Asia  at  similar  p«{ 
Within  two  years,  that  should  soak  up  excess  capacitl 
networks  in  operation,  which  are  running  at  35%  of  cap;! 
in  the  U.  S.  and  Europe  and  at  higher  rates  in  Asia.  An  [ 
nomic  upturn,  expected  by  the  end  of  2003,  could  spell 
covery  for  U.  S.  telecom  carriers  six  months  later.  Euro}| 
expected  to  follow  suit  in  late  2004. 

But  things  could  get  worse.  If  the  world  economy  contil 
to  struggle  or  if  telecom  companies  fail  to  lop  off  capacity! 
come  up  with  lucrative  new  data  services,  this  depresl 

could  continue  through  21 

Even  when  recovery  anil 

most  of  the  once-robust  tekj 

players  are  likely  to  perf<| 

at  best,  like  stolid,  slow-gnr 

utilities  through  the  end  of  this  decade.  Growth  is  likely  tl 

2%  or  3%  a  year,  predicts  Lawrence  Kenny,  head  of  j 

telecom  practice  at  PricewaterhouseCoopers. 

The  road  to  recovery  for  the  beleaguered  industry  | 
volves  a  three-stage  process.  The  first  stage,  happening 
is  managing  the  glut.  This  involves  slashing  costs  and  stj 
gling  to  come  to  terms  with  massive  debt.  This  period,  wf 
should  last  another  two  years,  will  continue  to  drive  n| 
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At  the  root  of  the  mess  is  a  MASSIVE  GLUT,  the  result  of 
FRENZIED  SPENDING  during  the  bubble  of  the  '90s 


companies  to  the  brink  of  insolvency  or  be- 
yond. But  relief  won't  arrive  until  stage  two, 
consolidation.  That's  not  likely  to  come  until 
mid-decade,  when  the  surviving  companies  have 
cleaned  up  their  balance  sheets  and  can  afford 
to  snap  up  rivals  who  have  been  driven  to 
rock-bottom  prices — pennies  on  the  dollar. 

Far-sighted  companies  are  already  at  work 
on  the  third  stage,  transformation.  The  idea: 
Players  that  survive  this  turmoil  will  emerge 
with  new  business  models.  Instead  of  selling 
old-fashioned  access  to  a  network,  they'll  offer 
a  host  of  value-added  services,  from  encryption 
and  wireless  teleconferencing  to  management  of 
huge  video,  music,  and  game  programs. 

They'll  need  loads  of  these  products  to  fill  up 
today's  empty  pipelines.  Much  of  the  build-out 
was  based  on  dreams  for  revenue  and  traffic 
growth  that  fell  far  short.  Internet  traffic  was 
supposed  to  double  every  three  months,  but  it's 
growing  at  just  a  quarter  of  that  pace.  Today,  only  1%  to  2% 
of  potential  long-distance  capacity  in  North  America  and 
Europe  is  in  use.  The  vast  majority  is  dormant  cable  in  the 
ground.  No  wonder  the  price  of  a  speedy  business  connection 
between  New  York  and  London  has  fallen  95%  during  the 

past  three  years,  to 
$6,000  a  month. 

Much  of  the  prob- 
lem comes  from  tech- 
nology itself.  Dazzled 
by  the  engineering  prowess  of  optical  systems  that  can  down- 
load the  entire  Library  of  Congress  in  a  flash,  few  gave  any 
serious  thought  to  the  economic  consequences  of  wiring  the 
world  with  these  marvels.  Now,  super-high-speed  technology 
is  out  of  the  lab,  and  capacity  growth  is  out  of  control.  This 
winter,  British  carrier  Cable  &  Wireless  and  Alcatel  will  be- 
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TRANSATLANTIC  LINE 

Alcatel's  cable  reaches  I 
land,  but  the  company 
itself  is  in  deep  water 


gin  operating  a  $443  million 
transatlantic  cable  called  Apollo. 
Loaded  with  the  latest  in  opti- 
cal and  Internet  Protocol  com- 
munications equipment,  the  ca- 
ble's  four  pairs   of  hair-thin 

fibers  will  be  able  to  carry  3.2  terabits  of  data — 30%  morcj 
than  all  current  transatlantic  capacity  combined. 

And  just  try  trimming  back  that  capacity.  Gap  Inc.  can  pull 
last  season's  unsold  sweaters  off  the  shelves  and  sell  them  ai 
discount  prices,  and  then  stock  the  shelves  with  a  new  lineup 
of  higher-priced  goods.  But  telecom  companies  can't  pull  fibef 
out  of  the  ground.  The  result:  Capacity,  the  root  of  the  tele] 
com  depression,  doesn't  go  away. 

In  the  midst  of  this  depression,  certain  sectors,  howeverl 
remain  healthy.  Data  from  Internet  services  and  networll 


*  WORLD  OF    '*  w'"  ^e  years  before  the  telecom  industry  emerges  from  its  global  depression. 

Just  as  a  few  early  signs  of  stabilization  appear  in  North  America, 
HURT  there  are  signs  it  could  get  worse  in  Asia.  Here's  the  global  outlook: 


NORTH  AMERICA 

Capacity  utilization  of  local  and 
long-distance  voice  and  data 
networks  is  35%,  about  half  what 
it  should  be.  The  sector  is 
£   expected  to  resume  revenue 
growth  in  2004,  assuming  a 
healthy  economy. 

The  $80  billion  market  is 
(A    expected  to  be  flat  this  year  and 
next.  Before  growth  can  resume, 
consolidation  is  necessary  to 
reduce  the  field  from  six  national 
^   carriers  to  two  or  three.  That 
might  not  begin  for  18  months. 


EUROPE 

The  recovery  in  Europe  will  la|_ 
the  U.S.  Telecom  services 
revenue  will  be  flat  for  the  next 
three  years.  Growth  isn't  expected 
to  resume  until  2006,  with  gains 
in  the  mid  single  digits. 


European  wireless  faces  declining 
revenue  from  its  voice  business. 
It  had  been  counting  on  high- 
speed data  for  growth.  But  it  isn't 
clear  if  those  services,  which 
added  $120  billion  to  carriers' 
debt,  will  pay  off. 


Sources:  RHK  Inc.  TeleGeography  Inc..  BusinessWeek 


ASIA 


While  North  American  wireline 
revenues  fell  50%  since  2000. 
Asia  has  been  down  only  10%. 
But  growth  isn't  expected  to 
resume  until  2006,  with  a  gain 
of  2%  to  3%. 


As  wireless  takes  off  in  markets 
such  as  China  and  South 
Korea,  the  outlook  for  the  Asian 
wireless  market  is  for  continued 
growth.  High-speed  wireless 
Internet  deployment  in  Japan 
has  slowed. 
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Does  your  software  let  you  manage  and  protect  your  wireless  enterprise  no  matter 
where  it  goes?  Ours  does. 

Managing  your  enterprise  was  hard  enough  when  you  knew  where  it  was.  Now,  thanks  to  the  boom  in  wireless  devices,  mission-critical 
data  and  systems  can  walk  in  and  out  the  door  at  will.  That's  why  it's  vital  to  have  software  that  can  keep  track  of  your  wireless  enterprise 
no  matter  where  it  goes.  Our  infrastructure  management  software  is  considered  the  gold  standard,  making  it  one  of  the  best  choices  for 
securing  and  managing  your  global  environment.  And  it  works  across  multiple  platforms,  so  it's  compatible  with  what  you  have  today 
and  what  you  add  tomorrow.  Sure,  your  devices  may  still  get  lost.  But  your  information  won't.  ca.com/wireless/enterprise 
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As  early  as  2004,  recovery  could  kick  off  in  the  U.S., 
with  Europe  following  months  later 


WOfoLOCOIf 

\f               n^           tti 

->  Receprior 

^r^wB^^M 

^  Deliveries 

ml :    i   -g 

1                   I  '   a^TJj^&fl 

JHL ar^i 

~  **3m»— — - 

NO  QUICK  FIX 

WorldCom  is  in  bank- 
ruptcy, but  its  networks 
in  the  ground  remain 
part  of  the  overbuild 


management  are  growing  10% 
to  20%  a  year  for  many  compa- 
nies. Trouble  is,  those  sectors 
represent  only  a  fraction  of  tele- 
com revenue.  The  biggest  sec- 
tors, local  and  long-distance 
voice,  are  in  decline  and  are  un- 
likely ever  to  grow  again.  In  fact,  many  companies  can  see 
the  day  when  voice  calls  will  be  offered  as  a  complimentary 
service  to  accompany  lucrative  data  subscriptions.  "In  our  pro- 
jections, voice  will  be  free,"  says  Ilkka  Raiskinen,  Nokia 
Corp.'s  vice-president  of  mobile  applications  &  services. 

Even  in  wireless,  the  booming  growth  business  of  the 
past  decade,  revenues  are  flattening  out  as  the  wave  of  new 
subscribers  subsides.  The  wireless  Internet,  the  great  hope 
from  the  bubble  years,  is  trudging  along  behind  expecta- 
tions. Says  Lawrence  T.  Babbio  Jr.,  vice-chairman  of  Verizon 
Communications:  <rWe  don't  see  any  growth  trends." 

And  they  don't  need  much  convincing  these  days  to  slash 
capital  spending.  SBC  Communications  Inc.  Chief  Technology 
Officer  Ross  Ireland  says  he  used  to  buy  gear  to  meet  multi- 
year  forecasts.  Now  SBC  saves  money  with  a  just-in-time 

approach.  "Before  the 
downturn,  it  didn't 
matter  if  you  guessed 
wrong  because  you'd 
just  grow  into  it,"  he 
says.  But  current  penny-pinching  is  leaving  equipment  mak- 
ers such  as  Nortel  Networks  and  Lucent  Technologies  strug- 
gling to  survive.  To  make  it,  they  and  the  rest  of  the  telecom 
industry  face  a  three-step  recovery  program: 

WORK  OUT  THE  GLUT 

The  first  period  of  the  recovery,  the  glut,  entails  unremitting 
pain  and  apparent  paralysis.  Even  bankrupt  earners  strug- 
gle to  eke  out  sales,  which  means  that  capacity  does  not  dis- 
appear. Consolidation  promises  relief.  But  that's  still  a  ways 
off.  Carriers  are  shouldering  far  too  much  debt  for  acquisi- 
tions. For  this  nasty  stage  to  end,  the  markets  have 
to  work  their  malicious  miracles:  Survivors  must  clean 
up  their  balance  sheets,  usually  at  the  expense  of  invest- 
ors and  creditors.  Meanwhile,  losers  must  be  ground  down 
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mercilessly,  until  they  are  cheap  enough  to  buy 
North  America  has  been  wrestling  with  overcapacity 
for  tw^o  years  and  is  about  halfway  through  the  process 
A  survey  of  20  major  long-distance  and  local  trunk 
shows  that  networks  are  running  at  about  half  of  idea 
capacity,  according  to  telecom  researchers  rhk  Inc.  Lo 
cal  and  long-distance  carriers  generally  expand  capacity 
on  a  route  when  capacity  utilization  reaches  70%  t 
75%.  The  telcos  are  slashing  their  capital  spending  by  uj 
to  two-thirds — which  puts  recovery  at  two  years  awTay 
A  few  signs  of  stabilization  are  finally  emerging  in  tht 
depressed  market.  The  price  of  a  high-speed  circuit  be 
tween  Los  Angeles  and  New  York,  wThich  fell  50%,  tc 
$13,000,  between  the  summers  of  2001  and  2002,  h 
inched  up  in  recent  wTeeks.  Sprint  cancelled  a  high 
speed  Internet  service  called  ion,  winch  would  hav 
added  more  capacity.  "I  won't  predict  wThen  growth  wil" 
resume,  but  the  market  is  cleaning  itself  up  right  now,' 
says  David  Dorman,  president  of  AT&T. 

One  wild  card:  Some  creditors  of  bankrupt  World- 
Com Inc.  tell  BusinessWeek  they  want  to  swap  debt  for  eq- 
uity in  a  new  company.  They  are  pushing  other  creditors  tc 
allow  WorldCom  to  emerge  from  bankruptcy  debt-free,  which! 
could  spark  a  price  wTar  a  year  or  two  from  now.  Other  car 
riers  might  start  sooner.  "I'm  a  lowr-cost  share  taker,"  say? 
John  J.  Legere,  ceo  of  Global  Crossing  Ltd.,  wThich  is  ex-, 
pected  to  emerge  from  bankruptcy  this  year  with  just  $2 
million  in  debt,  down  from  original  liabilities  of  $12  billion 

In  some  markets,  conditions  may  get  worse  before  they  get 
better.  Catapulting  demand  in  Asia,  for  example,  has  buffered 
the  region  from  much  of  the  nastiness  to  date.  Wireline 


TELECOM'S  NEW  STRUCTURE 

Consolidation  could  be  slow  to  take  hold  because  of 

the  industry's  debt  problems,  but  when  it  arrives, 

these  companies  are  likely  to  still  be  around: 


BELL  SURVIVORS  SBC  AND  VERIZON  These 
local  phone  giants  may  eventually  buy  the  other 
Bells,  Qwest  and  BellSouth.  But  they  still  face  rivals 
in  cable  and  wireless. 


LONG-DISTANCE  CHAMP  AT&T  AT&T  has  a 
chance  as  a  services  company,  designing  and  man- 
aging corporate  and  government  networks.  Rivals 
Sprint  and  WorldCom  are  likely  to  be  sold  in  pieces. 


WIRELESS  WINNERS  VERIZON  AND 
CINGULAR  Verizon  will  likely  merge  with  Sprint 
PCS.  Look  for  Cingular  to  join  up  with  AT&T 
Wireless  and  VoiceStream. 


INTERNET  SERVICE  PROVIDERS  COGENT 
AND  LEVEL  THREE  There's  room  for  two  national 
ISPs.  Cogent  has  snatched  bankrupt  PSINet,  while 
Level  Three  has  hit  up  Warren  Buffett  for  cash. 
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GENERAL  LIABILITY       COMMERCIAL  BUTO       PROPERTY       WORKERS  COMP 


Here  are  three  figures  any  CFO  and  CEO  will 
love.  $200  million.  250,000  disability  days.  16% 
fewer  claims.  That's  what  our  safety  programs 
saved  our  clients  last  year.  Those  numbers 
become  even  more  compelling  when  you 
consider  this  fact:  injuries  and  disabilities  can 
comprise  5%  or  more  of  a  company's  costs. 
This  is  where  Liberty  Mutual  can  truly  help.  Over 
the  years,  our  loss  prevention  specialists  have 
developed  a  wide  range  of  safety  programs,  each 
designed  to  not  only  help  businesses  become 
safer,  but  more  cost  efficient. 
We  use  all  the  latesttechnologies.buttheapproach 
itself  goes  back  90  years  to  our  founding  philosophy: 
to  help  people  live  safer,  more  secure  lives.  As  it 
turns  out,  that  includes  giving  companies  a 
sizeable  financial  advantage.  Something  any 
board  member  can  appreciate. 


Jo  learn  the  top  10  causes  of  workplace  injury  and  how  they  can  affect  your  bottom  line, 
visit  www.libertymutual.com/toplO.  Or  to  contact  a  representative,  call  1-800-4LIBERTY. 


Liberty 
Mutual 


©  2002  Liberty  Hutuol  Group 


RESTRUCTURING  has  been  a  matter  of  figuring  out  what  is 
truly  INDISPENSABLE  and  selling  off  the  rest 
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phone  revenues  in  Asia  have  fallen  10%  over  the  past  two 
years,  vs.  a  50%  decline  in  North  America  and  a  33%  fall  in 
Europe.  Yet  despite  a  strong  economy,  a  rising  population, 
and  soaring  demand  for  telecom,  worrisome  signs  are  emerg- 
ing. Later  this  year,  Tyco's  telecommunications  unit  will  begin 
operating  a  new  undersea  cable  that  will  double  transpacific 
capacity. 

The  glut  grows  relentlessly  in  other  markets  as  well.  Last 
year,  the  price  of  a  high-speed  circuit  between  Tokyo  and 
Hong  Kong  fell  27%,  to  $62,000  a  month.  But  four  new  cables 
have  begun  service  in  the  region  during  the  past  eight 
months,  raising  the  risk  of  a  price  war. 

One  big  variable  is  the  economy.  In  the  U.S.,  consumers 
are  both  yakking  on  the  phone  and  surfing  the  Net  more  than 

ever.  This  makes  up 
for  falling  prices  and 
keeps  spending  fiat. 
But  with  corporations 
slashing  costs  and  lay- 
ing off  workers,  businesses  have  cut  phone  bills  by  about  6%, 
paring  $9  billion  from  a  $141  billion  market. 

And  telecom  isn't  likely  to  see  a  surge  in  business  de- 
mand soon.  An  uptick  in  usage  should  lag  economic  recovery 
by  six  months.  That  means  relief  could  arrive  in  2004.  This 
could  trickle  down  to  the  equipment  makers  some  six  months 
later,  producing  modest  growth  in  the  second  half  of  2004. 

CONSOLIDATION 

It's  waiting  to  happen  in  Europe  as  well  as  North  America — 
but  it  will  keep  waiting  for  at  least  another  year.  If  markets 
permitted,  wireless  giants  Verizon,  Deutsche  Telekom,  Voda- 
fone,  and  perhaps  Japan's  NTT  DoCoMo,  would  be  gobbling  up 
smaller  competitors,  driving  down  costs,  and  jacking  up 
prices.  Local  and  long-distance  carriers  like  AT&T  and  Bell- 
South might  have  signed  long  ago.  But  debt- wary  markets 
will  not  tolerate  such  maneuvering  today.  Even  the  whisper 
of  new  equity  or  debt  offerings  provokes  warnings  of  down- 
grades from  rating  agencies  and  investor  stampedes. 

For  a  consolidator  on  a  holding  pattern,  look  no  further 
than  Verizon.  The 


largest  of  the  Bells, 
Verizon  could  take 
a  large  step  toward 
dominance  by  buy- 
ing a  national  long- 
distance carrier,  ei- 
ther WorldCom  or 
AT&T.  And  it  could 
tighten  its  grip  on 
the  U.  S.  wireless 
market  by  gobbling 
up  Sprint  PCS.  The 
total  outlay  for 
AT&T  and  Sprint 
PCS:  perhaps  $25 
billion — peanuts 
back  in  the  bubble. 
But  that  bubble 
has  popped,  and 
Verizon,  with  $45 
billion  in  long-term 
debt,  is  busy  clean- 


WHERE'S  THE  REVENUE 
GROWTH? 

North  American  Internet  traffic  growth 

is  dropping,  and  related  telecom 

revenue  growth  has  slowed  to  a  crawl. 

The  market  isn't  expected  to  stabilize 

until  2005.  The  outlook: 


CRUNCH  TIME 

Lucent's  Pat  Russo 
vows  the  company  will 
survive-and  is  cutting 
jobs  as  fast  as  she  can 


ing  its  balance  sheet.  The  com- 
pany is  slashing  investments  and 
paying  down  debt  with  its  $2.7 
billion  in  net  income.  Analysts 
say  that  Verizon  won't  be  out 
shopping  for  more  than  a  year. 

This  is  where  the  passage  be- 
tween phases  one  and  two — glut  and  consolidation — gets  trick}' 
When  one  carrier  lines  up  the  first  big  acquisition,  competitive 
pressure  could  push  others  into  the  hunt.  That  would  punish 
balance  sheets  while  hastening  a  necessary  consolidation 

In  the  next  year,  though,  look  for  a  slew  of  buyouts  on  the 
cheap.  Consolidators  like  Integrated  Device  Technology  Inc, 
a  Net  voice  company,  are  prowling  the  littered  landscape 
for  bargains.  Last  year,  it  acquired  bankrupt  carrier  WinStar, 
for  $42  million,  a  small  fraction  of  its  book  value.  And  ii 
WorldCom  fails  to  emerge  from  bankruptcy  as  an  independ- 
ent company,  look  for  IDT  and  the  Bells  to  buy  it  in  pieces. 

Deutsche  Telekom,  which  paid  $26  billion  to  buy  upstart 
wireless  carrier  VoiceStream  at  the  height  of  the  market,  is 
now  ready  to  sell  the  U.  S.  carrier  for  much  less  so  it  can  pay 
down  its  massive  debt.  So  far,  no  buyers.  When  the  German 
company  finds  one,  perhaps  within  the  next  year,  the  consol- 
idation period  will  be  under  way. 

TRANSFORMATION 

Even  while  wrestling  with  capacity  and  cost  issues,  phone 
companies  must  focus  on  the  longer  term.  To  survive,  many 
must  undergo  a  fundamental  transformation.  In  a  competitive 
environment,  the  century-old  practice  of  charging  customers 
for  access  to  a  network  has  produced  a  punishing,  low-margin 
business. 

To  make  money  in  an  age  of  plentiful  networks,  carriers 
must  market  new  content  and  value-added  services  that  flow 
through  their  pipes.  The  companies  already  have  billing  re- 
lationships with  customers — a  huge  advantage — but  have  to 
come  up  with  services  to  sell.  "It's  really  about  transforming 
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At  the  beginning  of  the  day,  it's  all  about  possibilities. 


At  the  end  of  the  day,  it's  all  about  results. 


And  everything  in  between  is  about 
how  we  can  help  you  get  there. 
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The  difference  is  measurable. 


telecom  from  a  transport  industry  into  a  services  industry," 
says  Microsoft  Corp.'s  Pieter  Knook,  corporate  vice-presi- 
dent for  network  services  providers  and  mobile  devices. 

This  is  already  happening.  Over  the  past  decade, 
AT&T  has  grown  its  service  arm  into  a  $4  billion  enter- 
prise that  competes  with  consulting  and  service  compa- 
nies. In  time,  services  may  become  the  heart  of  AT&T 
and  the  carrier  division  may  be  spun  off. 

The  signs  of 
change  are  clearest  in 
wireless.  In  Japan, 
wireless  data  pioneer 
NTT  DoCoMo  has  let 
thousands  of  other  companies  offer  an  endless  array  of  serv- 
ices, from  games  to  music,  on  its  network.  DoCoMo  gets  a 
small  fee  for  every  transaction.  "DoCoMo  has  created  a  new 
model  of  the  telecom  as  marketplace,"  says  consultant  Andrei 
Jezierski  of  telecom  researcher  i2  Partners.  AT&T  Wireless,  a 
DoCoMo  partner,  plans  to  import  the  model  to  the  U.  S. 
In  the  end,  telecom  companies  may  eventually  even  spin  off 
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their  networks  and  concentrate  on  services.  The  first  signs  • 
this  fragmentation  are  evident.  Across  Europe,  so-called  vr 
tual  phone  companies  such  as  Virgin  Mobile  are  selling  win 
less  subscriptions  and  simply  renting  network  capacity  froi 
incumbents. 

Even  in  the  midst  of  this  industrial  depression,  the  el< 
mentsvof  telecom's  recovery,  from  consolidation  to  new  bus 
ness  models,  are  coming  into  focus.  The  industry  that  emerge 
from  this  will  be  humbler  and,  yes,  poorer,  than  it  was  in  tr 
bubble.  But  even  in  these  dark  days,  which  are  every  bit 
treacherous  as  the  Ulonga-Bora  River,  the  shape  of  a  new  it 
dustry  is  in  sight. 

By  Steve  Rosenbush  in  New  York,  with  Roger  O.  Crocke 
in  Chicago,  Charles  Haddad  in  Atlanta,  Jack  Ewing  i 
Frankfurt,  and  bureau  reports 


BusinessWeek  online 


For  more  from  top  executives  on  the  U.S.  telecom  crunch, 
visit  the  Oct.  7  issue  online  at  www.businessweek.com. 


FRANCE  TELECOM:  SUCH  PROMISE,  BUT  ZUTALORS!  SUCH  PEBli 


At  first  glance,  the  job  doesn't  look 
half  bad.  Whoever  replaces  the  de- 
posed Michel  Bon  as  ceo  of 
France  Telecom  will  run  a  European 
powerhouse  that  boasts  $42  billion  in 
revenues  and  leading  positions  in  wire- 
less and  the  Internet.  Yet  despite  ro- 
bust operations,  the  55%  state-owned 
France  Telecom  has  seen  its  market 
capitalization  plummet  97% 
in  two  years,  to  $8.2  billion— 
barely  1.4  times  its  annual 
cash  flow.  So  it  was  no  sur- 
prise at  all  when  the  board 
pushed  out  Bon  on  Sept.  12. 

The  problem  is  debt.  In- 
vestors fret  about  France 
Telecom's  crushing  $70  bil- 
lion in  ious,  the  highest  cor- 
porate debt  in  the  world. 
These  days  FT,  which  bor- 
rowed the  billions  for  a  flur- 
ry of  Internet  and  wireless 
investments,  hasn't  a  prayer 
of  refinancing.  Only  the 
prospect  of  state  backing 
has  kept  its  credit  rating 
from  falling  to  junk  status. 

Bon's  successor  must  firm 
up  the  company's  finances — 
but  without  selling  the  as- 
sets that  could  drive  future  growth. 
His  big  advantage:  Unlike  the  Ameri- 
cans, most  European  telcos  still  domi- 
nate home  markets.  This  spells  higher 
margins.  In  fact,  FT,  like  most  leading 
phone  companies  in  Europe,  has 
reaped  benefits  from  a  funding  col- 
lapse that  wiped  out  legions  of  up- 
starts. Once  again,  ft  rules  the 
French  market. 

The  challenge  is  to  pay  down  debt 


without  unloading  its  jewels.  For  ft, 
the  most  marketable  divisions — Or- 
ange, a  leader  in  wireless,  and  the 
Wanadoo  Internet  unit — account  for  all 
revenue  and  profit  growth.  Orange, 
Europe's  No.  2  carrier  after  Britain's 
Vodafone,  posted  first-half  revenues  up 
14%,  to  $8  billion,  and  spun  off  $1.2  bil- 
lion in  operating  income.  It's  no  won- 


PILING  UP 

European  telecom  revenues 

are  still  climbing,  but 

sky-high  debt  has  weighed 

down  the  industry 


400  -  TOTAL  FOR  TOP 

20  CARRIERS 


possibly  roll  them  over  under  current 
market  conditions. 

To  pay  this,  the  French  government 
is  planning  a  $15  billion  stock-rights  is 
sue  that  will  dilute  current  shares,  in- 
cluding the  state's,  by  two-thirds.  If 
successful,  this  will  stave  off  the  near- 
term  crisis  but  reduce  debt  only  to  $5.: 
billion.  To  get  France  Telecom's  bal- 
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der  Bon  pleaded  with  the  government 
before  his  ouster  not  to  divest  FTs 
86%  stake  in  the  unit. 

But  something  has  to  give.  In  the 
first  half  of  this  year,  interest  pay- 
ments gobbled  up  $1.7  billion.  On  top 
of  that,  Telecom  wrote  down  $10.6  bil- 
lion in  goodwill  and  other  assets,  drag- 
ging it  to  a  net  loss  of  more  than  $12 
billion.  And  the  company  faces  $15  bil- 
lion in  payments  due  in  2003.  It  can't 


ance  sheet  BUBBLE  TROUBLE 

back  to  more       Having  bought 

normal  ratios,        v-i.         nnrv  r> 

the  next  ceo       high,  ex-CEO  Bon 

may  have  to  refused  to  Sell  low 

venture  into 

debt-for-equity  swaps.  If  he  can  man- 
age that  without  pawTiing  off  the 
crown  jewels,  he'll  go  down  in  history 
as  a  telecom  hero. 

By  Andy  Reinhardt  in  Pari 
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What's  love  got  to  do  with  it,  Mrs  Robinson.  You're 
still  the  one,  Makin  Whoopee.  You  make  me  wanna, 
MMMBop,  Mambo  No.5,  Do  the  Evolution. 

Don't  go  breaking  my  heart,  Achy-breaky  heart.  I  get 
nely,  Livin'  la  vlda  jLoca.You  don't  know  how  it  feels, 
Gettin  jiggy  with  it.  U  can't  touch  this. 

(Everything  I  do)  I  do  it  for  you,  Material  girl.  When 

;to  your  eyes,  I  can  see  clearly  now.  Bills,  bills, 
bills,  Money  for  nothing.  I'd  do  anything  for  love  (but 
I  won't  do  that). 


There  goes  my  baby,  Not  gon'  cry.  If,  That's  the  way 
love  goes,      /ear,  I'll  never  fall  in  love  again.  Beat  it! 


My  way. 


hirty  songs.  Arranged  any  way  you  like.  And  chosen  from  our  onboard  library  of  over  600  songs.  The  'jukebox'  function,  available  in  First  Class 
nd  Golden  Club  Class,  is  just  one  of  the  many  features  you'll  find  in  the  new  state-of-the-art  inflight  entertainment  system  onboard  selected 
oeing  747s  and  777s.  It's  all  about  giving  you  the  best  music  selection  in  the  world.  Yours.  Malaysia  Airlines.  Going  beyond  expectations. 


r  reservations  and  flight  schedules,  please  call  Malaysia  Airlines  at  1  800  552  9264,  your  travel  agent  or  log  on  to  www.malaysiaairllnes.com 


SUPPLIER  SPEND  SPIRALING 
OUT  OF  CONTROL? 

NOT  ON  OUR  WATCH. 


Introducing  PeopleSoft  Supplier  Relationship  Management.  The  only  solution  to  manage  all 
of  your  enterprise  spend  in  real-time. 

PeopleSoft  SRM  enables  you  to  proactively  control  all  of  your  enterprise  spend— from  direct 


suppliers  over  the  Web,  you  can  manage  it  all  in  real-time,  and  always  act  before  it's  too  late. 
Learn  more  by  visiting  us  at  www.peoplesoft.com/srm  or  call  1-888-773-8277 
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Focus  on  the  Future 
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ew  Routes  to 
Efficiency 

The  future  of  supply  chain  manage- 
ment is  changing  as  fast  as  the  goods 
and  information  it  moves.  Globaliza- 
tion is  forcing  service  providers  to 
expand  internationally.  Performance 
measurement  has  moved  up  the  agenda 
as  companies  demand  clearly  defined 
returns  on  investment,  even  as  they 
look  to  outsourcing  more  of  their  sup- 
ply chain  operations.  In  response,  the 
structure  of  the  industry  is  changing 
and  the  emphasis  is  on  collaboration. 

Companies  have  discovered  that 
more  efficient  supply  chain  manage- 
ment is  a  major  route  to  lower  costs 
and  improved  service  levels.  Those 
organizations  that  have  gone  down  this 
route  have  achieved  remarkable  results. 

According  to  ProLogis  and  Cass 
Information  Systems,  Inc.,  co-sponsors 
of  an  annual  logistics  industry  study,  the 
cost  of  carrying  inventory  during  2001 
was  $38  billion  lower  than  it  was  in 
2000.  As  a  proportion  of  nominal  gross 
domestic  product,  logistics  costs  have 
fallen  from  16.2  percent  in  1981  to  9.5 
percent  last  year,  a  record  low. 

Companies  that  streamline  their 
supply  chains  strip  excess  inventory 
out  of  distribution  systems  and  capture 
cost  savings  in  key  operational  areas. 


They  become  leaner  organizations  that 
are  more  responsive  to  market  de- 
mands and  better  able  to  compete  in 
global  markets. 

The  challenge  now  is  how  to  build 
on  these  successes.  Manufacturers  and 
distributors  are  savvier  than  ever  about 
managing  supply  chains.  They  spend 
more  on  related  services,  but  are  more 
discerning  buyers  that  demand  a  global 
reach,  technological  sophistication  and 
help  with  planning  and  execution  on  a 
strategic  level.  That  puts  more  pressure 
on  service  suppliers  to  provide  the  nec- 
essary expertise,  and  invest  in  distribu- 
tion networks  and  technology. 

In  this  special  section  we  look  at  the 
business  environment  that  is  driving  the 
demand  for  supply  chain  management 
services.  We  ask  a  cross  section  of 
providers  how  their  industry  is  chang- 
ing to  meet  the  demands  of  an  increas- 
ingly complex  market. 

The  Global  Dimension 

Globalization  is  shaping  the  busi- 
ness landscape,  and  nowhere  is  it 
more  evident  than  in  supply  chain  man- 
agement. "It  used  to  be  that  our  cus- 
tomers were  worried  about  how  to 
manage  their  business  from  Chicago  to 
Atlanta.  Now  they  are  trying  to  manage 
their  business  from  Chicago  to  Shang- 


hai," said  Steve  Guthrie,  vice  president 
of  sales  and  marketing  for  Cendian 
Corp.  Cendian  Corp.  of  Atlanta  is  a  lead 
logistics  provider  focused  exclusively  on 
the  chemical  and  plastics  industries. 

International  manufacturing  opera- 
tions are  stretching  supply  chains.  "You 
may  have  a  client  that  1 0  years  ago  was 
doing  manufacturing  in  Mexico's 
maquiladores.  Today  they  are  doing  it 
in  Indonesia,"  said  Guthrie,  whose 
company  is  active  in  80  nations  around 
the  world. 

Sam  Slater  takes  the  global  aspect  of 
his  business  seriously  —  it's  part  of  his 
company's  name.  Slater  is  chief  operat- 
ing officer  of  North  America  for  EGL 
Eagle  Global  Logistics,  a  Houston- 
based  company  with  over  300  facilities 
in  100  countries.  "It's  no  longer  where 
North  America  becomes  the  center  of 
every  transaction  or  the  conduit  that 
connects  the  rest  of  the  world,"  Slater 
said.  "There's  so  much  more  business 
moving  today  between  the  other 
regions  in  the  world." 

Technology  is  helping  companies  to 
navigate  the  supply-chain  map. 
Richardson  Electronics  of  LaFox,  III., 
does  business  in  125  countries  with  37 
currencies.  Kevin  Reilley,  Richardson's 
vice  president  and  chief  information 
officer,  says  PeopleSoft's  Supply  Chain 
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Management  and  Financial  Manage- 
ment Solutions  make  it  easy  (see  box). 

"Obviously  the  business  problem 
that  you  are  trying  to  solve  is  a  supply 
chain  that  crosses  international  bound- 
aries," said  Mike  Frandsen,  general 
manager  of  the  Supply  Chain  Manage- 
ment division  of  PeopleSoft,  the  enter- 
prise resource  planning  software  com- 
pany based  in  Pleasanton,  Calif.  That 
problem  has  become  much  more  chal- 
lenging as  Web-based  trading  has  taken 
off.  "With  the  advent  of  the  Internet, 
people  have  a  lot  more  opportunity  to 


Richardson  Electronics 

"PeopleSoft  supply  chain  solutions  are 
dramatically  increasing  the  speed  at  which  we 
can  respond  to  our  customers. " 

-  Kevin  Reilley 
Vice  President  and  Chief  Information  Officer 


Richardson  Electronics  (Nasdaq-RELL)  is  a  global  provider  of 
engineered  solutions,  serving  the  wireless  communications, 
industrial,  medical,  security,  and  display  systems  markets.  With  60 
sales  locations  and  36  stocking  locations,  Richardson  had  global 
reach,  but  needed  to  ensure  its  growing  worldwide  business  was 
conducted  in  a  coordinated  and  cost-effective  way. 

To  manage  its  increasingly  complex  global  supply  chain 
issues,  Richardson  Electronics  needed  to  replace  its 
homegrown  legacy  system.  It  was  critical  that  the  new  supply 
chain  solution  coordinate  global  operations  while  providing 
robust  multilingual  and  multicurrency  capabilities.  "Doing 
business  in  125  countries,  in  37  currencies,  with  our  customers, 
suppliers,  and  employees  using  multiple  languages  -  that's  just 
a  normal  day  for  us,"  says  Richardson's  Vice  President  and 
Chief  Information  Officer  Kevin  Reilley. 

Richardson  Electronics  Saves  Time, 
Money  with  PeopleSoft  Supply  Chain  Management 

Richardson  chose  PeopleSoft  Supply  Chain  Management 
solutions  because  they  could  meet  the  company's  complex 
needs,  but  also  because  Richardson  valued  the  flexibility  and 
cost  savings  of  the  PeopleSoft  modular  solution  design  and  pure 
internet  architecture.  Richardson  now  can  manage  its  entire 
global  financials  and  supply  chain  system-providing  the  entire 
company  with  a  global  view  of  demand  and  its  own  worldwide 
inventory  and  fulfillment  processes. 

"Our  PeopleSoft  Supply  Chain  Management  system,  which 
is  integrated  with  our  PeopleSoft  Financials,  can  take  local 
orders  in  euros,  yen,  or  bot,  and  lock  in  the  exact  cost  even 
though  the  vendor  is  in  the  U.S,"  says  Reilly.  "Now  we  can 
handle  all  those  different  countries  and  transactions,  roll 
everything  up  to  a  single  ledger  that  shows  local  inventory  and 
profit  information  -  and  then  roll  that  up  again  into  a  global, 
corporate-wide  look  at  everything.  That  global  view  is 
absolutely  essential." 


either  ship  to  customers  who  are  out- 
side their  boundaries  or  to  source  from 
suppliers  that  are  outside  their  interna- 
tional boundaries,"  said  Frandsen. 

Strategic  sourcing  involves  rapidly 
switching,  when  the  need  arises,  to  a 
new  supplier  that  could  be  half  a  world 
away.  Lower  cost,  higher  quality  and 
more  predictable  transportation  links  are 
just  a  few  of  the  reasons  manufacturers, 
wholesalers  and  retailers  decide  to  shift 
to  a  new  supplier. 

While  the  rewards  of  a  properly 
planned  and  executed  global  sourcing 
program  are  substan- 
tial -  so  are  the  risks. 
According  to  research 
firm  Aberdeen  Group, 
Inc.:  "It  is  during  the 
sourcing  cycle  that  an 
organization  deter- 
mines the  cost  and 
structure  of  its  prod- 
ucts and  supply  chain 
network."  Aberdeen 
estimates  that  the  aver- 
age sourcing  cycle 
ranges  from  3.3 
months  to  4.2  months. 
During  that  time  com- 
panies have  to  juggle  a 
multitude  of  variables.  . 
That  is  where  Peo- 
pleSoft's  technology 
comes  in.  Automating 
the  request  for  pro- 
posal and  request  for 
quotation  processes 
has  cut  the  time  and 
the  cost  required  to 
determine  whether  a 
company  should 
switch  to  a  new  sup- 
plier. Software  calcu- 
lates the  variables  in 
a  sourcing  decision, 
including  the  cost  of 
the  item,  the  cost  of 
transportation,  taxes, 
duties,  cross-border 
delays,  inspections 
and  more,  all  of 
which  vary  from 
region  to  region  and 
country  to  country. 
Automation  in 


these  situations  can  make  the  difference 
between  profit  and  loss.  "If  you  are  goin 
to  save  a  couple  thousand  dollars  on  a 
contract  but  it  takes  you  a  couple  thou- 
sand dollars  to  run  the  sourcing  event, 
then  you  are  not  really  saving  anything, 
you  can  save  a  couple  thousand  dollars 
on  a  contract  and  it  costs  you  a  couple 
hundred  dollars  to  run  the  sourcing 
event,  then  it  is  worth  it,"  Frandsen  said. 

But  there  is  another  side  to  global- 
ization that,  paradoxically,  requires 
companies  to  take  account  of  local 
nuances,  while  developing  standard 
ways  of  doing  business.  Companies 
want  to  replicate  supply  chain  systems 
wherever  possible,  because  that  is  the 
most  efficient  way  to  manage  world-     , 
wide  operations.  "Our  customers  are 
looking  for  repeatable,  scalable  solu- 
tions. For  example,  if  you  are  imple- 
menting solutions  in  Holland  then  you 
must  be  able  to  implement  a  very,  very 
similar  process  in  Singapore  and  repeat 
the  same  within  the  United  States,"  said 
John  Carr,  senior  vice  president  of  BAX 
Global's  global  supply  chain  group,  the 
lead  logistics  provider  that  is  part  of  the 
supply  chain  management  and  logistics 
company  based  in  Irvine,  Calif. 

Carr  and  1 0  other  representatives  of 
supply  chain  companies  spoke  at  an 
executive  round  table  held  in  August 
and  sponsored  by  BusinessWeek  and 
Traffic  World  magazines. 

Round  table  participant  Dave  Kulik, 
president  and  chief  executive  officer  at 
Jacksonville,  Fla.-based  TNT  Logistics 
North  America,  stressed  the  need  for 
commonality.  "It  is  a  small  world  and 
customers  are  asking  us  to  provide  the 
same  process  and  technology  applica- 
tions in  logistics  centers  around  the 
world  whether  they  are  in  Singapore  or 
San  Diego,"  he  said. 

TNT  Logistics  North  America  is  part 
of  TPG,  a  global  mail,  express  and 
logistics  company  based  in  Amsterdam, 
Netherlands.  In  Europe  much  work  has 
been  done  to  lower  trade  barriers  and 
develop  logistics  services  that  span 
multiple  countries.  That  experience  is 
reflected  in  Kulik's  view  of  his  cus- 
tomers' needs.  "They  want  consistent 
visibility  to  data  and  consistent  perfor- 
mance. So  the  challenge  I  think,  to  go 


Wouldn't  it  be  great  to  get  a  few  more  of  these? 


Fhere's  nothing  like  recognition  for  a  job  well  done.  If  you'd  like  a  few  more  pats  on  the  back,  ship  with  Yellow.  Our  guaranteed  services  give  you 
the  assurance  your  shipment  will  arrive  promptly  and  accurately.  Please  your  boss  and  customers  alike  by  using  Exact  Express,"  our  expedited, 
time-definite  air  and  ground  service.  Or  Definite  Delivery,™  which  offers  proactive  notification  on  standard  transit  time  shipments.  Both  offer  guarantees. 
Heed  help?  Our  24/7  customer  service  centers  are  award  winners.  Yellow  also  provides  the  broadest  coverage  in  North  America.  Or,  ship  confidently 
anywhere  in  the  world.  Plus,  conveniently  manage  your  transportation  needs  online  by  using  our  unsurpassed  technology.  With  Yellow,  compliments  are 
practically  guaranteed.  Yellow:  Big  shipments  for  business.  Anytime.  Anywhere.  At  any  speed.  Guaranteed. 
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global,  is  to  have  the  resources  and 
capabilities  to  succeed  in  those  areas. 
International  trade  is  becoming  more 
essential  for  the  success  of  every  orga- 
nization/' he  said. 

Measuring  Up 

Helping  customers  to  go  global  is 
one  thing;  providing  the  metrics 
that  enable  them  to  measure  success  is 
another.  Companies  want  measurable 
results,  particularly  after  being  through 
the  fire  of  a  dot-com  meltdown  and  an 
economic  slump. 


BAX  Global  Reverses 
Xerox's  Printer  Returns 

Business  Problem 

While  Xerox  manufactured  an  excellent  printer  for  business, 
they  needed  to  improve  the  returns  and  re-delivery  process,  as 
well  as  integrate  into  the  process  a  host  of  support  systems  such 
as  tracking,  billing,  packaging  and  more. 

What  they  required  was  a  company  that  could  construct  and 
implement  a  scalable  web-based  solution  for  their  Oregon 
group's  returned  materials,  then  manage  the  process. 

Business  Solution 

Because  of  BAX  Global's  expertise  in  reverse  logistics  — 
including  tracking,  tracing,  and  billing,  as  well  as  processes  for 
packaging,  disposal,  recycling  and  inside  pickup  and  delivery,  and 
a  robust  MyBAXSM  customer  extranet,  the  selection  was  easy. 

After  a  short  development  window,  Xerox  was  tracking  their 
printers  at  the  serial  number  level,  as  well  as  improving  their 
accounting  and  billing.  BAX  returns  management  services 
included  packaging,  disposal,  recycling,  inside  pickup  and 
delivery,  and  web-based  management  reporting.  Within  weeks  of 
implementation,  Xerox  had  a  more  efficient  RMA  system,  in 
addition  to  control  and  visibility  over  its  returned  materials 
handled  by  the  new  MyRMASM  application. 

The  keys  to  the  turnaround  were  BAX  Global's  BAXSaver® 
service,  and  their  web-enabled  MyRMASM  return  logistics 
management  tool.  For  Xerox,  BAXSaver®  offered  time-definite 
delivery  generally  in  1  to  3  days  within  the  U.S.  and  to  Canada. 

Conclusion 

Working  with  BAX  saved  Xerox  a  tremendous  amount  of  time. 
Efficiencies  were  realized  by  making  direct  entries  of  returns  into 
a  web-based  system  versus  manually  filling  out  and  faxing  forms. 
These  kinds  of  administrative  savings  coupled  with  the 
BAXSaver's  reduced  transportation  costs  were  of  greater  value 
than  Xerox  had  hoped. 

The  MyRMASM  solution  that  not  only  addressed  all  of  Xerox's 
required  functionality,  but  brought  great  value  to  BAX  as  it  was 
generic  in  nature,  making  it  a  repeatable  solution  that  would 
benefit  future  customers. 


Another  logistics  company  is  the 
global  giant  Danzas  with  800  offices  in 
150  countries.  Shawn  Boyd  is  vice 
president  of  multinational  customers, 
North  America,  for  Danzas  AEI  Inter- 
continental, which  is  part  ofvDeutsche 
Post  World  Net.  "When  times  were 
good,  we  were  focused  on  developing 
enterprise-wide  solutions.  We  haven't 
abandoned  that  strategy  by  any  means; 
in  fact  we  think  this  is  the  best 
approach.  However,  many  customers 
today  demand  more  focused  informa- 
tion technology  solutions  that  promise 
a  fairly  rapid  return  on 
investment.  Providers 
like  Danzas  AEI  must 
be  flexible  enough  to 
balance  the  cus- 
tomers' broader  long- 
term  goals  with  more 
specific  present-day 
needs,"  Boyd  said. 

Bill  Michael  agrees 
that  shippers  today 
want  measurable 
results.  He  is  vice  pres- 
ident of  marketing  for 
Roadway  Express,  a 
less-than-truckload 
company  that  also 
offers  truckload,  expe- 
dited services,  product 
return  management, 
exhibit  transportation 
and  air  freight  deliver- 
ies throughout  North 
America.  "Over  the 
past  five  to  1 0  years 
supply  chain  manage- 
ment has  been  more 
visible  so  there's  a  lot 
of  pressure  on  compa- 
nies to  deliver  supply 
chain  improvements. 
As  executive  manage- 
ment starts  hearing 
about  possibilities  of 
huge  supply  chain  sav- 
ings, they  create  a 
pressure  in  the  organi- 
zation to  deliver 
results.  Logistics  and 
transportation  man- 
agers feel  pressure  to 
deliver,"  Michael  said. 


Don  Schneider  is  chairman  of 
Schneider  National,  the  Green  Bay, 
Wis.  company  that  includes  a  trucking  I 
division  and  Schneider  Logistics,  a  leac| 
logistics  provider.  He  stressed  the 
importance  of  key  metrics  to  the  ship- 
per. "One  of  the  measurable  results  of 
all  of  this  should  be  inventory  reduc- 
tion. Too  often  what  people  think  abou| 
is,  'Let  me  see  what  I  did  as  far  as  my 
freight  budget  and  what  we  took  out  oil 
that,'"  Schneider  said.  The  total  picture  [ 
includes  the  reduction  of  logistics 
expenses  in  the  form  of  inventory  and 
the  cost  of  capital. 

The  logistics  industry  clearly  agrees. 
According  to  Cass  Information  and  Pro-| 
Logis,  the  ratio  of  business  inventory 
investment  to  nominal  gross  domestic 
product  has  declined  from  24  percent  i 
1 981  to  1 3  percent  in  2001 ,  a  trend  th;| 
reflects  continuous  efforts  and  progress ) 
in  lowering  inventory  investment. 

Technology  is  a  crucial  part  of  that 
effort,  but  here  too  buyers  are  demand- 
ing ROIs  and  are  wary  of  empty  service! 
promises.  Risk-averse  companies  seek-( 
ing  a  supply  chain  overhaul  are  lookin; 
to  start  fast  and  small  with  proven  tech] 
nology  that  creates  operational  efficien] 
cy  and  delivers  results  quickly,  accord- 
ing to  Dallas-based  technology 
company  i2.  Companies  carefully 
assess  solutions  for  qualities  such  as 
quick  time-to-value,  long-term  cost  of 
ownership  and  how  that  solution  will 
evolve  with  the  changing  business 
needs  of  the  company,  it  said. 

One  company  that  promises  measurj 
able  results  is  RedPrairie  of  Waukesha, 
Wis.,  formerly  McHugh  Software  Inter- 
national. "RedPrairie  has  an  unwavering 
focus  on  supply  chain  execution,"  said 
Rod  Strata,  president  of  transportation 
solutions.  "Our  markets  span  across 
multiple  industries  including  consumer! 
goods,  food  and  beverage,  hi-tech,  reta| 
and  third-party  logistics." 

The  company  is  up  front  about  wha  | 
its  products  can  do.  "We've  taken  a 
whole  new  approach  to  market.  Red- 
Prairie works  with  our  customers  to 
understand  and  define  the  critical  suc- 
cess factors  prior  to  any  project,  and 
then  guarantees  those  results,"  Strata 
said.  Even  so,  he  sees  one  hurdle  for  all 
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companies  that  offer  a  high-tech  solu- 
tion to  supply  chain  management. 
"Over  the  last  three  years,  a  lot  of  ven- 
dors over-promised  and  under-delivered 
when  it  came  to  technology." 

But  not  all  purchasing  problems  can 
be  laid  at  the  doors  of  vendors.  Citing 
a  recent  study,  Strata  said  that  70  per- 
cent of  shippers  who  bought  software 
applications  failed  to  define  goals  for 
the  IT  project. 

Service  providers  can  help  shipper 
customers  to  clarify  their  IT  objectives. 
"Technology  is  critical  to  driving  costs 
out  of  a  process  but  it  must  be  carefully 
designed  and  implemented,  otherwise 
it  will  merely  waste  precious  capital 
resources,"  said  Karen  Crawford,  chief 
executive  officer  of  trucking  company 
Guaranteed  Overnight  Delivery  of 
Newark,  N.J.  "We  find  that  today  you 
must  be  flexible  and  creative  in  your 
approach  to  technology  and  work  with 
the  client's  ever-changing  requests  and 
challenges,"  she  observed. 

Benchmarking  is  a  key  service  fea- 
ture at  G.O.D.,  with  the  company's 
monthly  quality  reports  defining  how  it 
is  performing  and  how  it  can  do  a  better 
job  with  its  time-definite  truckload  and 
less-than-truckload  service,  airfreight 
and  retail  consolidation  and  distribu- 
tion. The  company  also  regularly  audits 
its  customers'  customers,  like  the  retail 
store  to  which  a  distributor  sends  its 
products.  "We  see  where  they  stand 
and  then  feed  that  information  back  to 
our  customers  so  that  they  can  act  upon 
it  accordingly.  We  ask  deeper  questions 
beyond  just  the  obvious,  like  'Was  it 
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delivered  on  time?'  Our  routing 
technology  allows  us  to  store  all  this 
data  about  customer  delivery  require- 
ments and  insures  compliance  and  con| 
formity,  automatically,"  Crawford  said. 

Another  transportation  services  comj 
pany  that  puts  much  emphasis  on  the 
importance  of  in-house  technology  for 
meeting  customers'  needs,  is  Overland | 
Park,  Kan. -based  Yellow  Corp.  The  org£ 
nization's  commitment  to  technology 
remains  strong  even  in  a  weak  econo- 
my. "This  commitment  has  given  us  an] 
edge  in  the  marketplace,  and  the 
opportunity  to  capture  even  greater 
rewards  from  our  technology  invest- 
ment," said  William  D.  Zollars,  chair- 
man, president  and  CEO. 

The  Rise  of  Outsourcing 

The  pressure  to  deliver  performance  j 
improvements  drives  outsourcing. 

An  increasing  number  of  companies 
are  deciding  that  outside  contractors 
are  better  placed  to  invest  in  the  tech- 
nology, infrastructure  and  expertise 
required  to  effectively  manage  their 
supply  chains.  Disciplines  such  as 
logistics  are  seen  as  non-core  and 
therefore  prime  candidates  for  out- 
sourcing. 

This  thinking  can  prevail  even  wher| 
the  economy  turns  south.  Indeed,  a 
number  of  logistics  service  providers 
report  that  in  a  weak  economy,  compaj 
nies  are  under  more  pressure  to  controj 
costs  and  put  the  spotlight  on  supply 
chain  efficiency. 

Armstrong  &  Associates,  a  leading 
research  firm  on  the  third-party  logistic! 
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Global 


Asia.  The  Americas.  Europe. 


With  logistics  support  in  more  than  80  countries, 

worldwide  cruises  are  now  available. 


Chemical  Logistics 


For  your  chemical  and  plastics  shipments,  that  is.  As  the  premier  lead  logistics  provider 
focused  exclusively  on  these  industries,  Cendian  manages  shipments  to  the  far-reaching 
corners  of  the  world.  With  multiple  operations  centers,  worldwide  carrier  relationships, 
and  the  expertise  to  ship  in  all  modes,  Cendian  can  meet  any  logistics  challenge.  Our 
solutions  require  no  upfront  capital  investment,  and  deliver  immediate  bottom-line  results. 
To  learn  how  we  can  help  your  ship  to  come  in,  call  1.800. Cendian  or  visit  www.cendian.com. 


©  2002  Cendian  Corporation.  All  rights  reserved. 


Special  Advertising  Section 


industry,  estimates  that  3PLs  managed 
nearly  $61  billion  worth  of  logistics 
expenditures  in  2001 .  Last  year  the 
total  contract  logistics  market  grew  by 
7.4  percent.  This  is  significantly  lower 
than  in  previous  years,  when  growth 
rates  averaging  1 5  percent  were  com- 
mon. Still,  even  the  single-digit  growth 
that  the  3 PL  industry  expects  to  report 
this  year  is  impressive  in  such  an 
adverse  economic  climate. 

Outsourcing  may  be  a  popular 
option,  but  that  does  not  make  it  an 


Moving  Forward  with  Roadway 


Doadway  Express,  Inc.  is  a  leading  less- 
II  than-truckload  (LTL)  motor  carrier  offering 
fast  and  consistent  transit  times  in  regional, 
national,  and  international  markets  along 
with  electronic  information  services  and 
options  for  special  shipping  needs,  including 
time-definite  services.  Roadway's  freight  net- 
work and  management  systems  are  certified 
to  ISO  international  quality  standards  for 
shipping  goods  from  pickup  to  delivery. 

The  rising  demand  for  quick,  efficient,  and 
secure  freight  movement  continues  to  trans- 
form transportation.  Roadway  Express  is 
mobilizing  advanced  technology  as  well  as 
trucks  to  keep  the  supply  chain  flowing 
smoothly  and  safely  for  shippers. 

Roadway's  Internet-based  services  are 
aimed  at  answering  customers'  needs  to  col- 
lect, control,  and  distribute  information  relat- 
ed to  their  shipments.  Applications  for  rating, 
ordering  service,  tracking  shipments,  and 
viewing  delivery  receipts  make  www.road- 
way.com  a  center  for  online  shipping.  Road- 
way's custom  site,  my.roadway.com,  provides 
secure  applications  for  managing  prepickup 
through  postdelivery  shipping  transactions  to 
registered  customers.  Both  Web  sites  include 
Roadway's  eTracking,  which  automatically  e- 
mails  shipment  status  updates  to  anyone  the 
shipper  specifies. 

New  technology  applications  in  freight 
operations  have  enabled  Roadway  to 
increase  transit  times  throughout  North 
America  and  expand  regional  lanes.  Two 
time-definite  services,  Time-Critical  Services 
and  Roadway  Air,  provide  customers  with 
speed  options  from  guaranteed  LTL  delivery 
to  delivery  within  hours. 

An  ISO-certified  transportation  provider, 
Roadway  provides  seamless  freight  services 
within  and  between  Canada,  Mexico,  and  the 
United  States.  Roadway  continues  to  test  and 
implement  new  technologies  to  speed  border 
crossings.  Customs  clearance  is  expedited 
through  Roadway's  Border  Ambassador  Ser- 
vice. Using  advanced  technology,  Roadway 
employees  work  with  customs,  brokers,  and 
forwarders  to  provide  this  unique-cross  bor- 
der service. 
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We  Know  The  Road." 

www.  roa  dway.  com 


easy  one  for  companies,  something 
that  service  providers  are  well  aware 
of.  "Outsourcing 
is  an  inherently 
scary  proposi- 
tion for  a  cus- 
tomer. They  are 
losing  control 
over  a  very  vital 
piece  of  what 
they  do,"  said 
Mark  Yeager, 
president  for 
field  operations 
of  Hub  Group 
Inc.,  a3PL 
based  in  Lom- 
bard, III.,  that  began  as  an  intermodal 
marketing  company.  "Our  approach  is 
to  under-commit  and  over-perform.  You 
know  those  first  few  months  of  imple- 
mentation are  really  critical  —  that 
paves  the  way  for  a  successful  relation- 
ship or  an  unsuccessful  relationship.  If 
you  can  deliver  value  in  those  first  few 
months,  the  nay-sayers  feel  a  lot  better 
about  the  proposition." 

Meridian  IQ,  a  non-asset  transporta- 
tion management  company  that 
designs  and  manages  global  trans- 
portation solutions,  surveyed  its  cus- 
tomers and  potential  customers  and 
also  found  that  fear,  or  at  least  a  con- 
cern over  loss  of  control,  was  very 
much  on  their  minds.  "We  found  that 
while  many  companies  go  to  third-par- 
ty logistics  companies,  those  solutions 
certainly  carry  with  them  some  con- 
cerns in  terms  of  the  amount  of  control 
that  they  have  to  give  up  and  the  diffi- 
culty they  have  in  reversing  a  decision 
once  they  made  a  decision  to  go  to 
third-party  logistics.  They've  got  to  be 
right  when  they  make  that  choice," 
said  Jim  Ritchie,  president  and  chief 
executive  officer  of  Meridian  IQ,  a 
wholly-owned  subsidiary  of  Yellow 
Corp.  The  solution  is  to  give  customers 
"options  to  outsource  their  non-core 
processes  and  keep  their  core  process- 
es contained  within  their  span  of  con- 
trol," Ritchie  said. 

This  measured  approach  is  in  tune 
with  current  market  sentiment.  Ship- 
pers considering  the  outsourcing 
option  are  better  informed  and  more 


deliberate  in  their  choices  of  logistics 
partners.  "We've  seen  no  slowdown 
the  number  of 
customers  consif. 
ering  various 
degrees  of  out- 
sourcing. We  cerl 
tainly  have  seen  <j 
slowdown  or 
maybe  a  more 
measured  pace  ir 
executing  those 
decisions,"  said 
Cliff  Otto  of  Sad-I 
die  Creek  Corp.  (| 
Lakeland,  Fla.,  a 
mid-sized  third- 
party  logistics  company  that  offers 
warehousing,  transportation  and  con- 
tract packaging. 

Bax's  John  Carr  said  that  customer 
expectations  of  outsourcing  arrange- 
ments are  high.  "They're  demanding 
flawless  execution  of  during  implemenj 
tation,"  he  said,  and  this  means  that 
third-party  providers  "have  to  demon- 
strate strong  project  management  capa| 
bilities  and  measurements  within  con- 
tracts." But  the  industry  can  show  whalj 
realistic  goals  can  be  met  "because  no'] 
we  can  show  case  studies,"  Carr  said. 

The  Way  Ahead: 
Partnering 

Given  the  projections  for  the  con- 
tinued growth  of  logistics  out- 
sourcing, and  the  competitive  pressun 
that  are  driving  such  decisions,  how 
the  third-party  market  changing  in 
response  to  these  trends?  In  a  number 
of  ways,  but  the  overriding  theme  is 
through  partnering. 

Historically,  third-party  logistics  has 
been  a  multi-faceted  business.  Service 
companies  come  in  all  shapes,  sizes  an 
flavors.  Many  started  in  one  small  nicht 
of  the  logistics  business,  as  a  warehoust 
company,  trucking  company,  software 
vendor  or  airfreight  company,  for 
instance,  and  then  grew  and  diversified 
into  third-party  logistics  providers. 

Today  the  industry  is  consolidating, 
as  the  top  players  expand  their  net- 
works and  portfolios  to  accommodate 
the  global  needs  of  their  multi-nationa 
customers.  This  movement  has 
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Shipping  anywhere  within  North  America  involves  just  one  call,  one 
system,  and  one  company.  Our  North  American  freight  services  feature: 

•  Coverage  throughout  Canada,  Mexico,  &  U.S. 

•  Specially  trained  Roadway  personnel  at  the  border  crossing  point. 

•  Real-time  tracking  information,  even  during  the  border  crossing. 

•  Web-based  services  for  completing  export  documentation,  tracking 
shipments,  viewing  images  of  delivery  receipts,  and  more. 


ISO  Certified 


1-800-468-5739 
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spawned  two  new  players:  fourth-party 
logistics  providers  and  lead  logistics 
providers.  Both  are  capable  of  handling 
big  contracts.  The  difference  lies  in  the 
type  of  service  they  offer. 

"As  I  see  it,  a  lead  logistics  provider 
is  one  lead  provider  responsible  for 
controlling  the  data  and  communica- 
tion flow  between  the  customer  and  the 
other  logistics  providers,"  said  Boyd  of 
Danzas  AEI.  A  fourth-party  by  contrast 
tends  to  be  less  hands-on,  and  may 
play  a  more  consultative  role. 

But  the  big  guys  do  not  have  it  all 
their  own  way.  Smaller  providers  are 


Superior  Logistix 
Results.  Guaranteed. 


At  RedPrairie,  we  don't  just  talk 
about  superior  results,  we  achieve 
them.  We  have  a  27-year  history  of 
helping  the  world's  best  companies, 
such  as  Proctor  &  Gamble,  Unilever, 
Nestle,  Sony,  Quaker  Oats  and 
Amazon.com,  drive  out 
transportation,  distribution  and 

John    Jaswiec 

inventory  costs  through  integrated  pres.dent  &  ceo 

logistics  solutions. 

The  RedPrairie  Approach  provides  a  laser  focus  on 
ensuring  our  customers  realize  expected  value  from  our 
solutions.  Throughout  the  process,  we  work  with  our 
customers  to  quantify  value,  define  results  to  be  achieved 
(we  call  them  RPMs  -  RedPrairie  Metrics),  design, 
configure  and  implement  solutions  that  will  achieve 
those  results,  and  measure  our  success.  It  is  a 
fundamentally  different  approach  than  that  of  almost 
every  other  software  provider. 

We  are  so  confident  in  our  ability  to  deliver  value  that 
we  are  willing  to  guarantee  our  results.  How?  With  a 
framework  that  enables  RedPrairie  to  partner  with  our 
customers  to  share  risk  and  reward,  putting  RedPrairie's 
skin  in  the  game  in  realizing  the  value  we  and  our 
customers  expect  from  our  solutions. 

Simply  put  we  deliver  Superior  Logistix  Results. 
Guaranteed. 


Superior  Logistix  Results.  Guaranteed. 


developing  niche  services,  tied,  for 
example,  to  select  groups  of  shippers  or 
specific  markets. 

In  general,  however,  the  lines  sepa- 
rating the  various  providers  are  blur- 
ring. Many  see  this  as  an  inevitable 
consequence  of  changing  shipper 
demands,  since  the  only  way  to  man- 
age global,  dynamic  supply  chains  and 
meet  the  strategic  needs  of  large  ship- 
pers is  to  form  alliances  and  partner- 
ships. Traditional  rivals  are  collaborat- 
ing in  order  to  create  the  service 
portfolios  that  multi-nationals  are 
demanding. 

"We  are  focused 
on  being  more  col- 
laborative," said 
Roadway's  Michaels. 
"We've  set  up  an 
engineering  services 
group  that  is  focused 
on  collabration.That 
collaboration  may  be 
with  a  single  cus- 
tomer, a  3  PL,  or  a 
group  of  supply 
chain  participants.  If 
3PLs  are  involved, 
there  are  applications 
on  my.roadway.com 
that  help  a  third-par- 
ty or  possibly  a 
fourth-party  logistics 
provider  manage  that 
account  better  if 
that's  their  role." 

"We  are  viewing 
our  competition  dif- 
ferently and  we  are 
beginning  to  recog- 
nize that  we  need  to 


view  those  previous  competitors  who 
are  aggressively  moving  into  lead  logi< 
tics  provider  roles  as  a  potential  cus- 
tomer and  find  different  ways  to  relate| 
with  them  as  we  go  forward,"  said  Sac 
die  Creek's  Cliff  Otto. 

Alliances  also  provide  the  techno- 
logical depth  and  sophistication  that 
goes  with  global  supply  chain  man- 
agement. But  perhaps  the  most  impo) 
tant  asset  that  third-party  providers 
bring  to  the  table  is  human:  the  peopl 
that  put  strategies  into  action  and  kec-| 
traffic  flows  moving  to  ever  tighter 
schedules. 

As  Eagle  Global  Logistics'  Sam  Slat| 
said:  "Technology  is  not  just  the  only 
thing  you  get  from  a  third-party  logisti<| 
provider  or  a  lead  logistics  provider.  I 
believe  it  was  Don  (Schneider,  chair- 
man of  Schneider  National)  who  said 
that  it's  the  people  that  come  with  it 
and  it's  the  expertise  and  the  experi- 
ence of  those  people." 

Supply  chain  management  is  fast 
adapting  to  the  needs  of  global  markeij 
and  companies  that  are  constantly  rais 
ing  the  performance  bar.  As  it  delivers] 
goods  and  information  across  borders 
to  tighter  deadlines,  it  also  is  deliverinf 
service  innovation.  ■ 

—  This  article  was  prepared  by  the  I 
Special  Projects  Division  or" Traffic 
World  magazine,  Clayton  Boyce,  pub- 
lisher. 
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INTEGRATED  SUPPLY  CHAIN  MANAGEMENT 

Executive  Seminars    -    Distance  Learning    -    Custom  Seminars 


Supply  Chain  Seminars  has  brought 
industry-leading  supply  chain  expertise  to 
Fortune  500  companies  since  1994. 

Whether  you  take  our  web-based  courses, 
let  us  customize  an  on-site  seminar  for 
you,  or  join  our  award-winning  faculty 
November  13-14.  2002  for  our  eighteenth 
Integrated  Supply  Chain  Management 
seminar,  it's  time  to  take  your  company  to 
the  next  level. 


Dr.  Warren  Hausman 

Stanford  University 

Dr.  Robert  Carlson 

Stanford  University 

Dr.  Haim  Mendelson 

Stanford  University 

Dr.  Panos  Kouvelis 
Washington  Univ. 
in  St.  Louis 

Dr.  Sara  Beckman 
The  University  ot 
California,  Berkeley 


www.supplychainseminars.com 
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TaylorMade-adidas  Golf 
improved  its  game. 


What  was  the  situation  you  were  facing?  TaylorMade-adidas  Golf  sales  reps  go 
into  their  customers'  stores  every  30  days  to  inventory  clubs  and  recommend 
fill-in  orders  based  on  everything  from  seasonal  considerations  to  budget 
constraints.   Historically,  these  orders  have  been  faxed  to  an  inside 
salesperson  and  rekeyed,  a  process  that  was  not  only  time- 
consuming  but  fraught  with  human  error.  Worse  yet,  orders 
were  being  made  blindly,  with  no  visibility  into  inventories 
or  shipping  schedules. 


What  did  i2  bring  to  the  game?  i2  provided  an 
easy-to-use  solution  delivered  through  a  mobile  PDA 
device  with  a  built-in  bar-code  scanner.  The  sales 
rep  simply  scans  the  on-hand  inventory,  and  the 
i2  solution  recommends 
a    replenishment   order    ^  jay  lor  Made 
based  on  retail  inventory 
levels  and  sell-through  velocity     Price  and 
product  are  validated  for  accuracy,  the  order 
is  checked  against  inventory  availability,  and 
a   promised   delivery   date   is   returned   to 
our  customer  on  the  spot    Moreover,  the 
mobile  solution  enables  us  to  capture  rich 
sell-through  information,  then  use  the  data 
to  determine  the  point-of-sale  that  works 
best  for  an  individual  pro  shop,  for  example. 
It  all  comes  back  to  increasing  revenue  for 
our  customers  and  adding  value  for  everyone 
in  the  value  chain. 


Why    i2?  TaylorMade-adidas    Golf    has   a 

fantastic  partnership  with  i2.  We  are  most 

impressed  by  i2's  ability  to  fully  integrate 

mobile    customer    management    with    our 

existing  i2  DCM,  SCM,  and  SRM  solutions  for 

total  visibility  across  all  aspects  of  the  value 

chain.  The  result  is  a  comprehensive  value  chain 

management   solution   -   something   we   fully 

expect  will  yield  in  excess  of  $50  million  in  value 

over  the  next  three  years  by  increasing  revenues 

and  customer  satisfaction  while  doubling  inventory 

turns,  reducing  order  fulfillment  costs,  and  adding 

considerable  velocity  throughout  our  value  chain. 

The  ability  to  integrate  i2  DCM,  SCM,  and  SRM  solutions 
will  deliver  TaylorMade-adidas  Golf  $50  million  in  value." 

For  a  copy  of  this  case  study  and  others  that  show  over 
$29  billion   in   audited  value  delivered,  visit  www.i2.com. 
Or  call  1-866-288-4896. 
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ROOKIE  JITTERS 

"I  felt  like  I  was  trying 
to  hold  up  a  collapsing 
building  with  an 
umbrella,"  Ford  recalls 
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CHIEF  EXECUTIVES 


BILL 

He  was  happy  as 
chairman.  Now, 
his  burden  is  hug< 
Is  he  up  to  it? 


William  Clay  Ford  Jr.  sa. 
he  never  planned  to  n 
the  company  his  grea 
grandfather  founded  a  ce 
tury  ago.  Even  now,  almo 
a  year  after  he  fired  former  CI 
Jacques  A.  Nasser,  Ford  insists  1 
would  have  preferred  to  remain  chai 
man  of  the  $162  billion  Ford  Motor  C 
"I  never  really  did  fight  for  this  jot 
he  insists,  saying  he  took  it  out  of  ( 
sense  of  responsibility." 

Under  Nasser,  Ford  had  fallen  into 
sorry  state  of  disrepair:  Its  profits,  ma 
ket  share,  quality,  and  morale  were  sj 
rating  downward  as  he  tried  to  turn 
into  something,  anything,  other  than 
traditional  car  company.  Then  there  w. 
the  disastrous  recall  of  Firestone  tire 
which  damaged  the  company's  imag 
and  cost  $3.5  billion.  By  late  Octobe 
Ford  decided  he  had  to  take  charg 
He  acknowledges  that  the  board  cou 
have  acted  more  quickly  in  mid-200 
but  says  they  were  lulled  by  the  recoi 
$7.2  billion  profits  of  1999.  "It  wasn't 
gradual  decline,"  he  says.  "It  was  a  ma 
sive  implosion."  Yes.  it  was.  The  con 
pany  lost  $5.5  billion  last  year,  and  w 
barely  eke  out  a  profit  this  year.  B: 
Ford  has  put  his  family  name — and  fo 
tune — on  the  fine. 

No  chief  executive  at  Ford  Motor  hi 
had  to  contend  with  a  company  in  sue 
bad  shape  since  Philip  Caldwell  in  tt 
early  1980s.  During  Nasser's  three-yes 
tenure,  he  worked  his  way  through 
pile  of  cash.  He  acquired  Volvo  Car  an 
Land  Rover,  but  also  squandered  bi 
lions  buying  such  tangential  operatior 
as  junkyards,  not  to  mention  sever; 
e-business  ventures  that  went  bust.  Tt 
company's  $15  billion  cash  hoard  ha 
dwindled  to  less  than  $1  billion  bv  tt 
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D'S  LONG,  HARD  ROAD 


ime  Bill  Ford  took  over,  and  the  auto 
naker  had  little  to  show  for  it. 

Of  course,  for  that  brief  moment  in 
he  late  1990s,  it  did  seem  as  if  Ford 
ould  just  keep  pulling  in  the  money. 
^n  North  America,  it  made  an  average 
f  $1,955  for  each  vehicle  it  sold.  But  by 
iid-2002,  Ford  was  losing  $190  per 
ehicle  because  of  bloated  costs  and 
itense  pricing  pressure  from  General 
lotors  Corp.,  a  far  more  efficient 
aanufacturer. 

Back  in  the  1980s,  it  took  the  intro- 
uction  of  Taurus,  plus  cutting  billions  in 
xpenses,  for  the  company  to  eventual- 
\  recover.  Bill  Ford's  five-year  turn- 
around plan,  which  includes  re- 
ucing  costs  by  $4.5  billion,  closing 
s  many  as  six  plants,  and  con- 
inuing  to  replace  aging  mass-vol- 
'me  cars  such  as  Taurus  with  ve- 
icles   geared  to  more  specific 
onsumer  tastes  could  put  the 
uto  maker  solidly  back  in  the 
lack.    Ford   does   have    a   few 
Promising  vehicles  in  the  works: 
he  overhauled  F-150  pickup — 
'ord's  top-selling  vehicle — for  one. 
;lnd  in  2004,  the  auto  maker  will 
e  kunch  two  pivotal  vehicles:  the 
^ord  Five  Hundred  big  sedan  and 
i  "rossTrainer,  a  car-suv  hybrid, 
'  oth    of   which    have    received 
^bixed  early  reviews. 

The  new  ceo  is  counting  on  the 

remier    Auto    Group — Jaguar, 

>and  Rover,  Aston-Martin,  and 

i7olvo — to  deliver  fully  one-third 

f  corporate  profits  by  2005.  That 

puld   be   expecting   too   much: 

Taguar's     all-important     luxury 

"{tarter  car,  which  launched  last 

ear,  is  already  faltering.  In  early 

^September,  Ford  said  it  will  halve 

roduction  of  the  "baby  Jag."  If 

he  next  generation  of  vehicles 

auffers  the  same  fate,  Ford  will 

imply  limp  along  as  an  ever  more 

rjistant  No.  2  behind  gm. 

To  narrow  the  gap,  Ford  needs 
"Jop  talent.  While  he  has  built  a 
Urong  financial  team,  he  hasn't 
r'3und  the  right  combination  of 
People  to  oversee  operations. 
lostly,  he's  missing  a  car  guru. 


"Ford  would  be  hugely  well-served  if 
it  had  Bob  Lutz  or  a  Bob  Lutz  clone," 
says  a  former  company  executive,  re- 
ferring to  gm's  product  development 
czar.  Trouble  is,  there  are  no  obvious 
candidates,  especially  now  that  Ford  let 
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HAZARDS  AHEAD 


HIGH  COSTS  Ford  is  counting  every  paper 
clip.  But  eliminating  the  bloated  costs  already 
designed  into  its  vehicles  is  tougher.  Its  plan 
to  cut  $4.5  billion  in  expenses  by  2005  is 
only  now  getting  into  gear. 


POOR  QUALITY  Shoddy  vehicles  have 
alienated  customers,  driven  up  warranty  costs, 
and  led  to  frequent  recalls.  Ford's  quality  has 
improved  somewhat,  but  convincing  con- 
sumers of  that  may  not  be  easy. 


PROFIT  CRUNCH  In  the  late  1990s,  Ford's 
average  profit  per  vehicle  was  $1,955.  By 
mid-2002  Ford  was  losing  $190  per  vehicle. 


FEW  NEW  VEHICLES  The  CEO  says  Ford 
will  make  a  "product-led  recovery."  But  with 
lead  times  stretching  to  three  years  or  more, 
for  now  he  has  to  rely  mainly  on  models 
conceived  during  the  Nasser  era. 


MANAGEMENT  GAPS  Ford  has  a  strong  fi- 
nancial team  but  doesn't  have  everybody  he 
needs  in  product  management.  Mostly,  he's 
missing  a  car  guru. 


IRATE  SUPPLIERS  They  rank  Ford  as  one  of 
the  carmakers  they  trust  least  and  find  it 
hardest  to  work  with. 


Wolfgang  Reitzle  leave.  Reitzle,  an  ex- 
bmw  engineer  who  headed  the  luxury- 
car  group,  was  Ford's  most  talented 
product  manager,  someone  who  under- 
stood auto  design  from  the  styling  stu- 
dio to  the  factory  floor.  But,  says  Ford, 
he  wanted  to  be  a  ceo. 

Bill  Ford  certainly  didn't  expect  to 

take  charge  amid  such  turmoil  and  with 

less  experience  than  any  other  Ford 

Motor  chief  executive  in  half  a  century. 

Although  he  has  worked  at  the  com- 

LINCOLN  NAVIGATOR:  Its  launch 
went  without  a  hitch,  a  rarity  for 
Ford  in  recent  years 


pany  for  16  years — and  held  15 
different  jobs — he  has  never  run 
an  operation  larger  than  a  tiny 
Swiss  unit.  Now  Ford,  45,  carries 
the  full  burden  of  the  expecta- 
tions of  the  company's  employees, 
dealers,  suppliers,  and  investors — 
including  his  extended  family, 
which  still  controls  40%  of  Ford 
Motor.  "He  has  got  a  huge  weight 
on  his  shoulders,"  says  cousin  Ele- 
na Ford,  who  runs  the  Mercury 
brand.  Says  Bill  Ford:  "Early  on, 
I  felt  like  I  was  trying  to  hold  up 
a  collapsing  building  with  an 
umbrella." 

So  far,  at  least,  Ford  has 
shored  up  the  deteriorating  com- 
pany surprisingly  well.  The  quali- 
ty of  its  vehicles  has  improved 
somewhat:  This  year,  Ford  Motor 
moved  up  two  spots  from  dead 
last  among  the  seven  major  auto 
makers  in  the  benchmark  J.  D. 
Power  &  Associates  initial  quality 
survey.  Ford  says  the  launches 
for  the  year  are  on  schedule,  and 
there  have  been  no  major  recalls. 
Warranty  claims  are  down  about 
10%.  Quarterly  profits  have  ex- 
ceeded analysts'  forecasts,  albeit 
by  pennies.  And  the  company's 
cash  level  is  up  to  $9.4  billion — in 
part  because  Bill  Ford  took  to  the 
road  in  late  January  to  promote  a 
convertible  preferred  offering  that 
ultimately  raised  $4.5  billion.  The 
ceo  also  says  there   has  been 
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An  awful  lot  rides  on  the  upcoming 
redesign  of  the  F-150,  Ford's  top  seller 


some  progress  in  turning  around  Ford 
of  Europe,  where  quality  and  produc- 
tivity have  improved.  And  even  ailing 
Ford  Motor  Credit  Co.  looks  stronger 
after  the  ceo  brought  in  two  new  exec- 
utives to  restore  discipline  to  its  lending 
practices.  For  now,  though,  investors 
remain  skeptical.  Ford  shares  are  trad- 
ing near  a  10-year  low  at  $9.30. 

Still,  Bill  Ford  brings  to  his  family's 
company  a  consistency  of  purpose  it  has 
sorely  lacked  under  a  series  of  short-run 
CEOs  eager  to  quickly  put  their  own 
stamp  on  the  auto  maker.  "Bill  is  here 
for  the  long  run,"  says  Chief  Financial 
Officer  Allan  D.  Gilmour.  If  so,  he 
stands  a  chance  of  avoiding  what 
he  calls  Detroit's  "collective  amne- 
sia," an  unerring  knack  for  repeat- 
ing the  same  mistakes:  letting  qual- 
ity slip,  ignoring  changing  consumer 
tastes,  allowing  costs  to  balloon, 
and  making  unwise  acquisitions. 
During  the  next  auto  boom,  "cash 
will  be  king,"  Ford  promises.  "It's 
burned  in  my  brain.  It's  a  matter  of 
keeping  our  focus  when  things  start 
to  go  well." 

Ford  arrived  in  the  corner  of- 
fice with  an  unprecedented  reser- 
voir of  goodwill.  Employees  gave 
him  a  standing  ovation  when  he 
took  control  last  fall,  thrilled  to 
have  a  Ford  running  Ford  for  the 
first  time  since  Bill's  uncle,  Henry 
Ford  II,  retired  in  1980.  Since  fir- 
ing Nasser — whose  blunt-spoken 
manner  and  intense  drive  to  re- 
make Ford  Motor  top  to  bottom 
created  bitter  rifts — Bill  Ford  has 
been  rebuilding  relations  with  em- 
ployees, dealers,  suppliers,  and 
unions.  The  top  brass  is  "talking 
to  dealers  a  lot  more.  And  they're 
listening,"  says  Garland  (Tex.)  Ford 
dealer  Jerry  Reynolds. 

The  strained  relationship  with 
suppliers  hasn't  been  as  easy  to 
smooth  over.  "Suppliers  hate  the 
company,  but  they  love  Bill  Ford," 
says  one  component  company  ex- 
ecutive. That  appeal  is  one  reason 
why  Ford  Vice-President  Kathleen 
A.  Ligocki  arm-twisted  the  new 
ceo  into  appearing  as  the  company 
pitchman  in  a  popular  series  of  na- 
tional TV  ads.  "He's  just  a  normal 
guy... for  a  billionaire,"  she  says. 
When  Ford  is  in  the  office,  he  tries 


to  eat  lunch  three  days  a  week  in  the 
cafeteria.  He  holds  meetings  in  small 
rooms  so  managers  can't  come  with 
their  entourages.  And  at  a  company 
bound  by  protocol,  he  encourages  infor- 
mal chats.  "I  came  back  from  lunch  one 
day  and  found  Bill  sitting  behind  my 
desk,"  recalls  one  executive. 

Unlike  other  auto  czars,  Ford  doesn't 
force  his  opinions  on  his  staff.  But  he 
won't  keep  mum  at  crucial  times  either. 
Late  last  year,  when  senior  managers 
presented  their  turnaround  proposal, 
says  Ligocki,  "he  was  the  lone  person  to 
say,  'It's  not  enough.'" 


WILLIAM  CLAY  FORD  JR. 

BORN  May  3,  1957,  Detroit. 

EDUCATION  BA  history  and  economics,  1979, 
Princeton;  MS  in  management  1984,  Massachu- 
setts Institute  of  Technology. 

POSITIONS  Chairman  and  chief  executive, 
Ford  Motor  (appointed  chairman  in  1998,  CEO 
in  2001).  Vice-chairman  of  the  Detroit  Lions. 

WORST  JOB  AT  FORD  Trying  to  sell  gas-guz- 
zling clunkers  such  as  the  Granada  sedan  in  the 
Catskills  in  the  early  1980s. 

WHAT'S  IN  HIS  OFFICE  His  grandfather 
Edsel's  walnut  desk,  flooring  from  wood  recov- 
ered from  Lake  Superior,  a  145-gallon  fish  tank, 
a  Gibson  guitar,  loads  of  plants. 

THE  CAR  HE  DRIVES  Right  now,  a  blue  SVT 
Mustang  Cobra  convertible. 

UNION  MEMBERSHIP  Joined  the  Screen  Actors' 
Guild  so  he  could  be  a  pitchman  in  Ford  TV  ads. 

FAMILY  Married  to  Princeton  classmate  Lisa 
Vanderzee;  two  daughters,  17  and  15,  and  two 
sons,  11  and  7. 


When  it  comes  to  cars,  though,  1 1 
Ford  presses  gently.  Where  Nasser  a| 
Reitzle  zeroed  in  on  every  detail — tl 
feel  of  a  door  handle,  the  shape  oil 
headlamp — Ford  examines  the  whcf 
says  Richard  Parry-Jones,  head  of  pr<  [ 
uct  development.  Then  he's  more  likJ 
to  ask  a  pointed  question  about  h<| 
the  vehicle  fits  into  the  lineup.  I 
prefers  to  send  designers  back  to  t| 
drawing  board  to  devise  their  own 
lutions.  Ford  "gives  me  enough  rope  I 
hang  myself,"  says  design  chief  J  Ma-j 
Ford  says  simply:  "I  don't  dabble 
things  like  design." 

All  the  same,  he  knows  F< 
car  lineup  needs  a  jump-start, 
first  new  vehicle  approved  on  ]l 
watch  wasn't  a  high-volume  spcl 
utility  vehicle  or  a  high-profit  lu>| 

GAME  FACE:  Bill  Jr.  and  Sr.  st\ 

enjoy  a  football  game  together, 
despite  their  lame  Lions 


ry  sedan,  it  was  the  GT40,  a  heil 
turning  update  of  a  1960s  race  c[ 
Originally  intended  as  a  concept  cj 
the  GT40  was  so  well  received 
the  January  auto  shows  that  just 
days  later  Ford  told  cheering 
ployees,  "We're  gonna  build  it!" 
GT40  should  be  available  in  h 
2003.  It  will  be  a  niche  car,  ad 
little  to  market  share  or  profit. 
Ford  championed  the  muscle 
for  the  excitement  it  could  gener 
among  drivers  and  employees.  "II 
emblematic  of  a  high  point  in  FoJ 
history,"  he  says. 

Ford  is  also  distinguishing  nil 
self  from  Nasser  when  it  comes 
his  hiring  philosophy.  Nasser  bl 
lieved  in  recruiting  aggressive] 
from  the  outside  and  then  lettiil 
his  stars  do  as  they  please;  p| 
simply,  Ford  does  not.  Indeed,  '. 
promoted  Nicholas  Scheele,  an  < 
fable  fence-mender  who  head< 
Ford  of  Europe,  to  chief  openl 
ing  officer.  He  also  pulled  Davj 
W  Thursfield,  the  driving  force  tj 
hind  the  nascent  European  turl 
around,  back  to  Dearborn  to  hel 
accelerate  cost-cutting.  Ford  c 
joled  ex-banker  Carl  E.  Reichan 
71,  to  join  the  carmaker  as  vie 
chairman  for  financial  affairs.  Aj 
in  May,  the  ceo  lured  back  form 
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CRM  Implementation  Time 


UpShot  average  implementation  time:  Average  time  for  implementation  of  UpShot  CRM  from  May  200a  -  May  2002. 
CRM  industry  average  implementation  time:  CIO  Insight  survey  of  434  ClOs  and  Top  IT  Management,  July  1,  2001. 


M 


rerage 


INCREASED  SALES  RESULTS  NOW 
OR  SIX  MONTHS  LATER? 


CRM  implementation  is  a  pretty  simple  deal:  The  sooner  you're  deployed,  the  sooner  you  can  see 
improved  sales  results.  UpShot  is  single-mindedly  dedicated  to  increasing  sales  results.  It  gets  you 
up  and  running  faster  than  traditional  CRM  offerings  and  costs  a  tenth  of  what  they  do.  It  provides 
superior  forecasting,  reporting  and  analytics,  integrated  sales  and  marketing  modules,  and  a  fully 
functional  offline  capability.  UpShot  is  the  leading  web-based,  sales-focused  CRM  solution.  It 
doesn't  take  months  to  see  why. 

CALL  1.888.224.3720  OR  VISIT  US  AT  WWW.UPSHOT.COM/bW  TO  RECEIVE  A 


COPY  OF  THE  YANKEE  GROUP  WHITE  PAPER,  "WEB-BASED  CRM:  FASTER  RESULTS.  INCREASED  SALES."      SEE  RESULTS  NOW. 
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cfo  Gilmour,  68,  who  had  retired  seven 
years  earlier.  "It's  harmony  in  the  team 
that  he  looks  for,"  says  Thursfield,  who 
is  now  head  of  purchasing  and  the  in- 
ternational auto  business.s 

But  some  Ford-watchers  worry  that 
not  everybody  on  the  ceo's  team  has 
the  experience  to  turn  the  company 
around.  The  day-to-day  burden  of  fixing 
Ford  falls  on  Scheele,  58,  whose  main 
claim  to  fame  was  turning  tiny  Jaguar 
into  a  profit-maker  over  nine  years. 
Heading  North  American  operations  is 
James  J.  Padilla,  a  longtime  Ford  man- 
ufacturing honcho.  Trouble  is,  he  ran 
manufacturing  during  the  time  that 
quality  and  productivity  plummeted. 
Padilla  says  corrective  measures  he  put 
in  place  will  pay  off 
soon.  One  longtime  col- 
league believes  that 
Ford  knows  he 
needs  to  make 
changes,  but  "isn't 
mean  enough"  to 
jettison  those  who 
are  in  over  their 
heads.  Ford  says  he 
only  plans  to  do  some 
executive  "fine-tuning." 

And  perhaps,  some 
suggest,  Ford  should 
have  tried  harder  to 
keep  Wolfgang  Reitzle, 
as  demanding  and  am- 
bitious as  he  may  have 
been.     Reitzle     sur- 
prised many  when 
he  left  to  become 
the  chief  executive 
of  German  forklift 
maker  Linde.  Ford 
says  now  that  he  regrets 
the  loss. 

Indeed,  Ford  admits  that  running 
one  of  the  world's  largest  industrial 
companies  has  been  satisfying,  but  not 
what  he  would  call  exactly  enjoyable. 
"I  can't  say  I'm  having  fun  yet,"  Ford 
acknowledges.  It's  a  sharp  contrast  to 
the  relief  and  delight  that  he  recalls 
when  he  left  the  ranks  of  management 
in  1995  to  head  the  board's  influential 
finance  committee.  Ford  even  professed 
to  be  "enjoying  the  heck  out  of"  the 
chairman's  job  in  1999.  Now,  he  says: 
"As  ceo,  you  wake  up  every  day  know- 
ing somebody  is  mad  at  you." 

He  can  count  some  of  his  former  en- 
vironmentalist friends  at  the  top  of 
that  list.  Being  green  was  easier  when 
Ford  was  simply  a  corporate  director, 
even  when  he  was  the  nonexecutive 
chairman.  Then,  he  often  met  with 
Sierra  Club  leaders.  In  August,  the 
group  issued  a  statement  excoriating 


HYPE  AND  HOPE 

The  "baby  Jag"  X-type  has  not 
lived  up  to  Ford  Motor's 
grand  expectations,  but  the 
GT40  may  yet  revive  the 
zestful  image  of  the  '60s 


him  for  opposing  tougher  corporate  ; 
erage  fuel-economy  standards  in  C( 
gress  and  for  failing  to  improve  its  \ 
nicies'  fuel  economy  this  year.  And  t 
organization  will  soon  launch  an 
campaign  showcasing  new  technolog 
that  Japanese  companies  are  using 
improve  fuel  economy  in  cars.  "We 
calling  his  bluff,"  says  Sierra  Club  1< 
byist  Dan  Becker.  "My  commitment 
no  less,"  Ford  protests.  "But  if 
don't  get  our  business  right,  it  wo 
matter  what  kind  of  social  com 
ments  we  have." 

Trouble  may  also  be  brewing  w 
another  constituency.  Bill  Ford,  win 
undergraduate  senior  thesis  at  Prin 
ton  University  examined  the  formation 
the     United     Auto     Worke 
enjoys  a  rare  rapport  w) 
union  leaders, 
fact,     he     hi 
known   some  I 
them    since 
was  a  25-year 
member  of  For 
bargaining  team 
1982,  when  the  co 
pany  and  the  uni 
crafted   a   histoi 
cooperative  pact.  La 
ly,    however,    For< 
plans  to  shutter  plai, 
have  put  labor  re 
tions    on    shaki 
ground.  The  tensio 
first  surfaced  in  i. 
fall's  talks  with  t 
Canadian     Au 
Workers,  who   aJ, 
irate  that  Ford  war 
to  close  its  truck  facto 
in  Oakville,  Ont.,  and  ha 
announced  a  strike  deadline 
Oct.  1.  "We  have  a  very  difficult  issue 
the  most  difficult  ever  between  Fo 
and  the  union  since  1945,"  says  Bu 
Hargrove,  head  of  the  caw.  "Peor. 
expect  more  from  Ford.  Our  membe 
and  employees  really  do  feel  part  of  t 
Ford  family." 

Nearly  a  century  after  Henry  Fo 
opened  the  first  factory  in  Detroit,  t 
Ford  family  is  counting  on  one  of  i 
own  to  revive  the  troubled  compar 
So  far,  Bill  Ford  has  put  his  name 
good  use  by  repairing  relations  wi 
employees  and  dealers.  Designing  ai 
producing  cars  with  the  impact  of  tl 
Taurus  or  the  iconic  appeal  of  the  ori 
inal  Mustang  is  another  matter.  Tha 
what  it  will  take  to  restore  profits 
Ford  Motor  and  some  of  Bill  Fore 
joie  de  vivre. 

By  Kathleen  Kerwin,   with   Joai 
Mil  I  lev  and  David  Welch  in  Detvoit 
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AUGUSTA: 
NAMING  NAMES 

Can  Martha  Burk  embarrass 
execs  into  admitting  women? 

After  being  publicly  humiliated  in  her 
private  effort  to  open  Augusta  Na- 
tional Golf  Club  to  women,  Martha 
Burk,  head  of  the  National  Council  of 
Women's  Organizations,  went  after  spon- 
sors of  The  Masters,  the  club's  storied 
tournament.  She  got  nowhere.  Her 
overnight  nemesis,  Augusta  National 
Chairman  William  "Hootie"  Johnson, 
canceled  the  sponsorships  of  IBM,  Citi- 
group, and  Coca-Cola. 

Next,  Burk  asked  cbs,  which  broad- 
casts The  Masters,  to  intercede.  She 
got  nowhere.  Now,  she  is  targeting 
high-profile  top  execs,  who  cherish  dif- 
ficult-to-come-by  Augusta  memberships. 
Despite  the  club's  penchant  for  se- 
crecy, Burk,  whose  ncwo  represents  160 
women's  groups,  has  obtained  a  partial 
list  of  members.  Among  former  and  cur- 
rent chairmen  and  ceos  who  she  says 
belong  to  Augusta  are  Bob  Allen,  for- 
merly of  AT&T;  Warren  Buffett/Berk- 
shire  Hathaway;  Ken  Chenault/Ameri- 
can  Express;  Bill  Gates/Microsoft;  Lou 
Gerstner/iBM;  John  Reed,  formerly  of 
Citigroup;  Lloyd  Ward/U.  S.  Olympic 
Committee;  Sandy  Weill/Citigroup;  and 
Thomas  Usher/U.S.  Steel.  Burk's  two 
biggest  targets  are  William  Har- 
rison/J.P.  Morgan  and  Chris  Galvin/ 
Motorola,  who  are  being  given  leader- 
ship awards  at  a  Business  Women's  Net- 
work and  iVillage  Diversity  Gala  on  Oct. 
23  in  Washington  (BusinessWeek  is  a 
media  partner).  All  declined  comment 
or  did  not  return  calls — perhaps  because 
public  statements  would  be  grounds  for 
immediate  ouster  from  Augusta. 

In  letters  to  be  released  on  Sept.  27, 
Burk  tells  execs  that  their  affiliation  with 
the  club  "sends  a  message  to 
your  customers  that  [your] 
company's  statements  on 
discrimination  are  hollow 
and  insincere...." 

Club  insiders  say  pri- 
vately that  Burk  should 
back  off.  Had  it  not  been  for 
her  bullying  tactics,  says  one, 
"We    might    have 


TEED  UP: 

Harrison 
is  a  prime 
Burk  target 


changed  the  [no 
women]  policy  by 
now." 

By  Toddi  Gutner 
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POLITICS 


THE  BURBS  BECOME 
BUSH  COUNTRY 

The  Prez  is  on  the  upswing  among  key  voting  groups 

M 


argaret  and  John  R.  DeVoe  are 
the  faces  of  the  emerging  sub- 
urban voter.  Affluent,  well-ed- 
ucated, and  politically  inde- 
pendent, the  Edina  (Minn.)  parents  of 
3-year-old  twins  both  work  in  the  ubiq- 
uitous office  parks  that  dot  the  land- 
scape. Like  many  of  their  neighbors  in 
America's  leafy  cul-de-sacs,  the  DeVoes 
have  seen  their  investments  take  a  hit. 
But  when  it  comes  to  the  midterm  elec- 
tions, they  won't  hold  it  against  Presi- 
dent George  W  Bush  or  his  party. 

"We're  worse  off  economically,  but  I 
don't  blame  Bush  or  the  Republicans," 
says  Margaret,  39,  a  middle  manager 
for  Oracle  Corp.  "Economic  downturns 
take  years  to  develop  and  correct.  Bush 
inherited  it,  he  didn't  create  it."  De- 
spite a  30%  decline  in  the  value  of  the 
family  portfolio.  John  DeVoe,  38,  a  fleet- 


leasing  sales  rep  for  GE  Capital  Cor I 
remains  optimistic  about  the  Presidenf 
economic  stewardship.  "My  overall  oil 
look  is  more  positive  because  he's  mo| 
ing  the  country  in  the  right  direction 
terms  of  taxation  and  regulation,"  !| 
says.  Both  DeVoes  support  moderal 
Republican  Norm  Coleman  in  his  bl 
to  unseat  liberal  Democratic  Senatf 
Paul  D.  Wellstone. 

These  Bush-friendly  casualties  of  til 
economic  downturn  illustrate  a  subti 
but  potentially  profound  shift  in  Amel 
ican  politics.  In  the  months  since  Sej 
tember  11,  the  President's  aggressi- 
stewardship  of  the  war  on  terrorisl 
and  his  "compassionate  conservativ  [ 
rhetoric  have  begun  to  fundamental! 
change  suburbanites'  views  of  a  pari 
previously  defined  by  the  social  conse| 
vatism  and  hard-edged  partisanship 
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such  polarizing  Republicans  as  former 
House  Speaker  Newt  Gingrich  (Ga.), 
House  Majority  Whip  Tom  DeLay 
(Tex.),  and  Senate  Minority  Leader 
Trent  Lott  (Miss.). 

While  many  suburbanites  are  hop- 
ping mad  about  corporate  scandals  that 
have  clobbered  401(k)s  and  investment 
portfolios,  they  also  have  remained 
among  Bush's  strongest  backers,  even  as 
his  job-approval  rating  has  dipped  from 
near  80%  to  66%,  according  to  a  Sept. 
20-22  Gallup  Poll.  Indeed,  notes  Bush 
campaign  pollster  Matthew  Dowd,  the 
gop  has  a  45%  to  32%  edge  over  De- 
mocrats among  investors — an  increase  of 
five  points  since  January.  Says  GOP  poll- 
ster William  D.  Mclnturff:  "The  Repub- 
lican brand  during  the  Clinton  era  was 
shaped  by  our  Southern  legislative  lead- 
ership. Now,  voters  think  of  President 
Bush,  Donald  Rumsfeld,  Colin  Powell, 
and  Condi  Rice.  That  repositions  the 
party  in  the  political  marketplace  and 
strengthens  the  entire  brand." 

Nowhere  has  that  rebranding  been 
more  successful  than  in  the  predomi- 
nantly centrist  suburbs,  where  Bush 
struggled  to  a  draw  against  Al  Gore  in 
the  2000  election.  Among  suburbanites, 
the  President's  job-approval  rating 
stands  at  70%,  still  far  above  his  52% 
before  September  11,  according  to 
Gallup.  "If  Bush  can  realign  these  mod- 
erate independents,  he  can  reshape 
American  politics,"  says  Rice  University 
political  scientist  Earl  Black. 

To  do  that,  Bush  must  expand  his 
support  among  Democratic-leaning  "Su- 
permoms"  while  consolidating  ties  to 


their  fiscally  conservative,  socially  mol 
erate  husbands.  Many  of  these  "Offiif 
Park  Dads,"  so  dubbed  by  Democrat| 
pollster  Mark  Penn,  were  attracted 
Bill  Clinton's  message  of  fiscal  respond 
bility  but  were  turned  off  by  Gore| 
populist  "us  vs.  them"  rhetoric. 

While  some  Democratic  strategisl 
say  the  party  can  afford  to  write  o| 
upscale  men,  they  acknowledge  that  Sif 
permoms  are  vital  to  any  majority  coal 
tion.  After  strongly  backing  Clinton  arl 
sticking  with  Gore  two  years  ago,  tht| 
have  embraced  the  Bush  Presidenc 
and  are  more  open  to  supporting  R<| 
publicans  this  fall. 

Mclnturff  says  the  gop  has  a  44%  tl 
39%  lead  among  all  suburban  womel 
and  is  running  just  2  percentage  point| 
behind  among  college-educated  worm 
after  trailing  by  16  points  last  summ€ 
Al  From,  ceo  of  the  centrist  Democral 
ic  Leadership  Council,  says  Bush  ht| 
made  inroads  because  suburbanites  wa 
"growth-oriented  economics  and  cultv 
al  tolerance."  Says  From:  "If  you  btl 
come  a  populist,  you  lose  the  suburbs! 

That's    certainly   what   the   Whit| 
House  is  counting  on.  Despite  battere 
stock  portfolios,  upper-middle-class  suit 
urbanites  remain  relatively  affluen] 
have  received  few  pink  slips,  and  arj 
benefiting  from  low  interest  rates, 
that  doesn't  make  voters  like  the  De 
Voes    any    happier    with    corporat| 
scoundrels,  it  means  they're  not  leapir 
off  the  Bush  bandwagon  just  yet. 

By      Richard      S.      Dunham        \ 
Washington,  with  Ann  Therese  Pah 
in  Chicago 


MEET  THE  OFFICE  PARK  DADS... 

...ANDTHE'SUPERMOMS' 

Live  and  work  in  the  suburbs. 

Mainly  professional.  Tend  to  be 

in  two-career  families. 

Live  and  work  in  the  suburbs. 

College-educated, 

with  career  and  kids. 

INVESTORS  72%  own  stocks 

AGE  25-50,  nonunion 

AGE  25-50,  nonunion 

IDEOLOGY  Moderate 

WkCHOVTA 


IDEOLOGY  Moderate 

PARTY  AFFILIATION  Most  call 
themselves  independent 

TOP  ISSUES  Economic  growth,  fiscal 
responsibility,  homeland  security 

PRESIDENTIAL  PREFERENCE  Broke 
heavily  for  George  W.  Bush  late  in  the 
2000  campaign 


PARTY  AFFILIATION  Lean 
Democratic,  but  split  their  tickets 

TOP  ISSUES  Education,  quality-of-life 
concerns  such  as  traffic  and  health 
care,  domestic  terrorism 

PRESIDENTIAL  PREFERENCE 

Favored  Al  Gore  by  narrow  margin. 
Strongly  supported  Bill  Clinton  in  '96. 
Now  strongly  approve  of  Bush. 


2002  ELECTION  Strongly  favor 
Republican  congressional  candidates 

2002  ELECTION  Up  for  grabs 

Data:  Penn,  Schoen  &  Berland  Associates  Inc. 
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BUSINESS  VOWS 
TO  GET  OUT  THE  VOTE 

A  GOP-industry  push  is  taking  a  page  from  labor's  playbook 


With  control  of  the  Senate  and  House 
likely  to  hang  on  a  handful  of  razor- 
thin  races  in  November,  organized  la- 
bors ability  to  get  its  members  to  the 
polls  could  make  all  the  difference. 
Much  of  the  afl-cio's  $32  million  polit- 
ical budget  is  devoted  to  mailings,  phone 
banks,  and  worksite  leafletting  aimed  at 
the  rank  and  file.  The  effect  has  been 
startling:  Members  of  union  households 
cast  23%  of  all  votes  in  2000,  up  from 
19%  in  1992 — even  though  unions  rep- 
resent just  13.5%  of  the  workforce.  Now, 
the  gop  and  business  are  trying  to  em- 
ulate labors  success  on  the  ground. 

Colorado  Republicans  were  in  a  cel- 
ebratory mood  on  election  night 
2000.  They  had  delivered  the  state 
to  George  W.  Bush,  and  polls  showed 
that  the  GOP  would  keep  control  of  the 
state  legislature.  But  as  late  tallies 
trickled  in,  reality  hit: 
Democrats  had  turned  out 
thousands  of  voters  in  the 
final  hours.  GOPers  were 
shocked  to  find  that,  after 
40  years,  they  had  lost  con- 
trol of  the  state  Senate. 
Says  Jack  Stansbery,  the 
Republican  state  political 
director:  "The  Democrats 
caught  us  by  surprise  with 
the  labor  turnout." 

Republicans  nationwide 


have  no  intention  of  enduring  another 
night  like  that.  Instead,  say  GOP  leaders, 
they  plan  to  neutralize  the  labor  vote 
this  year  with  an  unprecedented  get- 
out-the-vote  campaign  of  their  own.  In 
the  72  hours  leading  up  to  Nov.  5,  thou- 
sands of  Republican  volunteers  will  fan 
out  in  key  congressional  districts  to 
make  sure  that  would-be  voters  actual- 
ly cast  their  ballots.  They'll  knock  on 
doors,  chat  up  neighbors,  glad-hand  cit- 
izens at  meetings,  deliver  absentee  bal- 
lots, and  ferry  voters  to  the  polls  on 
Election  Day.  It  will  amount  to  "street- 
by-street  warfare,"  vows  House  Major- 
ity Whip  Tom  DeLay  (R-Tex.). 

With  control  of  the  U.  S.  Senate  hing- 
ing on  a  single  seat  and  House  leader- 
ship on  six  seats,  every  vote  will  count. 
The  airwaves  are  already  saturated  with 
campaign  ads,  so  getting  voter  atten- 
tion increasingly  requires  old-fashioned 


GRASSROOTS  TACTICS  WORK 
SO  WELL  FOR  UNIONS... 


...THAT  THE  GOP  IS 
TRYING  THEM,  TOO 


UNION  HOUSEHOLDS'  SHARE  OF  VOTES 


ACTIVITY 


INCREASE  IN  VOTER  TURNOUT 


CALLING  CONSERVATIVES 


10% 
6 "~ 

RADIO  ADS  AIMED  AT  BLACKS     (j 


CONTACTING  NEW  VOTERS 


▲  PERCENT 


1994  NOT  AVAILABLE 
Data:  AR-CI0 


Data:  Republican  National  Committee 


DOOR  TO  DOOR 
Unions  have  successfully 
used  old-fashioned  phone] 
calls  and  visits  for  years 

personal  contact.  The  Rl 
publican  National  CommittJ 
found  through  a  two-year  stuc| 
and  experiments  in  three  : 
that  tactics  such  as  home 
and  volunteer  phone  banks 
creased  GOP  turnout  by  as  mu«j 
as  10%  (charts).  "This  is  the 
ture  of  politics,"  says  WhH 
House  Political  Director  Ke| 
neth  B.  Mehlman. 

Corporate  America  has  gol 
ten  the  grassroots  message,  too.  Trul 
federal  law  prohibits  employers  froj 
directly  encouraging  employees  to 
tribute  to  or  vote  for  a  particular 
didate.  But  they  can  target  executive 
and  employees  who  own  stock  in 
company,  which,  thanks  to  401(k)s,  abot 
half  of  all  workers  do  today.  Compa 
are  also  free  to  push  politicians  on  ma 
agers,  executives,  and  shareholders, 
addition,  there  are  no  legal  restraint 
on  bringing  candidates  into  the  worll 
place,  encouraging  workers  to  go  to  til 
polls,  or  distributing  material  that  poi 
trays  business-friendly  pols  in  a  goo| 
light.  "We're  letting  them  make  up  the 
own  minds,"  says  Thomas  Coleman, 
vice-president  at  BASF  Corp.,  which 
e-mailing  voter  guides  to  workers  ar 
hosting  can- 
didate visits. 

Others 
are  following 
suit,  includ- 
ing International  Paper  Co.  and  Exxo| 
Mobil  Corp.  Overall,  more  than  3,0C 
employers  will  have  contacted  millic 
of  workers  between  now  and  Nov.  5,  a«j 
cording  to  the  Business-Industry  Politictl 
Action  Committee  (bipac),  a  coalitiol 
that  is  leading  the  grassroots  campaign 
Business  and  the  gop  still  have  a  wal 
to  go  to  match  labor's  pull.  A  July  bipaI 
poll  found  that  labor  had  already  corl 
tacted  29%  of  Midwest  voters.  "The^rl 
still  talking  to  more  peoplj 
than  we  are,"  says  Darrel 
Shull,  head  of  bipac's  efforl 
So  he's  focusing  on  tighl 
races  where  business  caf 
make  a  difference.  The  GOJ 
hopes  to  up  turnout  by  2C\ 
to  4%.  That  doesn't  soun 
like  much,  but  Bush  likell 
would  have  welcomed  a  2C\ 
cushion  back  in  Florida. 

By  Lorraine  Woellei\ 
in  Washingto 


BIPAC 
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COMMENTARY 


By  Mike  France 


NEEDED  NOW: 
LAWS  TO  CAN  SPAM 


If  the  junk  e-mail  in  your  in-box  is 
piling  higher,  join  the  crowd.  Over 
the  past  year,  the  volume  of 
"spam"  has  more  than  tripled.  The 
number  of  unsolicited  electronic  come- 
ons  intercepted  in  August  by  Bright- 
mail  Inc.,  a  San  Francisco  outfit  that 
helps  Microsoft,  Cisco  Systems,  and 
others  block  unwanted  mass  mailings, 
was  a  record-setting  5,065,858 — up 
from  just  1,504,043  in  August,  2001. 
Spam  now  accounts  for  38%  of  all  e- 
mail  traffic,  up  from  8%  last  year,  ac- 
cording to  Brightmail.  "In  the  last  12 
months,  it  has  gone  from  something 
that  I  could  manage  manually  by 
deleting  e-mails  into  something 
that's  out  of  control,"  says  David 
J.  Farber,  former  chief  technolo- 
gist at  the  Federal  Communica- 
tions Commission. 

Like  many  other  com- 
puter cognoscenti,  Farber 
counterattacks  with  a  soft 
ware  filter  designed  to  stop 
spam.  But  it  takes  a  lot  of 
time  to  decide  what  to 
screen  out.  And  cleverly 
disguised  sex  ads  still 
break  into  his  com- 
puter, while  some 
legitimate  mes- 
sages are  bounced 
away.  As  a  re- 
sult, Farber 
doubts  filters 
can  ever  be  a 
complete  solu- 
tion to  the 
spam  plague — 
a  verdict  in- 
creasingly shared 
by  other  technolo- 
gy  experts. 

That's  why  it's  time 
for  a  legal  assault.  Al- 
ready, more  than  two 
dozen  states  have  passed 

IT  A  law  making 
bulk  commercial 
e-mail  illegal  would  be  popular.  But  it 
might  trample  commercial  free-speech 
rights  and  would  probably  be  ruled 
unconstitutional. 


measures  against  garbage  mail.  Cali- 
fornia, Colorado,  and  five  other 
states,  for  instance,  now  require  mass 
e-mailers  to  label  advertising  mis- 
sives "adv:"  in  the  header  line,  which 
makes  them  much  easier  to  block 
with  filters.  But  state  statutes  are 
unenforceable  against  nonresidents 
and  vary  from  jurisdiction  to  jurisdic- 
tion. One  unified  federal  rule,  such  as 
the  Telephone  Consumer  Protection 
Act  of  1991,  which  banned  unsolicited 
faxes,  needs  to  be  passed  in  Washing- 
ton and  then  evangelized  in  other 
countries.  If  not,  spam  will  continue 
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California  and  a 

handful  of  < 
other  states  now  require  spam 
to  carry  a  subject  header  that  says 
"ADV:."  This  makes  it  easy  for  software 
filters  to  block  unwanted  messages. 


to  eat  up  time,  decrease  productivity, 
tax  computer  capacity — and  ultimate- 
ly weaken  one  of  the  most  powerful 
communications  tools  in  history. 

Yet  federal  legislation  won't  come 
easily.  As  reviled  as  spam  is,  the  idea 
of  regulating  it  is  surprisingly  con- 
troversial. Left-  and  right-wing  liber- 
tarians alike  are  skeptical  of  any 
laws  that  impede  commercial  free 
speech.  Noting  that  many  ads  have 
political  overtones — for  example,  pro- 
motions for  abortion  clinics,  gun 
fairs,  or  medical  marijuana — they  ar- 
gue that  any  restrictions  on  spam 
could  muzzle  socially  valuable  infor- 
mation. "Once  the  government  starts 
deciding  which  speech  is  valid  and 
which  isn't,  then  you  are  in  a  danger-' 
ous  area,"  says  David  G.  Post,  an  In- 
ternet-law expert  at  Temple  Univer- 
sity. "That's  exactly  what  the  First 
Amendment  is  about." 

What's  more,  many  companies  in 
consumer  industries  with  high  mar- 
keting costs,  such  as  retail,  travel, 
and  insurance,  are  worried 
#-^^pv  that  lawmakers  will  pre- 
'       )^    vent  them  from  using  a 
\±      ^)     J      powerful  ad  tool. 
*^  f  /    Amazon.com,  the 

0/        f  Securities  Indus- 
Q  try  Assn.,  the  Di- 

rect Marketing 
Assn.,  and  others 
have  all  lobbied 
against — and 
thus  far  blocked 
— any  federal 
spam  laws. 
They  argue  that  bulk 
e-mail  gives  consumers 
more  choice  and  lower 
prices  while  helping  small 
companies  take  on  big 
ones.  "It  is  a  cheap  way 
to  advertise,  so  the  sav- 
ings can  be  passed  on  to 
the  consumer,"  says  Joe 
Rubin,  director  of  congres- 
sional affairs  for  the  U.  S. 
Chamber  of  Commerce. 

Some  of  these  are  seductive  argu- 
ments. But  ultimately,  they  are  out- 
weighed by  the  utter  pointlessness  of 
most  spam.  Response  rates  to  bulk 
commercial  e-mail  are  thought  to  be 
as  low  as  .005%.  That  means  the  typ- 

CADT  IT  Spammers  could  be 
dUn  I  required  to  offer  a  right 

to  opt  out  of  getting  new  e-mail.  Or 
a  national  opt-out  database,  such  as 
now  exists  for  telemarketers,  could  be 
established.  Violators  would  be  fined. 
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ical  message  appeals  to  50  people 
and  annoys  999,950.  All  the  highbrow 
defenses  of  spam  start  sounding 
overblown  when  you  consider  the 
sordid  reality  of  the  stuff  itself — un- 
wanted pyramid  schemes,  anti-aging 
gimmicks,  and  live  shower-cam  pro- 
mos. The  cacophony  drowns  out  any 
valuable  messages,  in  any  event. 

It  might  seem  as  if  the  minuscule 
response  rates  would  doom  spammers 
to  failure.  Quite  the  contrary.  E-mail 
is  so  cheap  that  they  can  make 
money  even  with  almost  no 
click-through.  Marketers 
now  pay  $150  for  a 
compact  disk  with  70 
million  e-mail  address- 
es— or  3,500  new  cus- 
tomers. Not  a  bad  deal. 

And  here's  the 
really  troubling 
development:  the 
economics  of  spam 
are  only  getting 
worse  from  a  public 
standpoint.  Thanks 
to  aggressive  new 
techniques  for  har- 
vesting e-mail  ac- 
counts, the  cost  of 
hooking  new  customers  is  constantly 
plummeting.  For  example,  some  pro- 
grams automatically  raid  public  mes- 
sage boards  looking  for  addresses. 
Others  bombard  Internet  service 
providers  with  random  name  combi- 
nations (asmith@businessweek.com, 
bsmith@businessweek.com, 
csmith@businessweek.com)  until  they 
hit  pay  dirt.  Such  tools  are  a  key  rea- 
son the  volume  of  spam  has  exploded 
in  recent  months. 

This  development  means  one  sim- 
ple thing:  that  private  solutions  to 
curbing  spam  won't  work.  This  is  a 
classic  case  of  free-market  failure. 
Consumers  can  ignore  junk  e-mail  to 
their  hearts'  content,  but  no  amount 
of  rejection  will  ever  make  mass  e- 
mailing  unprofitable.  Only  the  gov- 
ernment can  change  the  cost-benefit 
analysis  enough  to  make  a  difference. 

How  so?  First  of  all,  by  following 
California's  lead  and  enacting  federal 
legislation  requiring  unsolicited  bulk 
e-mail  messages  to  include  "adv:"  in 
the  headers.  That  would  turn  filters 
into  a  far  more  effective  tool  while 
respecting  the  rights  of  spammers 
and  consumers  who  want  to  receive 
their  offers.  Just  as  is  the  case  with 
junk  faxes,  anybody  who  violated  the 
law  would  be  subject  to  an  automatic 
fine  of,  say,  $25. 


No  amount  of 
consumer  rejection 
will  ever  make  mass 
e-mail  unprofitable 


Better  yet.  the  government  could 
offer  consumers  a  choice.  People  who 
don't  want  junk  e-mail  could  sign  up 
for  a  national  database  of  .prohibited 
addresses.  Spammers  that  ignored 
the  list  would,  again,  be  forced  to 
pay  a  penalty.  Similar  programs  have 
been  established  privately  by  the 
Direct  Marketing  Assn.  to  help  peo- 
ple avoid  telemarketing. 

Despite  the  protests  of  First 
Amendment  absolutists,  both  of 

these  measures  would  proba- 
bly be  constitutional. 
Commercial  free 
speech  is  protected, 
but  it  is  not  immune 
from  regulation.  So 
long  as  they  have  good 
cause,  lawmakers  are  al- 
lowed to  place  rea- 
sonable restric- 
tions on  the 
conduct  of  com- 
mercial speakers. 
University  of 
Southern  Califor- 
nia constitutional 
law  professor  Er- 
win  Chemerinsky 
believes  that  a  na- 
tional "adv:"  law  or  opt-out  list 
would  be  upheld.  "Giving  recipients 
a  choice  is  different  than  banning 
spam,"  says  Chemerinsky. 

Of  course,  these  steps  would  not 
kill  junk  e-mail.  Offshore  e-mailers, 
including  many  of  the  Net's  most  no- 
torious scam  artists  and  pornography 
merchants,  could  still  invade  U.  S.  in- 
boxes  at  will.  Indeed,  this  loophole  is 
often  cited  as  an  argument  why 
spam  shouldn't  be  regulated  at  all. 
But  the  problem  is  exaggerated.  Well 
over  half  of  all  bulk  commercial  e- 
mail,  including  most  of  the  offers  for 
legitimate  products  and  services, 
originates  domestically,  according  to 
Brightmail  ceo  Enrique  Salem. 

Although  it  isn't  easy  to  do  so, 
senders  can  be  tracked  down  and 
prosecuted — a  prospect  that,  by  it- 
self, would  frighten  many  spammers 
into  compliance.  Look  at  the  junk  fax 
law,  which  has  all  but  eliminated  that 
once-widespread  problem. 

Nobody  wants  politicians  mucking 
around  with  the  Internet.  But  some- 
times they're  needed.  And,  as  every 
morning's  spam  barrage  attests,  this 
is  one  of  those  times. 

Legal  Affairs  Editor  France  isn't 
looking  for  diet  pills,  psychic  advice, 
or  a  new  mortgage. 
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For  most  of  the  1990s,  Walt  Disney  Co.  occupied  a 
prominent  place  in  BusiTiess  Week's  rankings  of  Amer- 
ica's worst  corporate  boards.  Directors  there  were 
long  on  ties  to  ceo  Michael  D.  Eisner  and  short  on 
management  expertise.  Although  performance  was 
strong,  oversight  was  minimal.  The  company's  reac- 
tion to  this  dubious  distinction?  With  its  stock  climbing  and 
shareholders  happy,  it  more  or  less  ignored  the  issue,  saying 
only  that  Disney's  strong  performance  spoke  for  itself.  That's 
how  most  investors  seemed  to  regard  corporate  governance  in 
the  '90s  as  well:  in  theory,  a  laudable  goal,  but  one  with 
only  marginal  relevance  in  the  real  world. 

Those  days  ended  with  a  bang  when  the  debacle  at  Enron 
Corp.  exposed  just  how  vulnerable  even  the  largest  companies 
were  to  fraud  and  manipulation.  Across  Corporate  America,  a 
governance  revolution  is  under  way.  As  the  list  of  companies 
engulfed  in  scandal  grows — from  Enron  to  Tyco  to  World- 
Com— the  revolution  is  gaining  momentum.  Top  executives 
who  once  blithely  ignored  criticism  of  their  clubby  boards  are 
scrambling  to  institute  reforms.  Directors  whose  main  con- 
tribution to  boardroom  debate  had  been  golf  scores  and  gos- 
sip are  returning  to  the  classroom  to  learn  how  to  read  a  bal- 


ance sheet.  Compensation  commit- 
tees that  routinely  awarded  mas- 
sive pay  packages  to  poorly  per- 
forming ceos  are  having  second 
thoughts.  And  while  many  offi- 
cial reforms  have  already  been 
passed  following  Enron's  melt- 
down, boards  are  going  even  fur- 
ther, instituting  sweeping  changes 
in  their  composition,  structure, 
and  practices  on  a  scale  not  seen  since 
skyrocketing  executive  pay  gave  birth 
to  the  modern  governance  movement 
in  the  1980s. 

The  depth  and  breadth  of  the 
changes  taking  place  become  clear 
in  BusinessWeek's  fourth  ranking 
of  the  best  and  worst  corporate 
boards  in  America,  a  survey  we 
first  undertook  in  1996.  To  deter- 
mine which  boards  were  getting  it 
right  and  which  weren't,  we  polled 
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the  nation's  top  governance  experts 
and  conducted  an  in-depth  analysis 
of  dozens  of  boards,  looking  at 
everything  from  director  creden- 
tials to  stock  ownership  to  at- 
tendance. This  year,  besides 
listing  the  best  and  worst 
boards  in  America,  we've 
added   three   new   cate- 
gories:  Most   Improved 
Boards,  Boards  That  Need 
Work,  and  a  Hall  of  Shame. 
The  yearlong  study  provided  a 
richly  detailed  view  of  governance 
in  the  post-Enron  age,  revealing  a 
broken  system  undergoing  radical 
repairs.  "Enron  is  bringing  about  the 
most  sweeping  structural  changes  in 
governance  that  have  ever  occurred," 
says  Donald  P.  Jacobs,  former  dean  of 
Northwestern  University's  Kellogg 
School  of  Business  and  a  governance 
watcher.  "We  thought  there  had  been  an 
enormous  increase  in  the   quality  of 
boards,  but  Enron  has  shaken  the  hell  out  of  that 
confidence." 

That  wake-up  call  has  spurred  companies  to 
make  radical  improvements.  Problems  that  were 
simply  ignored  a  couple  of  years  ago  are  now  the 
subject  of  heated  boardroom  debate.  Boards  are  be- 
ing forced  to  grapple  with  tough  questions:  How 
much  is  enough  when  it  comes  to  paying  the  chief 
executive?  What's  the  best  way  to  account  for  option 
grants?  What  kinds  of  ties  should  be  banned  between 
directors  and  the  companies  they  oversee?  How  many 
boards  can  directors  serve  on  without  being  stretched  too 
thin?  How  should  the  audit  committee  be  staffed  and  run? 
And  how  much  additional  consulting,  if  any,  is  acceptable 
for  the  outside  accounting  firm?  The  recent  scandals  have 
made  it  all  too  clear  that  the  decisions  boards  make  on  these 
issues  can  have  profound  consequences  for  their  companies. 
Bad  boards,  in  particular,  have  made  extraordinary  strides 
in  confronting  these  questions.  Spurred  in  many  cases  by 
scandal,  crisis,  or  a  plummeting  stock  price,  former  laggards 
have  become  ardent  believers  in  good  governance.  In  some 
cases,  a  revitalized  board  may  not  be  enough  to  undo  the 
damage,  but  it's  a  start.  Long  criticized  for  lax  governance 
policies,  Disney,  Cendant,  Waste  Management,  and  others 
have  leapt  ahead  of  rivals,  implementing  dramatic  gover- 
nance reforms  in  recent  months  that,  experts  say,  will  serve 
as  a  template  for  board  overhauls  across  the  nation.  Computer 
Associates  International  Inc.,  a  company  notorious  for  having 
awarded  a  $1.1  billion  pay  package  to  top  executives  four 
years  ago  and  which  is  now  under  investigation  for  its  ac- 
counting practices,  has  recruited  the  Securities  &  Exchange 
Commission's  former  top  accountant  for  its  audit  committee 
and  prohibits  directors  from  selling  stock  until  they  leave. 

The  changes  at  those  companies  warranted  their  inclu- 
sion on  BusinessWeek's  list  of  most-improved  boards,  but 
even  the  worst  boards  in  our  rankings  made  some  positive 
changes.  Apple  Computer  Inc.  and  Qwest  Communica- 
tions International  have  both  prohibited  their  outside 
auditors  from  doing  nonaudit  work  for  the  company. 
Even  at  Tyco,  WorldCom,  and  Adelphia — where 
poor  oversight  contributed  to  spectacular  busi- 
ness scandals  that  landed  those  boards  in  our 
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Hall  of  Shame — directors  are  now  moving  to  strip  their  fall- 
en leaders  of  gargantuan  severance  packages. 

And  it's  not  just  the  laggards.  Even  good  boards  have 
undertaken  reforms  or  demonstrated  stern  resolve  in  dealing 
with  management.  Both  Home  Depot  Inc.  and  General  Elec- 
tric Co.  are  expensing  options,  and  ge  ceo  Jeffrey  R.  Immelt 
has  vowed  to  add  more  directors  without  ties  to  the  compa- 
ny. The  GE  board's  latest  changes  and  unrivaled  record  of  cre- 
ating shareholder  value  were  enough  to  land  it  on  our  best 
boards  list  for  the  fourth  time,  despite  recent  revelations 
about  the  retirement  perks  it  awarded  former  CEO  John  R 
Welch  in  1996.  At  Apria  Healthcare  Group  Inc.,  the  board 
demonstrated  why  it,  too,  is  consistently  named  one  of  the  na- 
tion's best:  Within  24  hours  of  learning  that  the  wife  of  ceo 
Philip  L.  Carter  had  been  hired  for  a  company  job,  an  infu- 
riated board  in  February  accepted  his  resignation  and  re- 
scinded her  offer  of  employment.  It  was  able  to  act  decisive- 
ly because  it  had  done  its  governance  homework:  A  succession 
plan  was  in  place,  and  the  independent  directors  met  regularly 
without  management  present  to  discuss  Carter's  perform- 
ance, which  until  then  had  been  universally  lauded.  "It  just 
destroyed  our  whole  trust  in  him,"  explained  board  member 
Richard  H.  Koppes.  <rWe  couldn't  believe  what  he  had  done." 
Carter  maintains  that  the  turnaround  he  was  hired  for  was 
complete,  and  that  he  left  voluntarily. 

While  governance  progress  has  been  made  throughout 
Corporate  America,  pockets  of  resistance  remain.  At  Xerox 
Corp.,  ceo  Anne  M.  Mulcahy  has  made  several  changes  to  the 
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board  since  the  bungled-  succession  of  Paul  A.  Allaire 
years  ago.  But  problems  remain:  Three  of  the  eight  directojn 
sit  on  too  many  boards,  director  Vernon  Jordan's  law  firm  s 
provides  legal  services  to  the  company,  and  two  members 
the  audit  committee  had  attendance  problems  last  year-  A 
this  while  the  sec  was  sifting  Xerox'  books  to  determine 
the  company  used  accounting  tricks  to  boost  revenue  an 
earnings.  Xerox  says  the  board  has  been  instrumental 
leading  the  company's  turnaround  and  is  continuing  to 
prove.  At  American  International  Group,  ceo  Maurice 
Greenberg  vigorously  defends  the  half-dozen  directors  who 
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With  just  one  insider  on  its  nine-member  board,  the  company  gets  high  marks  for  independence.  Outside  directors 
include  the  CEOs  of  Lockheed-Martin,  Allstate,  and  Amgen.  Audit-committee  chairman  is  the  former  CFO  at  Sears. 
No  directors  have  business  ties  to  the  company. 
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APRIA  A  favorite  among  governance  experts,  the  board  includes  three  top  shareholder  activists  and  features  a  separate 

HEALTHCARE       chairman  and  CEO,  a  rarity.  It  moved  quickly  to  accept  the  resignation  of  a  former  CEO  when  directors  discovered 
that  his  wife  had  been  hired  for  a  company  job. 
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COLGATE-  Directors  are  well-invested  in  the  company  and  sit  on  few  additional  boards.  The  compensation  committee  has 

PALMOLIVE         awarded  premium-priced  options  to  CEO  Reuben  Mark,  which  pay  off  only  if  stock  appreciates  by  10%  to  70%. 
A  new  section  on  governance  has  been  added  to  the  latest  proxy. 


11/ 


GENERAL  This  talent-packed  board,  with  an  unrivaled  record  of  creating  shareholder  value,  remains  a  favorite  with  governance 

ELECTRIC  experts,  although  there  have  been  recent  revelations  of  lavish  retirement  perks  for  former  CEO  Jack  Welch.  The  com- 

pany is  improving  board  independence;  it  recently  added  Ralph  Larsen,  former  CEO  of  Johnson  &  Johnson  and  a 
longtime  champion  of  good  governance.  The  board  recently  moved  to  expense  options. 


iV 


HOME  DEPOT      With  the  departure  of  co-founder  Bernard  Marcus,  the  12-member  board  now  has  only  two  insiders.  Independent 
directors  meet  regularly  without  management.  Directors  are  required  to  visit  20  stores  a  year. 


INTEL 


One  of  the  few  boards  that  have  a  lead  director.  No  insiders  sit  on  the  audit,  compensation,  or  nominating 
committees.  The  board  conducts  an  annual  self-evaluation.  Directors  have  big  stakes  in  the  company. 


MAF 
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JOHNSON  The  high-powered  board  includes  Delta  Air  Lines  CEO  Leo  Mullin,  Lucent  Technologies  Chairman  Henry  Schacht, 

&  JOHNSON        and  CSX  CEO  John  Snow.  The  outside  board  members  own  plenty  of  J&J  stock.  Only  one  director  sits  on  more 
than  four  boards. 


MEDTRONIC        Governance  gurus  applaud  the  board's  practice  of  holding  regular  meetings  without  the  CEO  and  its  performance 
evaluations  for  directors.  Members  are  graded  on  willingness  to  "hold  management  accountable"  and  "meaningful 
participation"  at  meetings. 


DOD: 


PFIZER  The  board  was  second  only  to  GE  in  overall  approval  by  governance  experts.  Independent  directors  meet  without  the 

CEO.  No  Pfizer  executives  sit  on  the  audit,  nominating,  or  compensation  committees.  Stock  transactions  for  directors 
and  executives  are  posted  on  the  company  Web  site. 


m 


TEXAS  Making  its  third  appearance  on  BusinessWeek's  Best  Boards  list,  this  highly  independent  board  boasts  a  roster 

NSTRUMENTS    of  well-invested  outside  directors,  including  the  chief  executives  of  Norfolk  Southern,  Kimberly-Clark,  and 
Eastman  Kodak. 


10     BusinessWeek  /  October  7,  2002 


:h  him  on  the  board  of  a  private  company  that  got  $77  mil- 
n  in  aig  business  last  year  and  another  that  rewards  top 
;  execs  with  generous  bonuses — a  situation  he  describes  as 
neficial  to  shareholders  (page  116). 

At  Apple,  Steven  P.  Jobs  owns  just  two  shares  of  the  com- 
ny  he  founded  nearly  three  decades  ago.  Even  worse,  the 
o  of  Micro  Warehouse  Inc.,  Jerome  B.  York,  sits  on  Apple's 
npensation  committee — even  though  Micro  Warehouse  ac- 
mted  for  nearly  3%  of  Apple's  net  sales  in  2001.  In  the  past 
o  years,  the  board  has  awarded  Jobs  27.5  million  stock  op- 
ns  and  a  $90  million  jet,  though  it  has  saved  on  salary  be- 


WORST    BOARDS 


>PPLE 


cause  Jobs  has  worked  for  $1  a  year  since  his 
return  to  Apple  in  1997.  Apple  declined  to 
comment,  but  shareholders  are  aghast.  "This  is 
the  old  boys'  network  at  its  worst,"  says  James 
C.  Voye,  international  representative  for  the 
International  Brotherhood  of  Electrical  Work- 
ers pension  fund,  which  launched  an  unsuc- 
cessful campaign  for  an  independent  compen- 
sation committee.  "How  do  shareholders  have 
any  faith  that  these  insiders  aren't  stuffing 
their  pockets?" 

But  for  boards  that  are  reforming,  the 
changes  are  likely  to  be  profound.  The  remade 
boards  will  include  fewer  company  executives 
and  other  insiders — and  more  independent  di- 
rectors. Board  practices,  such  as  executive  ses- 
sions of  outside  directors,  will  give  independent 
majorities  more  power.  As  a  result,  the  whole  tenor  of  board 
deliberations  wall  change.  Historically  content  to  rubber- 
stamp  management,  the  new  board  will  become  a  true  part- 
ner, with  members  meeting  frequently  with  executives  to 
confer  on  strategy  and  consulting  with  one  another  to  evalu- 
ate management  performance.  And  the  job  itself  will  be- 
come more  difficult,  requiring  more  time  and  more  technical 
knowiiow,  especially  for  audit-committee  members.  "Boards  of 
directors  will  be  rolling  up  their  sleeves  and  becoming 
much  more  closely  involved  with  management  decision- 
making," says  Jeffrey  A.  Sonnenfeld,  associate  dean  of  the 


Founder  Steve  Jobs  owns  just  two  shares  in  the  company.  Recently  departed  director  Larry  Ellison  had  none  and  had 
missed  more  than  25%  of  meetings  in  the  past  five  years.  The  CEO  of  Micro  Warehouse,  which  accounted  for  nearly 
2.9%  of  Apple's  net  sales  in  2001,  sits  on  the  compensation  committee.  Since  2000,  the  board  has  awarded  Jobs 
27.5  million  stock  options  and  a  $90  million  jet.  There  is  an  interlocking  directorship— with  Gap  CEO  Mickey  Drexler 
and  Jobs  sitting  on  each  other's  boards. 

In  2000,  the  company  spent  a  hefty  $45  million  to  recruit  CEO  Gary  Wendt  from  GE  Capital.  Despite  the  company's 
recent  slide,  in  July— with  the  stock  hovering  at  $1— the  board  awarded  Wendt  an  $8  million  bonus.  In  August,  the 
shares  were  delisted  from  the  Big  Board  and  now  trade  at  It.  None  is  a  CEO.  The  board  doesn't  meet  without  the 
CEO  present. 

ULLARD'S        Before  his  death  in  February,  Chairman  William  Dillard  presided  over  a  board  that  included  seven  directors  with  ties  to 
the  company,  including  four  of  his  children.  No  nominating  committee — allowing  the  CEO  to  hand-pick  directors.  With 
two-thirds  of  board  elected  by  holders  of  privately  held  Class  B  shares,  Dillard's  is  exempt  from  NYSE  governance  rules. 

Self-dealing  includes  contracts  with  the  chairman's  brother  to  build  and  remodel  stores  and  a  consulting  deal  with  the 
chairman's  wife.  Slow  to  replace  outgoing  CEO  Mickey  Drexler  as  performance  declined.  Interlocking  directorship 
with  Drexler  sitting  on  the  Apple  board,  while  Apple's  Steve  Jobs  sits  on  Gap's.  Two  other  directors  sit  on  the  Charles 
Schwab  board,  while  Chuck  Schwab  sits  on  Gap's. 

CMAR1  The  board's  woes  include  multiple  investigations  of  company  accounting,  a  $501  million  profit  restatement,  and  a 

federal  grand  jury  probe  into  pay  practices.  The  board  was  passive  as  the  company's  performance  deteriorated  before  a 
bankruptcy  filing  in  January.  Meanwhile,  the  board  approved  $28  million  in  retention  loans  to  25  top  executives. 

WVE!  Founder  Philip  Anschutz  has  extensive  dealings  with  the  company  and  sits  on  compensation  and  nominating  commit- 

tees. The  SEC  is  probing  whether  Qwest  used  "swap"  transactions  to  boost  revenue.  The  compensation  committee — 
described  as  "comatose"  by  one  expert— awarded  ex-CEO  Joseph  Nacchio  an  $88  million  pay  package  in  2001,  one 
of  the  worst  years  in  the  company's  history.  No  outside  director  has  operating  experience  in  company's  core  business. 
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Out  of  15  board  members,  10  have  ties  to  the  company,  including  seven  who  have  extensive  business  dealings.  CEO 
John  Tyson  got  a  $2.1  million  bonus  for  negotiating  the  acquisition  of  meatpacker  IBP— which  Tyson  Foods  tried 
unsuccessfully  to  back  out  of— in  a  year  when  net  income  fell  42%.  Feds  say  the  company  for  years  conspired 
to  smuggle  workers  from  Mexico  for  its  U.S.  poultry-processing  plants,  a  charge  Tyson  denies. 

The  bungled  succession  of  Paul  Allaire,  accusations  of  funny  accounting,  billions  in  shareholder  wealth  up  in  smoke, 
and  a  decades-long  failure  to  keep  up  with  changing  technology  add  up  to  an  ineffectual  board.  With  departures  of 
Allaire  and  CFO  Barry  Romeril,  the  board  is  far  more  independent.  But  too  many  directors  sit  on  too  many  boards. 
Director  Vernon  Jordan's  law  firm  provides  legal  services.  Two  audit  committee  members  had  attendance  problems  last  year. 
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Special  Report 


Yale  School  of  Management. 

There  are  already  signs 
that  boards  are  starting  to 
demand  more  of  their  direc- 
tors. Headhunters  report 
spiking  demand  for  inde- 
pendent directors — curmud- 
geons who  will  act  as  watch- 
dogs, not  lapdogs.  Director 
"boot  camps"  and  training 
seminars,  such  as  those  run 
by  the  Kellogg  School  and 
the  University  of  Georgia's 
Terry  College  of  Business, 
report  standing-room-only 
crowds.  Governance  gurus 
who  advise  companies  on  re- 
vamping their  boards,  such 
as  Harvard's  Jay  W.  Lorsch 
and  Ira  M.  Millstein  of  the 
law  firm  Weil,  Gotshal  & 
Manges  LLP,  are  so  busy 
they're  turning  away  work. 
Directors  say  they're  ready 
to  embrace  even  some  of  the 
more  radical  reform  ideas, 
including  expensing  stock  op- 
tions, increasing  the  audit 
committee's  responsibility  for 
risk,  and  appointing  a  "lead" 
independent  director.  At 
many  companies,  the  work- 
load is  heavier  than  ever.  At 
Lucent  Technologies,  for 
example,  which  has  been 
hammered  by  the  telecom 
meltdown,  the  chairman  com- 
municates with  directors 
once  a  week,  and  the  audit 
committee  convenes  every 
month.  "In  the  post-Enron 
days,  governance  has  become 
critical,"  says  Sanjay  Kumar, 
CEO  of  Computer  Associates. 

That's  in  stark  contrast  to 
most  of  the  1990s,  when  cor- 
porate governance  hardly 
seemed  to  matter:  The  buoy- 
ant stock  market  rewarded 
both  good  and  bad  boards. 
But  when  the  bubble  burst, 
that  changed.  Suddenly,  the 
importance  of  governance  ^ ■^~""™ 
was  clear.  In  a  time  of  crisis,  a  vigorous  board  that  has  done 
its  job  can  help  companies  minimize  the  damage.  A  look 
back  at  BusinessWeek's  inaugural  ranking  of  best  and  worst 
boards  in  1996  tells  the  story.  For  three  years  after  the  list 
appeared,  the  stocks  of  companies  with  the  best  boards  out- 
performed those  with  the  worst  by  2  to  1.  But  as  the  econo- 
my slowed  starting  in  2000,  the  Best  Boards  companies  re- 
tained much  more  of  their  value,  returning  51.7%,  vs.  -12.9% 
for  the  Worst  Boards  companies.  Ralph  V.  Whitworth,  the  di- 
rector who  nurtured  Waste  Management  Inc.  through  its 
accounting  crisis  and  engineered  governance  turnarounds 
there  and  at  Apria  Healthcare,  says  investors  in  well-gov- 
erned companies  are  buying  a  form  of  insurance.  "A  good 
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PRINCIPLES  OF 
GOOD  GOVERNANCE 

Here's  what  we  look  for  in  evaluating  boards: 


INDEPENDENCE 


No  more  than  two  directors  should  be  current  or  former 
company  executives,  and  none  should  do  busmess  with 
the  company  or  accept  consulting  or  legal  fees  from  it. 
The  audit,  compensation,  and  nominating  committees 
should  be  made  up  solely  of  independent  directors. 


STOCK    OWNERSHIP 


Each  director  should  own  an  equity  stake  in  the 
company  worth  at  least  $150,000,  excluding  stock 
options.  The  only  exception:  new  board  members  who 
haven't  had  time  to  build  a  large  stake. 


DIRECTOR    QUALITY 


Boards  should  include  at  least  one  independent  director 
with  experience  in  the  company's  core  business  and 
one  who  is  the  CEO  of  an  equivalent-size  company. 
Fully  employed  directors  should  sit  on  no  more  than  four 
boards,  retirees  no  more  than  seven.  Each  director 
should  attend  at  least  75%  of  all  meetings. 


BOARD    ACTIVISM 


Boards  should  meet  regularly  without  management 
present  and  should  evaluate  their  own  performance  every 
year.  Audit  committees  should  meet  at  least  four  times  a 
year.  Board  should  be  frugal  on  executive  pay,  decisive 
when  planning  a  CEO  succession,  diligent  in  oversight 
responsibilities,  and  quick  to  act  when  trouble  strikes. 

HOW  WE  RATED  THEM  The  BusinessWeek  ratings  were 
based  on  a  survey  of  51  governance  experts  conducted  for 
BusinessWeek  by  Harris  Interactive,  a  proxy  analysis  by 
BusinessWeek  of  companies  identified  by  survey  respon- 
dents as  having  the  "most  effective"  and  "least  effective" 
boards,  and  an  analysis  of  overall  board  performance  by 
BusinessWeek  editors.  The  proxy  analysis  grades  each  com- 
pany on  the  extent  to  which  it  meets  16  governance  stan- 
dards in  the  areas  of  independence,  accountability,  and 
quality.  Performance  measures  include  the  board's  handling 
of  strategy,  oversight,  and  executive  pay.  Data  were  provided 
by  the  Investor  Responsibility  Research  Center,  the  Corpo- 
rate Library,  and  Institutional  Shareholder  Services. 


board  does  not  ensure  tl 
a  company  is  never  going  j 
find  itself  in  a  crisis,"  sal 
Whitworth.  "The  real  test] 
what  they  do  in  reaction 
crisis." 

Even    the    best    boarl 
could  take  a  page  from  Wh| 
worth's  playbook.  When 
was  called  in  to  Waste  Ma 
agement  in  the  wake  of  tl 
accounting  scandal  in  1998] 
serious  illness  on  the  part 
the  ceo  brought  in  to  i 
things  forced  Whitworth 
take  charge.  He  demand  I 
the  resignations  of  three  ti 
executives    who    had    sc| 
stock  just  months  before 
earnings  miss.  With  two  ot| 
er  board  members,  he  set 
shop  at  the  Houston  heal 
quarters,  meeting  with  a  cj 
sis  team  every  day  at  5  p.if 
for  90  consecutive  days, 
an  army  of  1,200  account 
scoured  the  company's  bool 
— all  while  recruiting  a  ntl 
ceo  and  resetting  compaif 
strategy.  "It's  a  great  si 
cess  story  and  one  of  tl 
most  dramatic  turnarounj 
in  governance,"  says  Kenne 
A.  Bertsch,  director  of  ccl 
porate  governance  at  TL| 
cref,  the  huge  teachers' 
sion  fund  and  a  governs 
gadfly.  "It's  when  you  haj 
a  company  crisis  that  somj 
thing  has  to  happen,  or  t[ 
company  can  just  go  down! 
If  Corporate  America  sif 
ceeds   in  remaking  gove| 
nance,  one  of  the  greate 
ironies  will  be  that  we  ha  I 
Enron  to  thank  for  it.  WhJ 
the  unquestioning  faith  El 
ron's  board   placed   in  tf 
company's  management  wl 
revealed  as  a  colossal  blul 
der,    faith    in    other    oncl 
revered  executives  also  bl 
— ^ -—     gan  to  falter.  Almost  on  cv| 
the  giants  began  falling — Tyco,  WorldCom,  Global  Crossing 
confirming  suspicions  that  the  blight  of  greed  and  hubi 
that  brought  down  Enron  was  more  widespread. 

Enron,  and  the  corporate  disasters  that  followed,  fore 
many  companies  to  get  serious  about  governance.  There  a 
signs,  especially,  that  boards  are  finally  starting  to  grapf 
with  the  most  egregious  governance  failure  of  the  20th  ce 
tury:  astronomical  executive  pay.  At  E*Trade  Group  In 
ceo  Christos  M.  Cotsakos  returned  $21  million  in  pay  aft 
shareholder  anger  over  his  $80  million  pay  package  boil- 
over.  And  in  July,  the  head  of  the  compensation  commits 
who  had  business  ties  to  Cotsakos,  resigned.  At  Dollar  Ge 
eral  Corp.,  ceo  Cal  Turner  Jr.  returned  $6.8  million  he  i 
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Special  Report 


The  market  is  driving 
reform:  Investors 
shun  companies 
that  are  seen  J 

as  having 
lax  oversight 


ceived  as  the  result  of 
financial  results  that 
were  later  restated. 
"Boards  have  decided 
they're  in  a  position 
where  they  can  take  a 
hard  line."  says  Paul 
Hodgson,  a  senior  re- 
search associate  with 
the  governance  Web 
site  The  Corporate  Li- 
brary. "And  if  they 
don't  take  a  hard  line.  — 
they're  going  to  get  in 
trouble  with  shareholders." 

Pressure  from  shareholders  was  re- 
sponsible for  many  of  the  gover- 
nance changes  of  the  past  year. 
Companies   that   once   ignored 
criticism  of  their  weak  boards 
from  disgruntled  investors  could 
no    longer    do    so.    And    few 
boards  had  weaker  governance 
than  Disney's. 

Under  pressure  from  his  board — 
particularly  Stanley  P.  Gold,  who  man- 
ages the  Disney  family  fortune — and 
institutional  investors  unhappy  with  the 
company's  lackluster  performance,  ceo 
Michael  Eisner  recruited  governance  guru 
Millstein  as  an  adviser  and  in  April  an- 
nounced a  series  of  changes.  Post-Enron, 
Disney  was  among  the  first  companies  to 
prohibit  its  external  auditors  from  providing  consulting  serv- 
ices, a  reform  originally  proposed  in  a  2002  shareholder  res- 
olution that  Disney  opposed.  Robert  A.M.  Stem,  whose  ar- 
chitectural firm  was  paid  $76,000  for  its  work  on  a  Disney 
resort  last  year,  and  former  U.  S.  Senator  Geoi-ge  J.  Mitchell, 
who  had  a  $50,000  consulting  contract  in  addition  to  his  law 
firm's  $1.3  million  in  Disney  billings,  have  severed  their  busi- 
ness ties  to  the  company.  And  the  company  came  clean  about 


four  directors  whose  family  members  i 
previously  undisclosed  Disney  jobs 
goal  is  to  end  up  with  a  board  and  a  se 
governance  rules  that  go  a  long  way 
ward  growing  investor  confidence."  s; 
Robert  A.  Iger,  Disney's  president 
chief  operating  officer.  "We  think  we 
taken  some  giant  leaps  forward,  and 
expect  it  to  continue." 

While  the  changes  are  significa 
Disney's  efforts  show  just  how  hi 
it  is  to  turn  a  bad  board  arou; 
Half  of  the  16  Disney  direct< 
still  have  ties  to  the  compa 
Nine  own  less  than  $150,000 
stock,  including  five  whose  stal 
are    less    than    Disney's    n 
$100,000  minimum.  And  the  co 
pensation  committee — which  h 
made  Eisner  one  of  the  few  cfc 
in  history  to  earn  more  than 
billion  over  the  course  of  his  < 
reer — is  rife  with  directors  w 
have  ties  to  Disney  or  Eisner, 
eluding  Reveta  F.  Bowers,  who  ru 
a  school  once  attended  by  Eisne 
children.  The  board's  independer 
is  likely  to  be  tested  in  futu 
months  as  Eisner  and  Gold  cc 
tinue  to  clash.  "Times  chang 
says  Charles  M.  Elson.  direct 
of  the  University  of  Delawar 
Center  for  Corporate  Governan 
"But  it  doesn't  happen  overnight." 

At  Disney  and  at  other  companies,  the  factors  drivi 
governance  reform  are  numerous,  but  they  all  boil  down 
self-preservation.  Some  boards  are  undertaking  reforms,  s 
as  adding  independent  directors,  because  they  will  soon  be 
quired  to  under  New  York  Stock  Exchange  rules.  O 
are  hoping  that  reforms  will  persuade  Congress  not  to 
action.  For  most  companies,  soaring  insurance  rates  for  i 


MOST     IMPROVED     BOARDS 


CENDANT  Moved  to  upgrade  governance  after  an  accounting  scandal  in  1998  and  a  lawsuit  settlement  in  1999.  Shareholders 

now  approve  all  stock-option  plans  for  top  execs.  External  auditors  are  barred  from  consulting  work.  Severance 
deals  were  curtailed.  The  board  pushed  to  eliminate  staggered  board  elections  after  a  shareholder  proposal  failed. 

LUCENT  Gets  low  marks  from  governance  experts  because  of  a  $679  million  revenue  restatement  and  a  $200  billion  loss  ir| 

market  cap  since  December.  1999.  Performance  is  still  in  the  tank,  but  the  company  has  taken  steps  to  improve 
governance.  The  six-member  board  has  a  lead  independent  director.  Conducts  annual  self-evaluations.  Meets  pri- 
vately with  internal  and  external  auditors.  Has  added  two  independent  directors  and  has  plans  for  three  more. 

COMPUTER  Having  landed  on  the  Worst  Boards  list  two  years  ago  for  awarding  top  execs  a  massive  pay  package,  this 

ASSOCIATES  company  has  made  improvements.  It  hired  Harvard's  Jay  Lorsch  to  advise  it  on  governance,  then  put  him  on  the 
board;  recruited  former  SEC  chief  accountant  Walter  P.  Schuetze  for  its  audit  committee.  Prohibits  directors  from 
selling  stock  until  they  leave.  Still  has  a  ways  to  go.  though.  Paid  Texas  billionaire  Sam  Wyly  $10  million  to  call 
off  his  proxy  fight,  a  move  governance  experts  describe  as  greenmail,  a  characterization  the  company  disputes. 

WALT  DISNEY       Finally  taking  steps  to  improve  a  reputation  for  lousy  governance.  Under  pressure  from  director  Stanley  P.  Gold, 

manager  of  the  Disney  family  fortune,  and  other  shareholders,  the  company  has  severed  business  relationships  with 
two  directors.  Tightened  board's  definition  of  independence.  Recruited  governance  expert  Ira  Millstein  to  advise  board. 


WASTE  After  emerging  from  an  accounting  scandal  in  1998  and  acquisition  by  USA  Waste  in  the  same  year,  the  company 

MANAGEMENT      has  reformed.  Eight  new  members,  all  independent,  are  on  the  nine-member  board,  and  the  audit  committee  is 
headed  by  Jack  Pope,  former  CF0  at  United  Airlines  and  American  Airlines.  Side  deals  between  directors  and 
company  are  banned.  Anti-shareholder  governance  policies,  including  staggered  board  elections,  are  changed. 
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rectors  and  officers  is  also  a  factor. 

Perhaps  the  most  important  driv- 
er of  change  is  the  markets.  In- 
creasingly, institutional  investors  are 
flocking  to  stocks  of  companies  per- 
ceived as  being  well  governed  and 
punishing  stocks  of  companies  seen 
as  having  lax  oversight.  No  company 
knows  this  better  than  Cendant 
Corp.,  which  has  been  revamping 
governance  since  its  1998  account- 
ing scandal.  Among  the  most  recent 
changes:  Executive  stock  options  will 
now  require  shareholder  approval, 
and  severance  deals  for  departing 
executives  will  be  severely  curtailed. 
"I  think  the  real  impetus  [for  re- 
form] will  not  be  the  NYSE,  the  Pres- 
ident, or  Congress — it  will  be  the 
reality  of  the  marketplace,"  says 
Henry  R.  Silverman,  Cendant's  ceo. 

Some  boards,  it  seems,  never 
change.  Long  regarded  as  gover- 
nance slackers,  they  still  seem  obliv- 
ious to  the  atmosphere  of  reform.  At  Tyson  Foods  Inc.,  for 
example,  there  are  10  insiders  on  the  15-member  board, 
including  founder  Don  Tyson's  son,  making  it  one  of  the 
most  insider-dominated  boards  around — and  earning  the 
company  a  place  on  BusinessWeek's  Worst  Boards  list.  Five 
of  the  insiders  are  Tyson  consultants,  and  seven  have  ex- 
tensive side  deals  with  the  company — everything  from  leas- 
ing farms  to  providing  aircraft,  wastewater-treatment  plants, 
and  office  space.  Two  of  those  seven  sit  on  the  compensation 
committee  that  awarded  ceo  John  H.  Tyson  a  $2.1  million 
bonus  for  negotiating  the  acquisition  of  meatpacker  IBP — a 


I 


The  most  egregious 
failing  of  U.S.  boards: 
Allowing  astronomical 
pay  for  head  honchos 


deal  the  company  tried,  i 

successfully,  to  back  out  of.  A) 

after  a  federal  indictment  in  T< 

nessee  accused  the  company  of  o 

spiring  since  1994  to  smuggle  ille 

immigrants  into  the  U.S.  from  Mex 

to  work  in  its  poultry-processi 

plants,  the  company  fired  seve 

managers  allegedly  involved  in  t 

scheme,  but  the  board  took  no 

tion  against  the  ceo. 

Tyson  denies  the  conspire 
charge  and  says  the  ceo's  bor 
was  earned  in  light  of  t 
"huge  number  of  man-houi 
involved  in  the  ibp  acqui 
tion  and  its  "unqualified  s 
cess."  But  governance  t 
perts  say  boards  li 
Tyson's  are  a  throw-be 
to  when  directors  s; 
board  seats  as  a  way 
land  clients  for  th< 
companies  or  consulti 
contracts  for  themselves.  "It's  an  incestuous  board  with  a  cz 
ital  I,"  says  Patrick  McGurn,  corporate-programs  direct 
at  proxy  adviser  Institutional  Shareholder  Services  li 
"They  may  not  all  share  the  name,  but  they  all  share  t 
same  affinity  for  the  Tyson  family." 

To  be  sure,  the  governance  revolution  has  not  taken  n 
everywhere.  And  even  where  it  has,  constant  vigilance 
necessary  to  make  sure  the  sense  of  purpose  survives.  Co 
puter  Associates,  a  Most  Improved  board,  hired  Harva 
governance  expert  Jay  W.  Lorsch  to  advise  it  on  refor 
designated  a  lead  independent  director,  and  bolstered  its  au 
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BOARDS    THAT    NEED    WORK 


ADVANCED  MICRO 
DEVICES 


Board  gets  high  marks  for  independence  and  quality,  including  audit  committee  that  met  nine  times  in  2001. 
But  five  directors  need  a  bigger  equity  stake.  No  outside  director  is  CEO  of  a  company  of  comparable  size. 


AT&T 


More  than  a  third  of  board  owns  less  than  $150,000  worth  of  AT&T  stock.  Three  directors  sit  on  too  many 
boards.  One  member  of  the  compensation  committee  has  a  stake  in  a  company  that  does  business  with  AT&T. 
CEO  Michael  Armstrong  and  Citigroup's  Sanford  Weill  sit  on  each  other's  boards. 


CIRCUIT  CITY  Out  of  13  board  members,  7  own  less  than  $150,000  in  stock.  Board  lacks  an  outside  director  with  extensive 

retail  experience,  especially  crucial  as  the  company's  performance  slumps. 


CITIGROUP 


Board  is  loaded  with  top-flight  CEOs— from  AT&T,  Alcoa,  United  Technologies,  and  Colgate-Palmolive— and  has 
made  recent  governance  improvements,  including  expensing  options.  But  with  17  directors,  it's  too  big.  Two  of 
the  six  audit-committee  members  sit  on  too  many  boards. 


FORD 


Ford  stumbled  in  2001,  allowing  now-ousted  CEO  Jacques  Nasser  to  proceed  with  an  ill-conceived  makeover  as 
quality  slid.  Board  needs  fewer  insiders  and  an  audit-committee  chief  with  CFO  experience. 


HEWLETT-PACKARD  The  12-member  post-merger  board  has  only  three  insiders.  But  CEO  Carleton  S.  Fiorina  needs  to  get  off  the 
nominating  committee:  Richard  Hackborn,  a  former  HP  exec,  needs  to  get  off  the  audit  committee;  and  the 
company's  external  auditor  shouldn't  be  providing  nonaudit  consulting  services. 


MICROSOFT  With  no  nominating  committee,  founder  Bill  Gates  has  too  much  control  over  board  composition.  A  former 

company  president  shouldn't  be  sitting  on  the  audit  committee.  And  with  just  eight  directors,  every  warm  body 
counts— three  of  them  shouldn't  be  sitting  on  five  or  more  additional  boards. 


PEPSICO 


Half  of  being  a  good  director  is  simply  showing  up,  and  three  members  of  PepsiCo's  audit  committee  didn't.  All 
three  missed  at  least  25%  of  their  meetings  last  year.  The  laggards  include  Fannie  Mae  CEO  Franklin  Raines. 


WAL-MART  It's  hard  to  fault  this  company  on  performance,  but  governance  is  another  matter:  Half  of  the  16  board 

members  have  ties  to  the  company.  Wal-Mart  should  sever  its  ties  with  two  directors'  families  and  decide 
whether  it  really  needs  all  seven  current  or  former  Wal-Mart  employees  or  family  members  who  now  sit  on  the  board 
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committee  with  Walter  P.  Schuetze,  the  former  chief  account- 
ant of  the  sec's  enforcement  division.  But  in  July,  it  disclosed 
that  it  paid  Texas  billionaire  Sam  Wyly  $10  million  to  call  off 
his  proxy  battle — a  payment  governance  experts  denounce  as 
"greenmail"  and  an  improper  use  of  corporate  funds.  Lorsch, 
who  was  named  to  the  CA  board  in  March,  says  every  director 
was  behind  the  payment,  which  was  viewed  as  a  practical  way 
to  avoid  the  cost  and  distraction  of  a  proxy  fight.  "It  does  not 
fall  within  my  definition  of  greenmail,"  says  Lorsch.  "From  our 
point  of  view,  it  was  the  right  thing  to  do." 

Also  defending  their  governance 
practices  were  many  of  the  com- 
panies that  appeared  on  Business- 
Week's Worst  Boards  list  and  in 
the  Hall  of  Shame.  Dillard's  Inc., 
which  fared  poorly  in  the  rankings 
due  to  its  six  inside  or  affiliated 
directors,  said  the  current  and  for- 
mer company  employees  brought 
"a  wealth  of  insight  and  experi- 
ence" as  well  as  "character  and  in- 
tegrity" to  the  board.  Adelphia  blamed  its  problems  on  the 
Rigas  family,  which,  it  said,  provided  the  board  with  "inade- 
quate, incomplete,  misleading,  or  simply  false  information." 
And  the  company  that  started  the  governance  revolution?  It 
says  it's  not  to  blame  for  the  failures  that  brought  it  down. 
"The  board  and  its  structure  were  more  than  adequate." 
wrote  W.  Neil  Eggleston,  an  attorney  representing  the  old 
Enron  board,  in  a  response  to  BusinessWeek.  "Enron's  man- 
agement and  outside  advisers  were  the  problem  at  Enron." 

While  extraordinary  changes  have  been  made,  the  gover- 


HALL   OF   SHAME 


Almost  overnight,  boards  that 
were  at  the  CEO's  beck  and 
call  are  more  skeptical  and 
independent  of  management 


nance  revolution  is  far  from  over.  Some  changes  proposed 
Enron's  wake — including  certification  of  financial  statemc 
by  CEOs,  a  ban  on  loans  to  officers  and  directors,  and  fa 
reporting  of  insider  stock  transactions — are  in  place, 
others  are  still  under  discussion,  including  expensing  of 
tions,  separation  of  the  roles  of  chairman  and  ceo,  and  an 
right  ban  on  company  side  deals  with  directors. 

Other  changes  that  aren't  on  most  boards'  radar  screens 
should  be.  Shareholders  need  more  power  to  choose  and  repl| 
directors.  They,  need  two  candidates  for  every  seat, 

simple  majority  of  votes  cast  she 
decide  the  election.  They  also  n«| 
access  to  the  information  that 
let  them  make  an  informed  chol 
Disclosure  of  board  roll-call  vol 
on  issues  such  as  executive  \\ 
would  go  a  long  way  toward  help| 
shareholders  decide  which  Candida 
deserve  their  vote.  And  shareholJ 
resolutions  should  be  easier  to  pa 
Supermajority  voting  requireme| 
should  be  eliminated.  Resolutions  should  be  binding. 

As  executives  and  board  members  watched  the  Enron 
ma  and  its  sequels  unfold,  many  came  away  with  a  rene\ 
sense  of  purpose.  Now,  the  reforms  they've  implemenlj 
promise  not  only  to  remake  the  corporation  but  also  to 
the  death  knell  for  the  imperial  ceo.  Almost  overnight,  boa 
that  were  at  the  ceo's  beck  and  call  are  more  independe 
skeptical,  and  determined  than  ever  to  hold  top  executives 
countable.  As  revolutions  go,  not  a  bad  start. 

By  Louis  Lavelle  in  New  Yi\ 


ADELPHIA 
COMMUNICATIONS 


Epic  self-dealing  by  members  of  the  Rigas  family  went  undetected.  Board  has  ousted  worst  offenders,  withhelc| 
$4.2  million  in  severance  for  founder  John  Rigas.  But  for  Adelphia  shareholders,  it's  too  little  too  late. 


ENRON  Biggest  governance  failure  in  modern  corporate  history.  The  board  twice  waived  its  ethics  guidelines  to  allow 

the  CFO  to  participate  in  off-balance-sheet  deals.  Ignored  warnings  from  auditors  concerning  "high-risk" 
accounting.  Failed  to  follow  up  on  allegations  from  whistle-blower  Sherron  Watkins.  Directors  disavowed 
responsibility  for  company  failure  under  oath  before  Congress. 

GLOBAL  Three  of  seven  directors  are  insiders.  Audit  committee  lacks  anyone  with  hands-on  finance  or  accounting 

CROSSING  experience.  Company  is  in  bankruptcy.  Accounting  is  under  investigation.  But  chairman  Gary  Winnick  is  sitting) 

pretty:  He  sold  $735  million  in  stock  before  company's  collapse. 


METROMEDIA 
FIBER  NETWORK 


TYCO 


Before  a  bankruptcy  filing  in  May,  three  of  board's  eight  members  had  ties  to  Metromedia  or  affiliated 
companies.  The  SEC  is  investigating  accounting  problems.  The  company  has  announced  it  will  write  down 
$4  billion  in  assets  and  restate  financials  for  three  quarters  in  2001.  Several  directors  sold  more  than 
$150  million  in  stock  before  the  company's  problems  became  widely  known. 

Disgraced  CEO  Dennis  Kozlowski  and  others  are  alleged  to  have  illegally  siphoned  off  more  than  $100  million  in 
corporate  assets.  An  internal  probe  revealed  that  at  least  three  directors  or  their  companies  for  years  received 
undisclosed  Tyco  payments  for  aircraft  leases  and  legal  services.  To  its  credit,  the  board  booted  out  director  Fran! 
Walsh  after  he  refused  to  return  $20  million  he  received  for  facilitating  the  CIT  Group  merger.  Tyco  is  suing  Koz- 
lowski to  recover  five  years  of  income  and  severance.  All  nine  Kozlowski-era  directors  are  leaving  next  year. 


WARNAC0 


Retail  downturn  plus  massive  debt  and  restructuring  charges  drove  Linda  Wachner's  once-mighty  underwear 
empire  into  bankruptcy  last  year— while  the  board  snoozed.  It  didn't  ask  for  Wachner's  resignation  until  five 
months  after  the  bankruptcy  filing.  Meanwhile,  accounting  errors  forced  the  board  to  restate  three  years  of 
financials.  The  SEC  is  considering  enforcement  action  against  the  company.  Two  steps  in  right  direction:  re- 
cruiting a  former  American  Express  CFO  for  board  and  fighting  Wachner's  demand  for  $25  million  in  severance 


' 


WORLDCOM  The  board  signed  off  on  financials  that  had  overstated  profits  by  $7.1  billion  since  2000.  Clifford  Alexander 

Jr.,  who  left  the  board  in  January  after  missing  half  the  meetings  in  2001,  is  chairman  of  Moody's  Investors 
Service,  which  didn't  downgrade  WorldCom  bonds  until  April.  Chairman  Bert  Roberts  owns  a  company  that 
was  paid  $405,000  by  WorldCom  to  provide  air-transportation  services.  Since  the  bankruptcy  filing  in  July, 
the  board  has  added  three  independent  directors  and  initiated  a  search  for  a  permanent  CEO. 
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GREAT  NUMBERS,  WEAK  GOVERNANCE: 
IS  AIG  A  SPECIAL  CASE? 


by  John  A.  Byrne 


By  almost  any  measure,  the 
board  of  insurance  giant 
American  International  Group 
Inc.  is  a  throwback.  With  20 
members,  it  seems  too  large  to  en- 
courage meaningful  discussion.  With 
nine  AIG  execs  holding  seats,  it  in- 
cludes far  too  many  insiders.  It  even 
lacks  a  single  currently  active  execu- 
tive among  its  independent  directors 
Until  only  recently,  the  board  also 
failed  to  have  a  separate  nominating 
committee  to  ensure  that  its  outside 
directors  are  truly  independent. 

Perhaps  more  troubling,  seven  of 
the  inside  directors,  including  Chair- 
man and  ceo  Maurice  R.  "Hank" 
Greenberg,  control  and  run  two  pri- 
vate companies  that  have 
substantial  business  dealings 
with  aig,  leaving  the  execs 
open  to  charges  of  self-deal- 
ing and  conflicts  of  interest. 
One  of  these  companies  is  a 
veritable  bank  vault,  paying 
out  tens  of  millions  in  cash 
and  stock  to  AIG  executives 
outside  the  purview  of  the 
board's  compensation  com- 
mittee. No  wonder  many 
governance  experts  consider 
the  board  among  the  weak- 
est in  Corporate  America. 

But  don't  tell  Greenberg 
that.  "Calling  us  one  of  the 
worst  boards  in  America 
would  be  an  atrocious  distor- 
tion of  fact,"  he  says,  point- 
ing to  the  superior  results 
the  insurer  has  posted  since 
he  took  it  public  33  years 
ago  as  evidence  that  the  un- 
usual governance  structure 
he  set  up  then  works. 

There's  no  doubt  that 
Greenberg  has  delivered  out- 
standing results.  He  built 
AIG  into  a  global  powerhouse, 
the  most  successful  insurance 
company  in  the  world.  Under 
his  leadership,  the  insurer's 
market  value  has  ballooned 
to  more  than  $140  billion,  up 
from  just  $452  million  in 
1969,  when  he  took  AIG  pub- 
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lie.  Net  income  soared  to  $5.4  billion 
last  year,  up  from  $13  million  in  1969. 
In  the  past  Ave  years,  it  has  handily 
outperformed  its  peers  and  the  Stan- 
dard &  Poor's  500-stock  index. 

Most  shareholders  aren't  overly 
concerned  about  aig's  governance. 
"There's  not  a  lot  that  I  can  complain 
about  based  on  what  this  company 
has  delivered,"  says  Kevin  W  Calla- 
han of  Boston-based  Century  funds, 
which  own  more  than  450,000  AIG 
shares.  "This  is  a  strong,  well-man- 
aged company." 

Is  aig  a  special  case?  Or  is  Green- 
berg clinging  to  a  governance  model 
more  appropriate  to  a  private  part- 
nership that  does  not  avail  itself  of 
the  public  capital  markets? 

At  least  by  the  standards  of  gover- 


nance experts,  aig's  unique  structureji 
doesn't  stand  up.  Some  critics  say  th 
strong-willed  Greenberg  is  out  of 
touch,  resisting  the  expectations  that 
shareholders  now  place  on  public  cor 
porations.  Until  two  years  ago,  insid- 
ers made  up  the  majority  of  aig's 
board.  When  Greenberg  served  on  tl 
New  York  Stock  Exchange's  gover- 
nance committee  earlier  this  year,  he 
was  in  the  losing  minority  in  arguing 
that  a  board  should  not  be  required 
have  a  separate  nominating  panel. 

"It's  an  old-style  board  dominated 
by  a  charismatic  and  highly  success- 
ful ceo,"  says  Charles  M.  Elson,  di- 
rector of  the  Center  for  Corporate 
Governance  at  the  University  of 
Delaware.  "Investors  are  basically 
jumping  out  of  an  airplane  with  him 
^^^^    without  a  parachute.  The 

standard  governance  protec- 
tions aren't  there." 

Greenberg  would  beg  to 
differ.  He's  effectively  argu- 
ing that  his  company's  stella 
performance  is,  by  definition 
evidence  of  a  strong  board 
and  good  governance.  The 
critics,  however,  argue  that 
shareholders  rarely  know  th 
value  of  a  well-functioning 
board  until  a  crisis  hits,  and 
they  say  that  the  governanc 
practices  at  aig  don't  inspire 
confidence. 

After  all,  even  the  Busi 
ness  Roundtable  insists  that 
all  major  public  corporations 
should  now  have  a  "substan- 
tial majority"  of  independent 
directors,  not  merely  a  sim- 
ple majority,  as  at  AIG. 
Greenberg  argues  that  the 
large  number  of  inside  direc 
tors,  who  together  own  25% 
of  aig's  outstanding  stock,  al 
lows  for  more  meaningful 
discussion.  "Their  interests 
are  directly  aligned  with 
those  of  the  shareholders," 
he  says.  "Is  there  a  guaran- 
tee that  if  we  had  more  out- 
side directors,  the  company 
would  have  done  much  bet- 
ter? I  would  challenge  that." 
As  for  the  outside  direc- 
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tors,  who  are  mostly  retired, 
Greenberg  insists  they  have  more 
time  to  devote  to  their  board  du- 
ties than  fully  employed  execs. 
And  he  defends  their  credentials. 
"How  many  people  can  I  get  who 
understand  trade  issues  with 
Japan  and  China  as  well  as  [former 
U.S.  Trade  Representative]  Carla 
Hills?"  he  asks.  "Who  knows  more 
about  infrastructure  funds  around 
the  world  than  Barber  Conable, 
who  ran  the  World  Bank?  Christ, 
this  is  a  good  board." 

With  governance  front  and  cen- 
ter in  the  minds  of  shareholders, 
Greenberg  has  made  some  conces- 
sions. He  has  added  an  independ- 
ent nominating/governance  com- 
mittee, stopped  the  fees  the 
company  paid  director  Hills  and 
the  law  firm  of  board  member  M. 
Bernard  Aidinoff,  and  put  a  major- 
ity of  outsiders  on  the  board's  ex- 
ecutive committee,  which  can  act 
when  the  full  board  is  not  in  ses- 
sion. Addressing  charges  that 
there  was  no  succession  plan  in 
place,  the  77-year-old  Greenberg 
also  has  named  co-chief  operating 
officers  and  established  a  seven- 
person  office  of  the  chairman. 

Many  of  aig's  idiosyncrasies 
date  back  to  1969,  when  Green- 
berg took  AIG  public.  He  wanted 
access  to  public  capital  for  his  am- 
bitious growth  plans,  but,  with  a 
core  group  of  insiders,  he  also 
wanted  to  retain  an  unusual  de- 
gree of  ownership  and  control.  "I 
wanted  to  maintain  a  quasi-pri- 
vate-company mentality  in  manag- 
ing a  public  company,"  he  says. 
"We  have  the  best  of  both  worlds." 

Rather  than  taking  the  full  val- 
ue of  their  holdings  when  AIG  went 
public,  he  and  several  other  insid- 
ers took  only  the  book  value  of  the 
stock.  The  difference — roughly 
$110  million  in  AIG  stock — was  ulti-   — 
mately  stashed  away  in  Starr  Interna- 
tional Co.  (sico),  a  Bermuda  company. 
The  value  of  those  shares  has  grown 
to  more  than  $20  billion,  representing 
some  12%  of  aig's  outstanding  shares, 
sico   has  little  business  purpose  other 
than  to  reward  current  and  future  AIG 
executives — above  and  beyond  what 
they  receive  directly  from  AIG. 

Some  600  of  aig's  top  executives 
get  "units"  that  represent  AIG  shares 
or  cash  from  a  compensation  plan 
thai  is  not  administered  by  the  com- 
pensation committee  of  aig's  board. 


IN  THE  SHADOW  OF  AIG 

Governance  critics  worry  that  CEO 
Hank  Greenberg's  involvement  in  two  pri- 
vate companies  that  have  substantial  deal- 
ings with  AIG  poses  a  conflict  of  interest 


C.V.   STARR 


Background  Formerly  money-losing  insurance 
agencies  when  AIG  went  public  in  1969. 
Business  Purpose  Underwrites  specialty 
insurance  and  owns  AIG  stock. 

Relationship  to  AIG  AIG  paid  $77  million 
in  commissions  to  Starr  last  year — 36% 
of  Starr's  gross  revenues. 
CEO  Hank  Greenberg. 
CEO  Pay  Undisclosed. 
Board  Among  14  directors  are  Greenberg 
and  six  other  insiders  on  AIG  board. 
Ownership  Greenberg  owns  21.7%;  70 
other  AIG  officers  and  retirees  own  rest. 


STARR   INTERNATIONAL   (SICO) 


Background  Officers  of  AIG  contributed 
$110  million  in  AIG  stock  from  the  IPO 
to  create  a  pool  to  compensate  top  AIG 
employees.  Pool  is  now  worth  more  than 
$20  billion. 

Business  Purpose  Funnels  incentive 
rewards  to  600  top  executives  at  AIG 
outside  the  purview  of  AIG's  compensa- 
tion committee.  Also  owns  golf  course 
and  real  estate. 

Relationship  to  AIG  SICO  gave  AIG's  top 
five  execs  bonuses  worth  more  than  $55 
million  in  2000. 
Chairman  Hank  Greenberg. 
Chairman  Pay  Undisclosed. 
Board  Among  15  directors  are  Greenberg 
and  six  insiders  on  AIG's  board. 
Ownership  Greenberg  owns  8.3%  of  vot- 
ing shares,  11  other  AIG  officers  and  re- 
tirees own  rest. 

Data:  Company  reports 

The  rewards  also  function  as  golden 
handcuffs,  because  they  cannot  be 
collected  until  an  employee  retires  af- 
ter reaching  age  65.  In  2000,  Stan- 
dished  out  bonuses  worth  more  than 
$55  million  to  the  company's  top  five 
officers,  including  $23.7  million  to 
Greenberg  alone. 

"It's  a  unique  arrangement  in  a 
company  of  that  size."  says  Kenneth 
A.  Bertsch,  director  of  corporate  gov- 
ernance at  tiaa-ckef,  the  teachers' 
pension  fund.  One  result,  he  says,  is 
that  aig's  stock  options  represent  just 


3.5%  of  outstanding  shares — far 
low  the  15%  threshold  the  fund  h 
set  for  companies  in  its  portfolio 

Greenberg  makes  the  same 
point,  arguing  that  shareholders 
benefit  greatly  from  this  highly  un 
usual  plan  because  aig  doesn't  hav 
to  pay  out  as  much  compensation. 
"If  we  didn't  have  that,  the  option 
outstanding  at  aig  might  be  5  or 
10  times  as  great,"  he  says.  What 
we've  done  is  so  misunderstood. 
There  has  never  been  a  more  gen- 
erous act  on  the  part  of  a  group  of 
people  in  Corporate  America." 

But  governance  critics  note  that 
a  separate  compensation  scheme 
controlled  by  Greenberg  and  a 
handful  of  insiders  can  have  a  per-; 
verse  effect.  "Since  the  top  offi- 
cers control  it,  the  compensation 
program  could  stifle  any  dissent 
that  could  legitimately  come  be- 
fore the  board,"  says  Delaware's 
Elson.  "It  creates  a  company  with- 
in a  company  that  is  at  odds  with 
the  transparency  we  expect  from 
a  public  corporation." 

Yet  another  private  outfit,  C.V. 
Starr  &  Co.,  has  a  small  collection 
of  insurance  agencies  that  were  los- 
ing money  when  Greenberg  took 
AIG  public.  He  says  he  didn't  want 
to  saddle  aig's  new  investors  with 
the  business.  So  he  and  the  same 
group  of  insiders  kept  ownership 
of  the  now-profitable  agencies.  If 
they  had  included  this  business  in 
the  original  aig  public  offering, 
however,  aig's  shareholders  may 
have  realized  benefits  from  that 
turnaround.  Last  year,  AIG  paid  $77 
million  in  commissions  to  this  pri- 
vate entity,  run  and  controlled  by 
Greenberg  and  other  AIG  insiders. 

Isn't  that  a  blatant  conflict  of  in- 
terest? Not  at  all,  argues  the  ceo. 
Greenberg  maintains  the  transac- 
tions are  at  arm's  length  and  often 
■    are  less  advantageous  to  the  Starr 
agencies.  "We  try  to  bend  over  back- 
ward to  be  even  more  evenhanded," 
he  claims,  "aig  gets  hundreds  of  mil- 
lions of  dollars  in  premiums  that  way. 
Where's  the  conflict?" 

Until  now,  investors  have  placed 
their  faith  in  Greenberg's  extraordi- 
nary abilities,  and  he  has  certainly 
earned  their  trust.  He  is  a  one-of-a- 
kind  entrepreneur  who  has  built  a 
one-of-a-kind  company.  Whether 
Greenberg's  form  of  governance 
could  survive  after  he's  gone  is  an- 
other question.  ■ 
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Finance 


MORTGAGES 


THE  HOUSING  BOOM'S 


DARK  SIDE 


Scams  and  over- 
extended buyers 
threaten  the 
market's  strength 

When  Sheila  Stoner  got  a 
second  mortgage  and 
home  equity  line  of  credit 
a  year  and  a  half  ago,  she 
thought  it  was  the  answer 
to  her  prayers.  The  loan 
let  her  buy  desperately  needed  ameni- 
ties for  her  terminally  ill  parents — her 
mother  has  Alzheimer's,  and  her  father, 
cancer.  She  bought  a  van  for  $30,000  to 
drive  them  to  doctors  and  embarked  on 
a  $60,000  renovation  to  make  their 
house  more  accessible.  Only  when  Ston- 
er fell  behind  on  her  monthly  payments 
earlier  this  year  did  she  ask  herself  why 
she  was  paying  such  staggering  interest: 
23%  on  the  mortgage  and  19%  on  the 
credit  line. 

Normally,  only  borrowers  with  bad 
credit  get  stuck  with  rates  like  that — 
and  that's  not  Stoner,  a  New  Haven  so- 
cial worker  who  earns  a  salary  in  the 
mid-five  figures  and  had  scant  debt  at 
the  time  of  the  loan.  Frantic  for  money, 
she  had  jumped  at  the  first  offer — and 


was  taken.  "All  I  know  is  that  this  par- 
ticular lender  kept  calling  me  and  telling 
me  this  was  the  lowest  rate  I  could  get 
on  a  second  mortgage.  He  said  I  had  to 
act  right  away  or  I'd  lose  it,"  says  Ston- 
er. Crystal  Clark,  a  credit  adviser  at 
Consumer  Credit  Counseling  Service  of 
Southern  New  England,  who  recently 
helped  her  refinance  all  of  her  loans  at  a 
lower  rate,  says:  "There  was  no  reason 
for  Sheila  to  be  paying  such  high  rates." 

Stoner's  case  highlights  the  under- 
side of  the  sizzling  housing  and  mort- 
gage market.  With  interest  rates  at 
their  lowest  in  four  decades,  con- 
sumers— many  of  them  financially  un- 
sophisticated— are  rushing  to  get  in  on 
the  mortgage-money  bonanza.  "There's  a 
'get  in  now  or  you'll  lose  out  forever 
on  these  low  rates'  kind  of  fevered 
pitch,"  says  Gary  Gordon,  a  consumer:fi- 
nance  analyst  at  UBS  Warburg. 

The  rich  pickings  have  brought  out 
hordes  of  unscrupulous  and  fraudulent 
operators.  Scams  range  from  what  Ston- 
er experienced — a  sleazy  mortgage  bro- 
ker persuading  a  creditworthy  borrower 
to  accept  an  outrageous  rate — to  shock- 
ingly high  fees  slapped  on  at  closing  to 
rings  of  developers,  appraisers,  and 
mortgage  brokers  who  collude  to  push 
shoddy,  overpriced  homes  on  unsus- 
pecting consumers.  Another  variant: 
house-flipping,  where  "investors"  buy 
rundown  houses  dirt  cheap,  make  cos- 


metic improvements,  then  sell  at  va* 
inflated  prices. 

Mortgage-  and  housing-related  sw 
dies  have  risen  over  25%  in  the  j 
year,  says  the  FBI.  Borrowers  who 
victim  to  aggressive  lenders  alone 
$9  billion  more  than  they  should 
loans,  says  Kurt  Eggert,  a  law  profes 
at  Chapman  University  in  Orange,  C< 
Adds  James  Croft,  director  of  the  M< 
gage   Asset   Research   Institute    I 
(mari)  in  Reston,  Va.:  "People  have 
ured  out  that  robbing  banks  is  too  ha 
The  real  money  these 
days  is  in  real  estate." 

A  great  facilitator  in 
all   this   has   been   the 
Internet.      Mortgage 
lenders  embraced  online 
applications  and  auto- 
mated credit  analysis  to 
speed  the  loan  process 
and  extend  their  geo- 
graphic reach  without 
having  to  hire  more 
salespeople.   But   the 
disappearance  of  face- 
to-face  and  even  much 
phone     contact     has 
made  life  easier  for 
fraudsters.  Today,  at 
least    a    quarter    of 
fraud  cases  involve 
phony  mortgage  ap- 
plications, according 


GOTCHA! 

Soaring  home 
prices  are  making 
eager  buyers 
easy  prey 
for  scamsters 


FEES 
RIP-OFF 

Mortgage  brokers 
spring  big  new  fees 
at  closing  when 
buyers  already  have 
money  at  stake  and 
are  afraid  to  say  no 


OVERPRICED 
CREDIT 

Lenders  and  brokers 
convince  people 
with  good  credit 
that  they  qualify 
only  for  high-cost 
subprime  loans 


OVERBLOWN 
VALUATIONS 

Developers  work 
in  cahoots  with 
dishonest  appraisers 
to  sell  poorly 
constructed  houses 
at  inflated  prices 


INSURANCE 
SCAMS 

Lenders  illegally 
tell  borrowers 
that  they  must  buy 
pricey  credit 
insurance  to 
secure  a  mortgage 


Delinquencies  are  up,  and  a  record  number  of  loans  are 
in  foreclosure-not  even  counting  "subprime"  loans 


MARi.  Bankers  say  many  borrowers 

I|Ke  advantage  of  the  new  automated 
" iding  processes  to  pull  the  wool  over 
^ir  eyes.  "Business  volumes  are 
■etching  our  systems  to  the  max,  and 
it's  why  you're  seeing  a  rise  in  fraud," 
vs  Douglas  G.  Duncan,  chief  econo- 
st  at  the  Mortgage  Bankers  Assn. 
The  mortgage  process,  in  which  each 
lyer  has  a  financial  stake  in  making 
re  the  deal  goes  through,  encourages 
ceit.  To  keep  the  wheels  moving,  the 
iltor  recommends  a  pliant  mortgage 
oker  to  a  buyer.  The  realtor  or  broker 
ly  also  recommend  an  appraiser  who 
Jl  value  a  house  often  at  a  higher  price, 
ra  all  one  big  game  of  collusion,"  says 
chard  DiMaggio,  a  lawyer  who  is  writ- 
X  a  book  on  mortgage  fraud.  "If  one  of 
ase  professionals  doesn't  deliver — say, 
e  mortgage  broker 
n't  get  a  loan 
rough,  or  an 
praiser  comes 
with  a  lower 
praisal 


than  anticipated — they  don't  get  used 
again  by  that  realtor." 

Identifying  and  prosecuting  the  cul- 
prits has  proven  difficult  because  most 
real  estate  operators  run  independent, 
local  businesses.  It's  so  frustrating  that 
lawyers  for  victims  of  small,  unscrupu- 
lous lenders  are  targeting  large  compa- 
nies that  buy  and  consolidate  mortgages. 
In  2000,  a  Pennsylvania  Banking  Dept. 
examination  of  GMAC-Residential  Fund- 
ing Corp.'s  practices  concluded  that  it 
had  bought  loans  from  16  unlicensed 
mortgage  brokers  who  tacked  on  ille- 
gal fees.  GMAC-RFC,  which  faces  at  least 
one  class  action  based  on  these  charges, 
didn't  respond  by  pi  ess  time,  but  a 
source  close  to  the  case  says  gmac-rfc 
denied  wrongdoing  in  its  response.  "It 
used  to  be  the  street-corner  loan  shark 
who  did  this,"  says  Thomas  J.  Methvin, 
a  Montgomery  (Ala.)  lawyer  who  rep- 
resents mortgage-fraud  victims.  "Now, 
it's  the  subsidiaries  or  agents  of  the 
banks  located  in  the  tall  buildings  on 
Wall  Street." 


Easy  money  is  attracting  a  frighten- 
ing new  element.  Last  year,  Richard 
Wood,  a  53-year-old  mortgage  broker 
and  real  estate  seminar  instructor,  was 
fatally  shot  in  his  front  yard  in  Las  Ve- 
gas. Police  suspect  a  revenge  killing. 
Wood  had  swayed  seminar  participants 
to  invest  in  bogus  property  deals,  de- 
frauding them  of  as  much  as  $6  million, 
according  to  his  own  bankruptcy  court 
filings.  "There  is  now  a  hard-core  crim- 
inal element  involved,"  says  investigator 
Connie  Wilson  of  App-Intell,  a  mort- 
gage-fraud investigative  agency.  "You've 
got  money-laundering  operations  in  Mi- 
ami involving  real  estate  and  rings  of 
thugs  in  California  doing  house-flipping 
scams.  That's  come  about  in  the  past 
two  years  or  so." 

Rogue  elements  from  the  securities 
industry — many  of  them  refugees  of  the 
tech-stock  bubble's  collapse — are  plying  a 
new  trade  as  mortgage  brokers.  On  Aug. 
29,  Jeffrey  L.  Greene,  a  32-year-old 
Greenville  (S.  C.)  mortgage  broker,  whom 
an  Assistant  U.  S.  Attorney  for  the  Dis- 
trict of  South  Carolina  describes  as 
"clean-cut,  very  professional-looking," 
pled  guilty  in  Spartanburg  (S.  C.) 
Federal  Court  to  falsifying  hundreds 
of  loan  applications  from  unqualified 
people  who  wanted  to  buy  mobile 
homes.  As  a  stockbroker  in  the 
mid-1990s,  Greene  accepted  a 
permanent     ban     from     the 
industry  by   the   National 
l.      Association  of  Securities 
Dealers      and      settled 
allegations,       without 
admitting  or  denying 
guilt,  that  he  stole 
at  least  $10,000  of 
investors'  money. 
Consumer 
advocates  and 
mortgage  ex- 
perts say  the 
real  drivers  of 
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AS  HOME-LOAN  RATES  HIT 
40-YEAR  LOWS... 


EASY  COME,  EASY  60 

...CONSUMERS  RUSHED  TO  BUY 
OR  REFINANCE  HOMES... 


...BUT  MANY  CAN  NO  LONGER 
KEEP  UP  THE  PAYMENTS 
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fraud  are  industry  pros.  One  of  the 
fastest-growing  scams,  for  example,  is 
filing  loan  applications  using  identities  of 
dead  people  from  obituaries  and  ge- 
nealogy Web  sites.  A  misguided  con- 
sumer fudging  a  poor  credit  history  is 
unlikely  to  go  to  such  lengths.  "Bor- 
rowers don't  have  the  savvy  to  know 
which  documents  to  falsify.  They're  often 
coached  by  loan  officers  or  brokers," 
says  Robert  Simpson,  president  of 
Imarc,  a  Newport  Beach  (Calif.)  mort- 
gage-fraud investigator. 

Banks  are  stalling  to  realize  that  this 
puts  them  at  risk.  "Banks 
used  to  say  that  a  certain 
amount   of  fraud   is   the 
cost   of  doing  business. 
Not  anymore.  It's  costing 
them  a  lot  of  money,  and 
they're  finally  going  af- 
ter it,"  says  Simpson. 

Easier  said  than  done. 
The  explosion  of  cyber- 
fraud  is  leaving  regulators 
and  then*  patchwork  of  ju- 
risdictions in  the  dust.  The 
Housing  &  Urban  Devel- 
opment Dept.,  Federal 
Trade  Commission,  and 
Federal  Reserve  Board 
all  regulate  mortgage 
lending.  But  lending 
rules  vary  by  state,  as 
do  licensing  rules  for 
brokers,  appraisers,  and  title  companies. 
And  most  enforcement  is  carrieo  out  at 
state  level.  "There  are  at  least  10  dif- 
ferent laws  that  govern  the  mortgage 
industry,  and  three  main  groups  dis- 
cussing reform  with  consumer  advo- 
cates," says  Joseph  L.  Falk,  former 
president  of  the  National  Association  of 
Mortgage  Brokers.  One  major  nation- 
wide reform  in  the  works  is  a  HUD-pro- 
posed  rule  that  would  make  lenders  dis- 
close fees  and  guarantee  loan  prices  up 
front. 

Mortgage  brokers  have  become  a  far 


bigger  cog  in  the  system.  A  decade  ago. 
most  folks  headed  to  their  local  bank 
to  meet  with  a  mortgage  specialist — 
and  prayed  they'd  pass  muster.  Now, 
more  than  half  of  borrowers  use  mort- 
gage brokers,  up  from  11%  15  years 
ago.  The  broker  often  helps  fill  out  pa- 
perwork— sometimes  padding  it  with 
numbers  he  knows  are  acceptable  to  a 
lender.  Increasingly,  brokers  make  loans 
themselves — which  they  sell  to  banks 
that,  in  turn,  package  and  sell  them  as 
mortgage-backed  securities.  "You  have  a 


FRAUD  FEVER  SPOTS 


FRAUD  ACTIVITY  SCALE 
FROM  LOWEST  TO  HIGHEST 


lot  of  room  for  fraud."  says  Natt  Carey, 
a  former  mortgage  banker  who  is  now  a 
special  agent  with  the  FBI  in  Memphis. 
"[These  lenders]  aren't  federally  funded 
institutions — they  just  sell  their  package 
and  they're  out  of  the  loop." 

Consumer  advocates  say  mortgage 
brokers  commit  a  range  of  abuses,  but 
Applntell's  Wilson  blames  "20%  of  the 
brokers  for  80%  of  the  problems."  The 
most  common  are  last-minute  fees,  says 
Jack  Guttentag,  professor  of  finance 
emeritus  at  the  University  of  Pennsyl- 
vania's Wharton  School.  "Some  mort- 


gage brokers  and  lenders  will  fai 
mention  certain  fees  until  the  borro 
is  in  too  deep  to  bail  out."  Gutten 
who  runs  a  Web  site  offering  mortg 
advice,  www.mtgprofessor.com,  is  so 
censed  about  this  and  other  pract: 
that  he  has  started  a  professional 
ganization.  Upfront  Mortgage  Brok<| 
for  brokers  who  agree  to  do  bus 
ethically. 

Such  efforts  won't  have  much  im 
unless  they  include  other  links  in 
chain,  such  as  appraisers.  Steve  Nic 
a  Frisco  (Tex.)  appraiser,  says 
because  appraisers 
on  a  few  lenders 
brokers  for  referr 
coming   up    with 
"wrong"  number  is 
reer  suicide:  "It's  just 
possible  for  a  small 
praiser  to  survive  with 
being  creative." 

In  some  cases,  the  t: 
corruption  leads  all  the 
to  homebuilders  who  lure  b 
ers  with  instant  financing 
hindsight,  says  Maxine  Wilson 
law  firm  administrator,  the  set 
less  loan  process  should  ha 
tipped  her  off  that  the  hoi 
she  bought  in  a  New  York  C 
suburb  in  1997  had  problems: 
was  way  too  easy.  When  the  lc 
manager  walks  into  a  builder's 
fice,  takes  your  application,  and  guar 
tees  that  you're  going  to  be  approv 
something  is  wrong." 

Now,  Wilson  says  her  home  is  sinki 
The  foundation  is  cracked,  and  she  1 
mildew  in  her  attic — where  the  ba 
room  vents.  Wilson  bought  the  house 
$  140.000  from  father-and-son  buildt 
Isaac  and  Robert  Toussie.  Two  years  1 
er,  it  was  appraised  for  $15,000  less 
one  of  the  hottest  U.  S.  housing  marke 
Wilson  and  200  others  filed  a  suit  in  f< 
eral  court  against  the  Toussies,  but 
was  thrown  out  on  Sept.  20  after  faili 
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Finance 


As  mortgage-backed  securities  have  shifted  risk  from 
banks  to  investors,  lending  standards  have  dropped 


to  qualify  as  a  class  action.  In  May,  2001, 
Issac  Tbussie  pleaded  guilty  to  fraud  in 
federal  court  on  Long  Island  for  illegally 
obtaining  federal  housing  loans.  On  Sept. 
25,  Robert  Toussie's  lawyer,  Richard  C. 
Hamburger  of  Hamburger,  Maxson  & 
Yaffe  LLP  in  Melville,  N.  Y.,  said  his  client 
is  so  confident  of  the  quality  of  his  hous- 
es that  he  will  offer  to 
buy  back  those  of  Wilson 
and  the  two  other  lead 
plaintiffs  and  pay  their 
moving  expenses  and 
$5,000.  Hamburger  said  a 
letter  will  go  out  to  the 
plaintiffs  on  Sept.  26. 

Aggressive  mortgage 
practices  could  haunt 
banks  as  the  economy 
weakens.  In  their  eager- 
ness to  lend,  banks  have 
pushed  too  many  people 
to  take  on  too  much  debt. 
These  borrowers  are  ex- 
tremely vulnerable  to 
higher  interest  rates  and 
rising  unemployment. 
That  raises  the  prospect 
of  a  flood  of  defaults.  And 
a  wave  of  distressed  prop- 
erties would  have  major 
implications  for  the  hous- 
ing market — one  of  the 
few  areas  of  the  economy 
that  is  thriving.  Fannie 
Mae  and  Freddie  Mac, 
government-sponsored 
mortgage  guarantors, 
which  purchase  about  half 
of  all  mortgages,  are  like- 
ly to  exercise  their  right 
to  force  banks  to  buy 
back  bad  loans. 

Already,  the  number  of 
home  buyers  struggling  to  make  month- 
ly payments  is  ratcheting  up.  Loan 
delinquencies  have  steadily  risen  in  the 
past  24  months,  to  the  point  where 
nearly  1  in  20  home  loans  is  delin- 
quent— one  of  the  highest  rates  in  the 
past  decade.  A  record  number  of  loans 
are  in  foreclosure — and  that's  not  even 
counting  "subprime"  loans  to  people 
with  bad  credit,  according  to  the  Mort- 
gage Bankers  Assn. 

Banks'  lax  practices  bear  a  heavy 
share  of  the  blame  for  creating  this  any- 
thing-goes  climate.  They  promote  "125% 
mortgages"  that  let  people  borrow  the 
full  price  of  their  house  plus  extra  cash 


to  "pay  for  a  vacation,  college  tuition, 
whatever  you  need  it  for!",  in  the  words 
of  one  ad.  Then  there's  the  prolifera- 
tion of  "lo  doc"  and  "no  doc"  loans  re- 
quiring little  or  no  documentation  of  in- 
come or  employment  status  and  often 
carry  high  rates. 

The  process  has  become  so  automated 


I 
i 

T 

I 


SINKING  HOUSE 

Wilson  now  believes 
the  builder's  instant 
financing  was  a  tip-off 


that  a  borrower  can  get 
preapproval  in  "five  minutes 
or  less"  on  some  Web  sites. 
Borrowers  can  apply  for  a 
loan  through  eloan.com,  a 
portal  backed  by  legitimate 
banks  such  as  Wells  Fargo  &  Co.  that 
abide  by  fair  lending  practices.  But 
there  are  plenty  of  Web  sites  that  pitch 
preapprovals  to  people  with  bad  credit. 
Many,  say  experts,  are  backed  by  un- 
scrupulous mortgage  brokers  or  lenders. 
Securitization,  in  which  banks  pack- 
age mortgages  and  sell  them  to  insurers 
and  pension  funds,  has  played  a  big  role 
in  the  industry's  sagging  standards.  As 
risk  has  shifted  from  their  balance 
sheets,  the  nation's  biggest  blue-chip 
banks  have  become  wholehearted  par- 
ticipants in  the  subprime  lending  mar- 
ket— a  market  they  avoided  in  the  past 
and  one  that  has  become  notorious  for 


abusive  practices.  Citigroup  rec  I 
agreed  to  pay  $215  million,  the  la 
consumer  mortgage  settlement  ii 
history  of  the  ftc.  Associates  First  J 
ital  Corp.,  which  Citigroup  boug 
1998,  allegedly  required  thousam 
customers  to  buy  unnecessary  cred 
surance  on  high-interest-rate  mortg 
Citi  didn't  admit  or 
guilt,  saying  the  ch< 
predate  the  acquisit  I 

Citi  isn't  the  onlyll 
facing  such  complaM 
When  a  HouseholdB 
nance    Corp.    salei-H 
came   knocking   on  n 
door  of  one  couple's  ill 
est  Natchez  (Miss.)  hll 
last   year,   they   in\|i 
him  in.  Within  minifj 
the   salesman  had 
suaded  them  to  take 
a  second  mortgage 
pay  off  their  credit  c 
The  pitch  sounded 
He  could  consolidat 
their   bills    and    rec 
their  monthly  pa\ 
Allegedly,  there  was 
other  little  thing 
would  have  to  pure 
$15,000  in  credit  in 
ance.  "He  told  them: 
the  only  way  you  can 
the  loan,'"  says  Met 
their  lawyer.  But  it  ti 
out      credit      insur 
wasn't  required.  And 
refinancing  will  cost  them  twice  as  n 
in  the  long  run  than  if  they  had  sin 
paid  down  their  credit-card  bills, 
cording  to  their  lawyer.  They,  along  ^ 
16  others,  are  suing  Household  Fina 
Megan  Hayden,  a  Household  Fin; 
spokeswoman,  says:  "The  credit  in 
ance  these  customers  purchased 
optional  and  clearly  disclosed  as 
and  reinforced  through  our  loan-clos 
video  and  satisfaction  survey." 

Many  of  the  problems,  say  expe 
could  be  remedied  if  current  laws  w 
enforced — by  one  regulatory  body.  ' 
fact  is,  fraud  costs  plenty.  Who  pays 
it?  "It  winds  up  back  in  the  consum 
pocket  in  the  form  of  higher  fees  : 
rates."  says  the  Mortgage  Bank 
Assn.'s  Duncan.  And  that's  perhaps 
biggest  scam  of  all. 

By  Marcia  Vvck 
Heather  Timmons  in  Xew  Y 
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e/CORR  I  DOR 


The  eCorridor  is  now  lined  with  even  greater  opportunity.  The  Third  Frontier  Project  is  the 
state's  largest  commitment  ever  to  expanding  ohio's  high-tech  research  capabilities  and  promotir 
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NOTIBES  OFFER   AN    EVER 

panding  list  of  promising 
es,  from  ultrafast  chips  to 
Jperstrong  materials.  But 
3  tools  are  still  evolving  to 
range  these  cylinders — 
th  walls  just  one  carbon 
>m  thick — into  building 
»cks  for  useful  structures. 
m,  a  molecular-scale  weld- 
method  is  taking  scien- 
ts  one  step  closer  to  har- 
ssing  nanotubes. 

team  led  by  Pulickel 
ayan,  a  professor  at  Rens- 
aer  Polytechnic  Institute  in 
)y,  N.Y.,  uses  a  high- volt- 
electron  microscope  to 
,t  the  area  where  two  sin- 
walled  nanotubes  overlap. 
e  process  creates  bonds 
i  similar  strength  and  elec- 
cal  properties  to  the  sur- 
mding  nanotubes.  "We  can 
jin  to  control  the  arrange- 
nt  and  conductivity  of  the 
bon  strands,"  Ajayan  says, 
xt,  he  wants  to  see  if 
aper  ion  beam  guns  used 
microelectronics  manufac- 
ing  can  accomplish  the 
ne  task.  Adam  Aston 
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LIGHT  RAIL:  GERMAN  TEST  RUN 


MAGLEV  TAKES  THE  STRAIN  OFF  THE  TWAIN 

CHINA  IS  PLANNING  AN  UNUSUAL  CELEBRATION  TO  END 

the  year.  On  Dec.  31,  a  group  of  Beijing  officials  will 
join  local  dignitaries  in  Shanghai  for  rides  on  China's 
new  magnetic-levitation  train.  It  wall  literally  fly  the  19 
miles  between  downtown  Shanghai  and  Pudong  Airport 
at  a  blazing  270  mph,  suspended  less  than  one-half  inch 
in  the  air  on  magnetic-force  fields.  When  the  system  en- 
ters full-time  service  next  June,  it  will  become  the 
world's  only  commercial  maglev  train. 

Others  may  soon  follow.  Transrapid  International,  the 
Berlin  company  supplying  the  maglev  technology,  pre- 
dicts that  the  Chinese  achievement  will  breathe  new 
life — and  funding — into  several  maglev  projects  in  Eu- 
rope and  the  U.S.,  some  of  which  have  been  studied  for 
a  decade  or  more.  Next  year,  Congress  is  set  to  take 
another  look  at  maglev  trains  for  the  U.  S.  when  it  con- 
siders a  new  transportation  appropriations  bill,  and  J. 
Christopher  Brady,  president  of  Transrapid  Internation- 
al USA,  boasts  that  maglev  offers  tempting  economics.  If 
members  of  Congress  were  to  pump  new  money  into 
Amtrak,  Brady  says,  "they'd  probably  have  to  subsidize 
it  every  year  afterwards.  But  if  they  commit  the  same 
capital  infusion  to  maglev,  they'll  never  see  us  again." 

Because  maglev  eliminates  the  friction  between 
wheels  and  rails,  he  explains,  both  maintenance  and  op- 
erating expenses  are  slashed  by  33%  or  more — enough 
to  make  most  train  service  profitable.  That's  one  reason 
China  is  now  studying  a  maglev  line  running  from 
Shanghai  to  Beijing,  800  miles  north.  Otis  Port 


INNOVATIONS 


■  Research  by  the  National 
Institutes  on  Aging  has  found 
evidence  that  common  pain 
relievers  may  delay  the  on- 
set of  Alzheimer's  disease. 
The  study,  reported  in  the 
journal  Neurology,  discovered 
that  the  long-term  use  of  as- 
pirin and  nonsteroidal  anti- 
inflammatory drugs  (nsaids), 
such  as  ibuprofen,  may  re- 
duce the  risk  of  the  disease, 
provided  they  are  used  well 
before  the  onset  of  dementia. 
Investigators  assessed  5,092 
residents  aged  65  and  up  of 
Cache  County,  Utah,  for  signs 
of  Alzheimer's,  and  took  their 
drug  histories.  When  partici- 
pants were  reexamined  three 
years  later,  the  researchers 
found  that  the  risk  of  devel- 
oping Alzheimer's  for  those 
who  had  taken  nsaids  regu- 
larly more  than  two  years  be- 
fore the  start  of  the  trial  was 
45%  less  than  for  nonusers. 

■  An  epilepsy  drug  may  help 
prevent  migraines,  says  new 
research.  And  it  has  poten- 
tially welcome  side  effect — 
weight  loss.  Dr.  Stephen  Sil- 
berstein  of  Thomas  Jefferson 
University  in  Philadelphia 
told  a  recent  migraine  meet- 
ing that  the  Johnson  & 
Johnson  drug  Topamax  qui- 
eted over-excited  brain  cells, 
which  sensitize  pain  centers. 
In  a  study  of  400  patients, 
about  half  of  those  given 
Topamax  saw  the  number 
and  length  of  their  head- 
aches halved.  The  patients 
also  lost  an  average  of  3.8% 
of  their  body  weight. 


LLING  CANCER 
ITH  AN  ARMY 
:T-CELLS 

R  25  YEARS,  DR.  STEVEN  A. 

senberg,  chief  of  surgery 
the  National  Cancer  Insti- 
:e,  has  been  trying  to  prod 
!  immune  system  into  seek- 
l  out  and  killing  cancer 
Is.  Early  on,  he  discovered 
it  the  body  does  manufac- 
re  killer  T-cells  aimed  at 


tumors,  but  the  response  is 
far  too  feeble  to  beat  back 
the  cancer.  So  Rosenberg 
tried  extracting  such  killer 
cells  from  tumors,  growing 
them  in  large  numbers,  and 
putting  them  back  into  the 
body.  Unfortunately,  the  cells 
typically  last  for  only  a  few 
hours,  not  long  enough  to 
make  a  difference. 

Now,  Rosenberg  has  de- 
veloped a  more  radical — and 
promising — approach.  Before 


adding  back  billions  of  the 
tumor-fighting  cells,  he  uses 
drugs  to  temporarily  elimi- 
nate the  body's  normal  im- 
mune system.  The  reinfused 
killer  T-cells  then  divide  and 
spread  like  wildfire  in  the 
body,  creating  a  powerful 
army  against  the  tumor. 
"This  is  a  technique  for  gen- 
erating staggering  amounts 
of  tumor-fighting  cells,"  he 
says. 

In  the  first  results,  de- 


scribed Sept.  19  in  the  on- 
line edition  of  Science,  6  of 
13  patients  with  advanced 
metastatic  melanoma  had 
dramatic  or  noticeable  tumor 
regression.  One  patient,  16 
years  old  at  the  time  of 
treatment,. is  cancer-free  two 
years  later.  Rosenberg's  lab 
is  now  trying  to  figure  out 
why  three  of  the  patients 
had  no  response — and  is 
working  on  ways  to  boost  T- 
cells  further.        John  Carey 
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POWER  POSITION 


ANOTHER    REASON    PSEG    HAS    WALL    STREET'S    ATTENTION] 


In  the  energy  business,  one  key  to  being  a  successful  player  is  strategic  positioning 


in  a  stable,  profitable  marketplace.  As  a  market  leader,  PSEG  has  helped  make 


PJM  (the  Pennsylvania,  New  Jersey,  Maryland  network)  one  of  the  most  highly 


regarded  power  pools  in  the  U.S.  It's  a  location  which  provides  a  sound  trading 


environment,  supportive  regulations  and  extensive  transmission  access.  But  this 


doesn't  mean  the  company  is  resting  on  its  accomplishments  either — PSEG  continues 


to  expand  its  generating  capacity  here  to  meet  the  burgeoning  energy  requirements 


of  the  region.  Talk  about  being  positioned  for  success. 


PSEG 

We  make  things  work  for  you. 


www.pseg.com 
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MAKING   LIFE    RICHER 


In  Half  a 
Century 


PLUS 

I  Health  in  a  Palm 

I  Hers:  Defending 
Title  IX 


SCOREBOARD 
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The  Mutual  Fund 
Agony  Goes 

On  and  On 


BY  MARA 

DER  HOVANESIAN 


It  looks  as  if  mutual  fund  investors  can  kiss 
another  year  good-bye.  Barring  an  improba- 
ble reversal  in  the  stock  market  by  yearend, 
the  fund  business  will  rack  up  its  worst 
three-year  record  in  a  half-century.  Of  the  32 
stock-fund  categories  Standard  &  Poor's 
tracks,  only  the  three  smallest — those  betting 
that  stocks  will  fall  or  investing  in  gold  and  real 
estate — have  made  money  this  year.  The  unfor- 
giving market  has  even  dethroned  value  man- 
agers— a  level-headed  lot  with  a  taste  for  cheap, 
slow-growing  companies — who  had  once  reigned 


The  Best  Mutual  Funds... 


FUND 


TOTAL  RETURN* 


PROFUNDS  OLTRABEAR  INV. 

25.23% 

RYDEX  DYNAMIC  TEMPEST  500 

24.60 

COMSTOGK  CAPITAL  VALUE  A 

23.34 

RYDEX  DYNAMIC  VENTURE  100 

21.46 

PROFUNDS  ULTRASHORT  OTC  INV. 

20.83 

POTOMAC  SMALL  CAP  SNORT 

16.74 

PRUDENT  BEAR 

16.12 

RYDEX  ARKTOS  INV. 

13.78 

PROFUNDS  BEAR  INV. 

13.76 

RYDEX  URSA 

13.63 

MIDAS 

12.59 

POTOMAC  OTC  SHORT 

12.35 

POTOMAC  U.S.  SNORT 

11.83 

MONTEREY  OCM  GOLD 

10.86 

LEUTNOLD  GRIZZLY  SHORT 

10.32 

FUND                                                  TOTAL  RETURN* 

PRUDENT  BEAR  SAFE  HARBOR 

3.95% 

NUSSMAH  STRATEGIC  GROWTH 

3.60 

INVESCO  GOLD  A  PRECIOUS  METALS  INV. 

3.57 

SCUDDER  TARGET  2011 

3.50 

TOCQUEVILLE  GOLD 

3.47 

AMERICAN  EAGLE  LARGE  CAP  GROWTH 

3.31 

SCUDDER  RETIREMENT  VII 

3.30 

AXA  ROSENBERG  SEL  SECTORS  MKT.  NEUTRAL  INV. 

3.26 

RYDEX  PRECIOUS  METALS 

3.21 

ING  PRINCIPAL  PROTECTION  Q 

3.06 

USAA  PRECIOUS  METALS  A  MINERALS 
JAMES  ADVANTAGE  MARKET  NEUTRAL  A 
SCUDDER  TARGET  EQUITY  2012 
VAN  ECK  INTL.  INVESTORS  GOLD  A 
SCUDDER  GOLD  A  PRECIOUS  METALS  S 


3.06 
2.59 
2.10 
2.07 
2.03 


OPPENHEIMER  REAL  ASSET  A  10.05 

AXA  ROSENBERG  VALUE  MARKET  NEUT.  INV.  9.63 

PHOENIX-CAPITAL  WEST  MARKET  NEUTRAL  A  6.52 

GABELLI  GOLD  5.60 

ING  PRECIOUS  METALS  4.91 

AMERICAN  CENTURY  GLOBAL  GOLD  ADV.  4  59 

FIRST  EAGLE  SOGEN  GOLD  4.53 

FIDELITY  SELECT  GOLD  4.40 

JUNDT  OPPORTUNITY  A  4.31 

SCUDDER  TARGET  2010  3.99 


PERMANENT  PORTFOLIO 

1.98 

ING  CLASSIC  PRINCIPAL  PROTECTION  2  A 

1.88 

EXETER  DEFENSIVE  A 

1.79 

LINDNER  MARKET  NEUTRAL  INV. 

1.53 

ING  CLASSIC  PRINCIPAL  PROTECTION  1  A 

1.44 

FIFTH  THIRD  STRATEGIC  INCOME  INSTL 

1.41 

FRANKLIN  U.S.  LONG  SHORT 

1.31 

EVERGREEN  PRECIOUS  METALS  1 

1.28 

JUNDT  GROWTH  A 

1.07 

FEDERATED  MANAGED  INCOME  INSTL. 

0.45 

"Appreciation  plus  reinvestment  of  dividends  and  capital  gains  before  taxes.  July  1  through  Sept.  20.  2002 

Data:  Standard  &  Poor's 


in  the  post-bull  market.  Even  the  safest 
funds  are  losing  steam.  And  little  seems  to 
to  a  turnaround  anytime  soon. 

This  bear  market  has  defeated  profes 

stockpickers  of  all  persuasions.  So  far  this 

the  Dow  Jones  industrial  average  has  lost 

and  the  Standard  &  Poor's  500-stock  inde 

shed  26.4%.  Fund  managers  haven't  done 

better:  The  average  U.  S.  diversified-equit; 

has  lost  25%  this  year,  more  than  half  of  it 

three  months  through  Sept.  20.  Some  s 

funds,  including  technology',  utility,  and  fin 

services,  fared  worse  in  the  third 

ter,  falling  between  15%  and  22%, 

ing  for  28%  to  48%  losses  so  far 

year.  Foreign  stocks  were  no  re    t$ 

Funds  investing  in  them  lost  17.6 

the  past  three  months.  "Everyone 

has  been  trying  to  catch  the  bottc 

this  market  has  been  smoked," 

John  Lekas,  president  of  Leader  < 

tal,  an  investment  firm  in  Portland. 

Lekas,  wiiose  Wgh-minimum  Te 

cal  Portfolio  Management  fund  i 

16%,  is  one  of  an  elite  group  of  eq 

fund  managers  to  make  money 

year.  Once  a  close  watcher  of  ba^ 

sheets,  he  now  either  takes  short 

tions  in  stocks  based  on  technical 

cators — such  as  200-day  moving 

ages  of  prices  or  ratios  of  sell  orde 

buy  orders — or  he's  fully  in  cash.  L 

embraced  this  investing  religion 

years  ago,  after  losing  faith  in  C( 

rate  America — and  30%  of  his  cli 

money.  The  trigger:  One  of  hi.' 

vorites,  Corning,  cut  its  2000  earn 

per-share  forecast  five  times,  to 

from  $2.20.  "You  need  to  knowT  wh< 

say  you're  not  going  down  with 

ship,"  he  says.  "Those  are  damned 

decisions  to  make  because  you'r  I 

ready  looking  at  red  ink." 

Conservative  strategies  will  li 
continue  to  perform  best,  so  inve; 
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juld  keep  their  expectations  in  check,  say 
»ney  managers.  Despite  low  interest  rates  and 
/  inflation,  many  big-picture  strategists  don't 
^esee  a  recovery  until  late  next  year.  Even 
;n,  they  say,  it  will  be  unspectacular.  The  main 

•  !prit:  weak  profits.  Earnings  growth,  notes 
Hrrill  Lynch  chief  strategist  Richard  Bernstein, 
!the  least  predictable  it  has  been  in  more  than 

years.  Add  the  fear  of  war  with  Iraq  and 
t  Certainty  about  consumer  spending,  and  the 
<rJook  through  early  2003  is  grim  indeed. 
'It's  a  climate  in  which  bear  funds  and  those 

ng  hedge-fund  techniques  flourish. 

e  handful  of  market-neutral  funds 
'it  use  such  hedging  strategies  as 
'  !>rt-selling,  options,  and  arbitrage 
'|re  made  money.  Recovery  skeptics 

Irtin  Weiner  and  Charles  Minter  of 
:ihistock  Partners,  a  unit  of  Gabelli 

Bet  Management,  have  an  enviable 
'lord:  Comstock  Partners  Capital  Val- 

•  Fund  is  up  44%  so  far  this  year,  vs. 
"13%  fall  for  its  peer  group,  according 
i'fund  tracker  Morningstar.  Most  of 
li  money  is  in  short  positions  on  indi- 

ual  stocks  and  s&P  futures,  with  the 
J  t  in  U.  S.  Treasury  bonds  and  euros. 

Vie  definitely  not  perma-bears," 

rs  Weiner.  "I  can  assure  you  we  will 
''hi  bullish  as  soon  as  the  conditions 
'I  warranted." 
-The  bearish  mood  bodes  well  for 

Id.  Funds  that  invest  in  precious 
(!tals  seem  poised  to  beat  the  market 
i'l  general  equity-fund  managers  for 
|  third  year  in  a  row.  Industry  fun- 
i  nentals  have  improved  greatly:  Min- 
• ;  companies  are  controlling  costs, 
<3  the  dwindling  supply  of  gold  is 
1  )sting  prices.  Fear  of  war  and  rising 

prices  are  helping,  too.  "It's  a  safe 
■•ven,"  says  Frank  Holmes,  ceo  of 

S.  Global  Investors.  "It  shines  when 
i  jrything  else  falls  apart."  Holmes 

•  is  two  of  the  best  performers  out  of 


more  than  8,000  equity  funds  of  all  types.  U.  S. 
Global  Gold  Shares  is  up  70.3%,  and  U.  S.  Global 
World  Precious  Metals  has  gained  68.7%,  year  to 
date.  Holmes  thinks  some  gold  shares,  such  as 
Placer  Dome  and  Goldcorp,  could  double  by  next 
year,  especially  if  gold  hits  his  estimate  of  $375 
an  ounce,  up  from  $325  now. 

Although  most  of  this  year's  winning  funds 
use  exotic  strategies,  those  following  tried-and- 
true  techniques — such  as  nitty-gritty  company 
analysis — have  at  least  limited  their  losses.  The 
$500  million  FPA  Capital  Fund,  run  by  Los  An- 


...And  The  Worst 


TOTAL  RETURN*      FUND 


TOTAL  RETURN* 


FIDELITY  ADVISOR  ELECTRONICS  T  -38.36% 

PR0FUNDS  ULTRA  SMALL  CAP  SERV.  -38.22 

BERKSHIRE  TECHNOLOGY  -36.84 

BERKSHIRE  FOCUS  -36.58 

PR0FUNDS  ULTRA0TC  INV.  —36.16 

RYDEX  DYNAMIC  VELOCITY  100  -36.00 

BLACK  OAK  EMERGING  TECHNOLOGY  -35.96 
iSHARES  GOLDMAN  SACHS  SEMICONDUCTOR  INDEX  -35.43 

RYDEX  ELECTRONICS  INV.  -35.14 

FIDELITY  SELECT  ELECTRONICS  -34.07 

DREYFUS  SMALL  COMPANY  VALUE  -33.65 

FIRSTHAND  GLOBAL  TECHNOLOGY  -32.61 

PIONEER  SCIENCE  &  TECHNOLOGY  B  -3153 

NEVIS  -31.43 

C0RBIN  SMALL  CAP  VALUE  -3107 


NEUBERGER  BERMAN  FOCUS  INV. 

-29.59% 

TCW  GALILEO  SMALL  CAP  VALUE  1 

-29.54 

APEX  MID  CAP  GROWTH 

-28.97 

VAN  KAMPEN  TECHNOLOGY  A 

-28.89 

RS  INTERNET  AGE 

-28.45 

iSHARES  MSCI  NETHERLANDS  INDEX 

-28.43 

RS  INFORMATION  AGE  A 

-28.40 

PIMC0  RENAISSANCE  A 

-28.38 

K0PP  EMERGING  GROWTH  RETAIL 

-28.36 

PIN  OAK  AGGRESSIVE  STOCK 

-28.26 

PACIFIC  ADVISORS  SMALL  CAP  A 

-28.20 

FIRSTHAND  TECHNOLOGY  VALUE 

-28.14 

SMITH  BARNEY  WORLD  EUROPEAN  A 

-28.08 

RED  OAK  TECHNOLOGY  SELECT 

-28.05 

SHAKER  INV. 

-27.99 

RYDEX  MEKR0S  H 

TCW  GALILEO  TECHNOLOGY  N 

PAYDENEUROOPPORTUNITYR 

PIMC0  INNOVATION  A 

iSHARES  MSCI  GERMANY  INDEX 


-30.74 
-30.65 
-30.64 

-30.43 
-30.28 


CDC  NVESTJWHKA&VOYLES  SMALL  CAP  GROWTH  Y  -29.96 

P0LYN0US  GROWTH  ft  -29  95 

RYDEX  DYNAMIC  TITAN  500  -29  81 

MARTIN  CAPITAL  U.S.  OPPORTUNITY  -29.62 

PROFUNDS  ULTRABULL  INV.  -29.62 


TCW  GALILEO  EUROPEAN  EQUITY  I  -27.91 

MUNDER  POWER  PLUS  A  —27.76 

BERGER  SMALL  COMPANY  GROWTH  INSTL.  -27  63 

FIFTH  THIRD  TECHNOLOGY  INV.  A  -27  53 

WASATCH  SMALL  CAP  VALUE  -27.35 

SAFECO  GROWTH  OPPORTUNITIES  INV.  -2719 

NEUBERGER  BERMAN  MILLENNIUM  INV.  -27.03 

AMERISTOCK  FOCUSED  VALUE  -26.94 

STI  CLASSIC  INFO.  A  TECHNOLOGY  TRUST  -26.83 

iSHARES  GOLDMAN  SACHS  NETWORKING  INDEX  -26.82 


Appreciation  plus  reinvestment  of  dividends  and  capital  gains  before  taxes,  July  1  through  Sept.  20  2002 

Data:  Standard  &  Poor's 
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Collectively,  a 
meager  5%  of  fund 
managers'  assets 
are  in  cash 
-half  the  level 
during  other  bear 
markets.  Why? 
Fear  of  missing 
the  next  upturn 


geles-based  First  Pacific  Advisors,  with  $4  bil- 
lion under  management,  is  down  9.7%  for  2002, 
but  its  mid-cap  value  peers  have  fallen  17.4%. 
Lead  manager  Robert  Rodriguez,  a  long-term 
investor,  bought  one  of  his  largest  holdings, 
Thor  Industries,  which  makes  and  sells  recre- 
ational vehicles,  in  1995  for  an  average  of  about 
12;  the  stock  hit  an  all-time  high  of  37  on  Sept. 
16.  Many  of  his  largest  positions,  such  as  Ross 
Stores,  based  in  Newark,  Calif.,  and  specialty 
retailer  Michaels  Stores,  have  been  in  the  fund 
since  the  mid-1990s.  They  are  up  about  50%  and 
150%  respectively  in  the  past  12  months.  Still, 
Rodriguez  is  circumspect  about  such  returns. 
"Any  investor  who  is  looking  for  the  fastest, 
latest,  greatest  stock  in  the  market  is  doomed 
to  fail,"  he  warns. 

Indeed,  their  own  optimism  is  the  biggest  ob- 
stacle many  managers  face.  Collectively,  a  mea- 
ger 5%  of  their  assets  are  in  cash — half  the 
level  in  other  bear  markets  since  World  War  II. 
Why?  Fear  they'll  miss  the  next  upturn.  But 
those  with  heavy  cash  holdings  have  trounced 
their  peers.  Longleaf  Partners  Fund,  which  has 
beaten  the  s&P  since  its  start  in  1987,  has  held  as 
much  as  18%  cash.  Its  managers  couldn't  find 
stocks  that  meet  their  strict  price  criterion:  a 
40%  or  more  discount  to  their  estimates  of  value. 
Third  Avenue  Small-Cap  Value  and  Clipper  Fund 
have  both  had  big  cash  stakes  at  some  point 
this  year  and  have  both  beaten  the  market  so  far 
this  year. 

Excessive  optimism  is  still  the  tech  sector's 
biggest  problem  as  well.  Despite  the  76%  fall  in 
the  nasdaq  Composite  Index  since  its  March, 
2000,  peak,  the  tech  bear  market  still  has  legs,  say 
observers.  As  of  Aug.  1,  the  16  tech  stocks  (ex- 
cluding Yahoo!)  that  make  up  a  third  of  the  xas- 


How  the  Fund  Groups  Fared 


CATEGORY 


TOTAL  RETURN* 


PRECIOUS  METALS 

1.00% 

ULTRASHORT 

0.25 

REAL  ESTATE 

-7.63 

INTERNATIONAL  HYBRID 

-9.38 

HEALTH 

-9.60 

DIVERSIFIED  EMERGING  MARKETS 

-11.64 

PACIFIC/ASIA  EXCL  JAPAN 

-12.07 

DIVERSIFIED  PACIFIC/ASIA 

-12.48 

JAPAN 

-13.18 

LARGE-CAP  GROWTH 

-13.35 

LARGE-CAP  BLEND 

-13.47 

SSP  500  W/DIV. 

-14.35 

MID-CAP  BLEND 

-14.49 

COMMUNICATIONS 

-14.67 

ALL  CAP 

-14.74 

FINANCIAL 


44.85 


CATEGORY 

TOTAL  RETURN* 

LARGE-CAP  VALUE 

-15.18% 

MID-CAP  VALUE 

-15.24 

MID-CAP  GROWTH 

-15.56 

WORLD 

-15.87 

NATURAL  RESOURCES 

-16.41 

UTILITIES 

-16.55 

SMALL-CAP  VALUE 

-17.51 

FOREIGN 

-17.62 

SMALL-CAP  BLEND 

-17.74 

LATIN  AMERICA 

-17.85 

SMALL-CAP  GROWTH 

-18.62 

EUROPE 

-19.91 

TECHNOLOGY 

-21.93 

ALL  EQUITY  AVERAGE 

-1450 

U.S.  DIVERSIFIED  FUNDS 

-15.16 

INTERNATIONAL  EQUITY  FUND  AVERAGE -1608 

How  the  Big  Funds  Fared 


FUND 


NET  ASSETS 
(BILLIONS) 


TOTALl 
RETUR 


FIDELITY  MAGELLAN                              $60  2 

-13.4H 

VANGUARD  500  INDEX                              58  3 
INVESTMENT  COMPANY  OF  AMERICA  A         47  8 

-14.20 
-11.89 

WASHINGTON  MUTUAL  INVESTORS  A           44.4 

-15.47 

GROWTH  FUND  OF  AMERICA  A                     30.6 

-11.94 

STANDARD  S  POORS  DEPOSITARY  RCPT       30  4 

-14.62 

FIDELITY  C0NTRAFUND                            28  7 

-8.71 

FIDELITY  GROWTH  &  INCOME                    28.0 

-11.20 

EUR0PACIFIC  GROWTH  A                            23.6 

-15.59 

NEW  PERSPECTIVE  A                               22  9 

-15.35 

*  Appreciation  plus  reinvestment  of  dividends  and  capital  gains  before  < 
taxes.  July  1  through  Sept.  20, 2002                     Data:  Standard  &  Por 

"Appreciation  plus  reinvestment  of  dividends  and  capital  gains  before  taxes.  July  1  through  Sept.  20,  2002 

Data  Standard  &  Poor's 


daq's  market  cap  had  an  estimated  price- 
ings  ratio  of  39,  says  Fred  Hickey,  editor  ol| 
newsletter  High-Tech  Stmtegist.  In  contrast, 
1990  bear  market,  the  top  third  of  the  nasdaq| 
an  average  p-e  of  16.6.  Worse,  forward  ea 
estimates  don't  take  into  account  the  cost  oil 
tions.  "That  means  they  are  at  least  three  til 
overvalued  on  bear-market  lows,"  says  Hic| 
"And  1990  was  a  minor  bear  market." 

It's  no  surprise,  then,  that  the  average 
fund  is  down  50%  this  year.  Both  T  Rowe 
Media/Telecomm  Fund  and  its  Global  Techno  | 
Fund  have  lost  36.3%  and  37.9%,  respectively- 
they  rank  in  the  top  10%  of  the  category.  Po  I 
lio.  manager  Robert  Gensler's  strategy  for] 
two  funds  is  to  lean  toward  industry  blue  chijj 
Cisco  Systems,  Microsoft,  and  AT&T.  "It's  a 
winian  market:  Only  the  strongest  and  larl 
will  survive,"  he  says.  "If  you  manage  for  a  \| 
muted  recovery7  over  the  next  two  years,  y[ 
have  a  chance  to  make  some  decent  returns.'! 

While  bond  funds  have  outpaced  stock 
for  two  years,  the  gap  is  narrowing.  With  j| 
ernment-bond  yields  at  their  lowest  in  40  y€ 
the  question  is,  how  long  can  the  outperform; 
last?  Some  managers  say  investors  should  I 
their  portfolios  away  from  Treasuries  and  em] 
ing-market  bonds  toward  corporate  bonds! 
grab  better  returns — next  year.  Joseph  Port  I 
who  manages  MainStay  Global  High  Yield  fil 
has  had  a  big  stake  in  emerging  markets,  sucll 
Mexico,  Russia,  and  Brazil.  His  fund  is  up  II 
so  far  this  year,  but  he's  getting  more  bullisll 
U.S.  corporate  bonds,  including  high-yield  I 
sues  from  Qwest  Communications  and  AOL  T| 
Warner.  Portera  says  today's  market  remi[ 
him  of  the  early  1990s,  when  corporates  yiell 
10  percentage  points  more  than  Treasurie:! 
war  loomed,  and  a  recession  persisted.  "It's  I 
tually  never  been  cheaper,"  he  says.  "The  coil 
rate-bond  market  has  been  beaten  up  so  b<| 
that  people  really  should  start  looking." 

Still,  neither  bond  nor  equity  funds  are  likel; 
see  any  sun  for  a  while.  Investors'  best  bet:  H| 
ker  down  and  wait  for  a  break  in  the  clouds. 
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Leading  Indicators 
In  Pinstripes 

Corporate  insiders  are  buying  stocks.  Should  you? 


LEWIS 


f  stock  buys  by  corporate  insiders  are  any  in- 
dication, w  e  are  in  the  first  leg  of  a  bull  mar- 
ket. This  may  sound  counterintuitive  given 
the  market's  abysmal  performance  in  2002. 
But  insider  trading  expert  Michael  Painchaud 

says  executives'  and  directors'  recent  buys  and 

sells  show  the  Dow  Jones  industrial  average  hit 

bottom  July  24  and  will  rally 

for  the  next  J  ear. 

Painchaud,     53,     has     been 

studying  insider  trades  for  30 

years  at  Market  Profile  Theo- 


Insiders  Love  'Em 


STOCK  SYMBOL 


Aether  Systems  AETH 


Painchaud  has  been  publishing  weekly  market  | 
casts  in  a  faxed  newsletter  called  the  MPT 
Insider  Alert.  Over  that  period,  he  turned 
bearish  or  neutral  to  bullish  seven  times 
recently  on  Aug.  2.  For  the  six  previous  bi| 
calls,  the  Dow  was  up  an  average  of  15% 
the  subsequent  six-month  period.  The  averagcl 
month  gain  over  the  eight-year  period  is  6.89JI 
made  good  bearish  calls  in  February,  2000,1 
April,  2002,  but  admits  "sell"  signals  are  ofterl 
accurate  because  "insiders  can  be  bearish  for 
period  of  time  before  the  market  rolls  over." 

To  make  market  calls,  Painchaud  employ^ 
Brooks  Ratio,  a  measurement  he  named  afterf 
co-founder  Russell  Brooks.  The  ratio  divides 
insider  sales  at  a  company  by  total  insider  tr 
(purchases  and  sales).  He  then  averages  this 
for  2,500  stocks.  If  the  average  Brooks  Ratio 
than  40%,  he  says  it's  bullish;  above  60%  is 

ish.  Painchaud  thinks  the  ma 

bottomed  because  on  Aug.  2J 
Brooks  Ratio  hit  a  lowr  of  331 
big  drop  from  70%  in  April, 
there's  a  one-to-two-week  la£ 
tween  the  insider  trading 
when  it  is  publicly  reported,  the  buying  r<] 
became  aggressive  around  July  24,  wrhen  the 
hit  its  low  for  the  year  at  7489.  As  of  Sept.  20 1 
ratio  is  up  to  55% — neutral  territory — but  one 
issues  a  bull  market  call,  Painchaud  recommi) 
investors  continue  to  buy  stocks  until  the   | 
turns  strongly  bearish  again. 

To  analyze  specific  stocks,  he  also  considers| 
historical  sell-to-buy  ratio,  comparing  current 
buying  to  the  stock's  long-term  average.  It'sl 
portant  because  some  stocks  have  a  histor 
heavy  insider  buying  or  selling  that  could  misj 
investors  into  thinking  it's  a  bullish  or  bearish  I 
when,  in  fact,  it's  business  as  usual.  Other  factoij 
his  analysis  include  the  number  of  shares  tr 
acted  and  the  number  of  trades  involving  opti| 
Currently,  Painchaud's 
er  model  is  bullish  on  the 
sector.  "We're  recomment 
the  stocks  nobody  want;! 
touch,"  he  says.     Among 


PAINCHAUD: 

One  exec  can 
be  wrong,  but 
not  thousands 


PRICE* 


$2.67 


rems  (MPT),  a  Seattle  stock  ana-  H™,CI  0J,ilc,ni  "ciri T^.0.'.  picks:  LSI  Logic,  Motorola, 

lytics  firm,  and  has  developed  Allegiance  Telecom  ALGX  0.84  and  Sun  Microsystems.  Out 

metrics  for  analyzing  the  mar-  Chesapeake  Energy  CHK  6.28  tech,  picks  include  Revlo 

ket,    sectors,    and    individual  Fleetwood  Enterprises  FLE  5  48  cosmetics;  Fleetwood  En 

stocks.  Why  heed  him?  Many  •-  *  prises,  a  mobile-home  manu 

big  institutional  investors  spend  !?v!..!.P.vl! turer;  and  Chesapeake  Ei 

$25,000  a  year  for  his  advice.  LSI  Logic  LSI  6.32  gy,  a  natural  gas  company. 

Among  his  clients  are  Fidelity  Mail-Well  MWL  1.02  ®ne  problem  with  using 

Investments,    Federated    In-  „„„  „  n        .,„,,         o~  n;  sider  data  on  specific  con 

j  cvj  m_   i  MDU  Resources  Group  MDU        22.07  .,    ,        r  .. 

vestors,  and  Fiduciary  Trust.  """!:'""'""*' „         "  nies  is  that  sometimes  ej 

They  value  this  information  be-  ^P*oro.'a  ^  f.?;.9„?.  don't  recognize  their  own  p 

cause  corporate  insiders  know  Omega  Healthcare  Investors  OHI    5.30  lems — and  continue  to  buj 

when  business  is  picking  up  or  Revion  REV  3  37  tneu*  companies  implode. 

declining  long  be!  >re  Wall  Street  - .    n.         -     ----  ~:™  amples  are  McLeod  Comm 

analysts      or     investors      do.  ^^.?..?J!?!^.!?™? Hi  cations,    Nextel   Commun 


Painchaud  uses  the  data  to  make 
forecasts  on  companies  and  ag- 
gregates it  to  analyze  sectors 
and  the  entire  stock  market. 
For   the    past    eight    years. 


Sun  Microsystems  SUNW  2.86 

SureWest  Communications  SURW  29.64 

*Sept.  24  Data:  Market  Profile  Theorems. 

Bloomberg  Financial  Markets 


tions,  and  xo  Communicatij 
That's  why  insider  info  wcl 
better  in  the  aggregate.  A| 
all,  it's  hard  to  believe  tr  I 
sands  of  execs  are  wrong. 
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hear  you.  You  want  more  from  your  technology.  You  want  to  be  as  productive  as  you  know  you 

Ue.  You  want  change.  That's  why  we  don't  believe  in  technology  for  technology  alone.  We  believe 

.  chnology  for  you.  So  before  we  design  our  processors  and  memory  chips,  we  think  about  the 

you  want  to  work  and  the  tools  that  will  help  you  work  better.  We  believe  in  innovation  you  can 

That's  what  "AMD  me"  is  all  about.  So  go  ahead  and  say  it -we're  listening.Visitwww.amd.com 
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Make  Your  PDA  a  Health  Partner 


Manage  disease,  get  fit,  or  just  be  ready  in  case  of  emergency 


BY  ARLENE 
WEINTRAUB 


V* 


ecky  Ellgen  has  been  living  with  diabetes 
for  20  years,  but  she  still  finds  managing 
the  disease  to  be  a  hassle.  In  addition  to 
juggling  the  frequent  blood  tests  and  in- 
jsulin  injections,  she  has  to  constantly 
'count  and  adjust  the  carbohydrates  in 
her  diet.  Recently,  she  discovered  a  new 
ally:  FreeStyle  Tracker,  a  program  that  lets  her 
manage  her  disease  with  the  Handspring  Visor 
handheld  she  uses  to  keep  track  of  her  business 
meetings  and  store  her  address  book.  Now,  her 
handheld — with  the  help  of  an  attachment — also 
measures  her  blood  glucose,  tells  her  when  to 
take  her  insulin,  and  keeps  a  running  tab  of  her 
carbohydrate  intake.  "There's  even  a  food  data- 
base that  tells  you,  say,  how  many  carbs  are  in 
a  medium-sized  apple,"  says  Ellgen,  23,  a  soft- 
ware marketing  representative  in  Denver. 
"It's  awesome." 

Indeed,  when  it  comes 


DIABETES  WIZ:  The 

FreeStyle  Tracker 
turns  a  Visor  into 
a  blood  tester 


0n-Time« 


Enter  your  NAME 

and  ADDRESS  or 

PHONE  NUMBER  here 


MyMeds)glH[  Men| 
P«Time  )  fLogf)  f~9l" 


NEVER  MISS  A  DOSE:  0,\ 

Time-Rx  beeps  when  it ' 
time  to  take  your  medi\ 


to  managing  your 
health,  a  handheld 
computer  can  be 
as  vital  a  partner 
as  your  doctor — 
and  not  just  for 
coping  with  seri- 
ous medical  condi- 
tions. Hundreds  of 
software  tools  can 
transform  these 
devices  into  every- 
thing from  a  heart 
monitor  to  a  per-  " 

sonal  workout  trainer.  Your  handheld  can 
you  three  times  a  day  to  remind  you  to 
your  cholesterol  pill  and  tell  you  how  manyl 
you  have  to  swim  to  burn  off  that  double-ch«( 
burger  lunch.  Expecting  a  baby?  Your  pc 
computer  can  coach  you  through  labor.  Most  I 
sumer  health  applications  are  designed  foil 
vices  with  the  Palm  operating  system,  butl 
up-and-coming  Pocket  PC  is  rapidly  catchinf 
as  a  valuable  health-management  tool. 

Even  the  Food  &  Drug  Administratic 
singing  the  praises  of  the  handheld  PC.  In 
it  cleared  the  FreeStyle  Tracker  for  dial 
management.  The  tool  includes  a  blood-test 
ule  that  attaches  to  the  Visor.  The  user  slic 
test  strip  with  a  drop  of  blood  on  it  right 
the  top  of  the  pc,  which  reads  and  records| 
results.  The  FDA  also  approved  a  similar 
from  Roche  Diagnostics  called  Accu-Chek 
vantage  Module,  available  in  late  October. 

For  patients  with  heart  disease  who  warl 
monitor  their  health  on  the  road,  the  fdaI 
proved  ActiveECG  turns  a  Palm  handheld  PC  | 
a  portable  cardiac  monitor.  ActiveECG  comes 
wires  that  stick  to  your  chest,  much  like  I 
systems  cardiologists  use,  to  record  your  hi 
rhythm.  Any  Palm  user  with  wireless  e-mail| 
zap  the  results  directly  to  a  doctor's  pocket 
puter.  "Then  the  doctor  can  say,  'It's  probl 
something  you  ate,  don't  worry,'  or  'Drop  evl 
thing,  and  go  to  the  hospital,'"  says  Jefl 
Siegel,  founder  of  Active,  the  Castine  (Me.) 
pany  that  developed  the  product. 

For  everyday  health  management,  a  handl 
is  equally  powerful.  One  of  the  best  applicatl 
for  calorie  counters  is  Diet  &  Exercise  Assisil 
for  both  Palm  and  Pocket  PC.  After  you  el 
your  height,  weight,  and  weight-loss  goal,! 
program  calculates  how  many  calories  you  tall 
and  how  many  you  burn,  based  on  your  diet  [ 
workout  routine,  which  you  record  daily  in  el 
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The  Sheraton  Service  Promise 

II  you  re  not  entirely  satisfied,  we  11  take  care  oi  it.  And 
we  11  make  it  up  to  you  with  an  instant  discount,  points 
lor  our  rewards  program,  even  money  back.  And  that's 
a  promise.  Call  800-325-3535  or  your  travel  planner. 
Visit  sheraton.com.  Best  rates,  guaranteed. 


MEMBER     OF 


S  TA  R  W  O  OD 


Sheraton 

Seeforyourself  ' 


X 


cement. 
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HEART  WATCH: 

ActiveECG  zaps 
your  results 
right  to  your 
doc's  handheld 


Expecting?  Tap  a 
button  when 
contractions  start 
and  end,  and 
Pregnancy 
Assistant  for  Palm 
will  sound  an 
alarm  when 
it's  time  to  call 
the  doctor 


to-use  templates.  The  software  includes  a  food 
database.  So  if  you  indulge  in  a  candy  bar  at 
lunch,  you  can  record  the  amount  of  calories, 
carbohydrates,  protein,  and  fat  you  ate  by  tapping 
through  a  menu  of  dozens  of  brand  names  from 
Almond  Joy  to  Twix.  If  your  favorite  food  isn't  in 
the  database,  you  can  add  it,  or  use  CalorieKing 
Mobile  Edition  for  Palm  and  Pocket  PC  to  fill  in 
the  holes.  Its  list  of  10,000  foods  is  remarkably 
detailed.  Search  "avocado,"  and  it  calls  up  nine  re- 
sults, including  "roast  beef  and  avocado  sand- 
wich" and  "raw,  California  avocado." 

For  those  who  obsess  less  about  dieting  and 
more  about  building  muscle  tone,  Workout  Track- 
er for  Palm  is  a  great  companion  in  the  gym. 
Use  it  to  record  how  many  pounds  you  lift  and 
the  number  of  sets  and  repetitions  you  do.  It'll 
even  calculate  your  body-fat  percentage,  help 
you  set  goals,  and  track  your  progress.  An  "auto- 
fill"  feature  automatically  enters  data  based  on 


Health-Smart  Add-Ons 

Your  handheld  computer  can  help  you  manage  a  chronic  illness 

or  organize  your  daily  workout.  Here  are  some  applications 

for  the  Palm  and  Pocket  PC  operating  systems: 


PROGRAM/PUBLISHER 

ACTIVEECG 
Active 

activecenter.com 

DIET  &  EXERCISE 
ASSISTANT  Keyoe 
keyoe.com* 

FREESTYLE  TRACKER 

TheraSense 
therasense.com 

ON-TIME-RX 

AmeliaPlex 
ontimerx.com* 

PROFILE-MO 

CALm-md 
e-medtools.com* 


PRICE 

$499 


DESCRIPTION 


Transforms  most  devices  with  Palm  OS  2.0  or  up 
into  a  cardiac  monitor;  records  your  heart  rhythm 
and  beams  the  results  to  your  doctor. 

20  !  Figures  your  calorie  intake  and  burn  rate 
based  on  your  diet  and  workouts.  For  Palm 
OS  3.1  or  higher  and  Pocket  PC  2002  or  higher. 

99  I  Turns  the  Handspring  Visor  with  Palm  OS  3.1 
or  higher  into  a  glucose-testing  module, 
including  diet-  and  insulin-management  system. 

20  ;  Rings  your  handheld's  alarm  when  it's  time 
to  take  your  medication  or  order  a  refill.  For 
Palm  OS  3.1  or  higher. 

!  Puts  vital  stats-doctors,  health  plan, 
prescriptions,  allergies— at  your  fingertips. 
Also  for  Palm  OS  3.1  or  higher. 

"Also  available  for  download  from  Handango.com 


your  past  workouts,  so  you  don't  have  to 
too  much  time  fiddling  with  your  computer^ 
lus  between  bench  presses. 

Your  Palm  also  makes  it  easy  to  cart 
important  medical  information.  Profile-.MD 
your  doctor's  contact  information,  details  of| 
medical  plan,  as  well  as  your  entire  medics 
tory,  including  diagnoses,  surgeries,  and  f| 
history  of  disease.  You  can  list  the  medic 
you're  on  and  what  you're  allergic  to — d{ 
that  are  often  difficult  to  recall,  especially  dl 
medical  emergencies.  You  can  download  Pil 
MD  for  free  off  the  Web  from  several  site  I 
eluding  Handango.com. 

If  you  take  a  lot  of  medications,  you  may  I 
a  more  comprehensive  medical  manager} 
Time-Rx  sets  your  handheld  PC's  alarm  to 
when  it's  time  to  take  your  medicine  and  re 
which  doses  you  took  and  which  you  forg<| 
also  includes  refill  reminders.  For  patients} 
as  Bernie  Laramie,  a  Hollywood  TV  proc 
On-Time-Rx  has  been  a  lifesaver.  "I  have  I 
cholesterol,  and  I  was  always  forgetting  tol 
all  three  doses  of  my  medicine  each  da}| 
says.  His  Palm  now  beeps  him  to  take  the 
as  well  as  his  vitamins.  And  if  he  schedi 
blood  donation,  On-Time-Rx  will  remind 
eral  days  before  to  stop  taking  his  regular  I 
of  aspirin — a  no-no  prior  to  a  blood  donaticj 

A  handheld  device  can  be  a  great  prej 
coach.  Pregnancy  Assistant  for  Palm  tracks 
week  you're  in  and  stores  contact  informatic 
your  obstetrician  and  hospital.  But  it  really 
into  gear  when  baby  prepares  to  make  it] 
trance.  The  expectant  mother — or  nervous  c| 
can  record  contractions  by  tapping  a  bil 
when    the    contra I 
starts  and  then  and 
when  it  ends.  The  1| 
held  tracks  the  fre<J 
cy  and  length  of 
contraction,  then  sc 
an  alarm  when  it's 
to  call  the  doctor. 
Once  you  have 
own  health  in  ordeij 
can  make  use  of 
handheld  to  take 
your  four-legged  fri  j 
too.    With    a    proj 
called  Pet  Vet  for  I| 
you  can  store  your 
medical  history  as  I 
as  contact  inform! 
for  your  vet,  local  b 
ers,  and  pet  stores.f 
can  list  Rover's  fa\| 
treats  and  keep  tral 
wliich  stores  sell  thel 
the  lowest  prices.  It  | 
other  example  of 
having    the    powe  I 
monitor  your  heali| 
the  palm  of  your 
can  benefit  even-  i| 
ber  of  the  familv. 
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The  flat  out  clear  choice . 
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Now  you  can  get  distortion  free  viewing  1.8"  to  40" 
displays  with  outstanding  clear  resolution.  The  choice 
is  clear.  The  choice  is  wisevjew  digital  displays  by 
Samsung. 

wiseview  technology  that's  ahead  of  its  time.  Every 
TFT-LCD  visual  display  on  a  cell  phone,  notebook, 
monitor,  PDA,  LCD  TV  or  game  with  the  wiseview   logo 


wisevjew  at  any  angle. 


has  the  reliability,  clarity  and  quality  that  you  can 
expect  from  Samsung. 

wisevjew  from  Samsung.  When  you're  looking  for  the 
perfect  view,  look  for  the  wisevjew  logo.  It's  flat  out  the 
clear  choice. 

For  more  information,  visit  us  at 
www.samsungTFTLCD.com 


view  is  a  trademark  owned 
amsung  Electronics  Co.  Ltd. 


Notebook  TFT  Monitor         PDA  phone 


SAMSUNG  DIGIT„//> 

everyone's  invited  . 


Special  Advertising  Feature 


Mixing  Business  with  Pleasure  by  Lincoln 
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ACROSS 

1  Former  Standard  Oil  name 

5.  Crowd  sound 

9.  Embattled  retailer 

14.  Chesebrough-Ponds  brand 

15.  Off-Broadway  award 

16.  Spine-tingling 

17.  Press  for 

18.  DuPont's  headquarters 
20.  Supermarket  chain 

22.  Taste  of  tea 

23.  Criterion:  Abbr. 

24.  Soap  ingredient 

25.  Air-quality  agency:  Abbr. 


28.  Go  globetrotting 
31.  Funds  an  endowment 
34.  Take  care  of 
38.  Look  for  bargains 

40.  Truncate,  with  "off" 

41.  Hire,  as  an  attorney 

42.  Not  on  tape 

43.  Where  Goizueta  Business 
School  is 

45.  Tahiti,  for  one 

46.  Real-estate  business 

48.  Cow  chew 

49.  Sandwich  breads 

50.  "And  sometimes  all at  once" 

(see  page  at  right) 


51.  Wisconsin  products 

53.  North  Carolina  Senate  candidate 

55.  Hit-show  sign 

56.  Football  stats:  Abbr. 
59.  Little  white  lie 

62.  Sphere 

64.  Cancel,  as  a  project 
66.  Like  some  decisions 
71  Prefix  for  nautical 

72.  Nautilus  inventor 

73.  Administrative  assistant 

74.  Dr.  Scholl  concerns 

75.  George  Orwell's  birthplace 

76.  Mr.  Panetta 

77.  Train  depot  stats:  Abbr. 


DOWN 

1.  Sweet  and  Low  competitor| 

2.  Leave  the  path 

3.  Transferred  via  contract 

4.  Essay  page 

5.  "Power-folding  3rd " 

(see  page  at  right) 

6.  Kimono  sash 

7.  Feels  poorly 

8.  Sends  payment 

9.  Documentarian  Burns 

10.  Computer  memory  unit, 
for  short 

1 1.  Patron  of  the 

12.  Barrel  of  laughs 

13.  Be  disposed 

19.  Underwriting  job:  Abbr. 
21.  Calligrapher's  need 

26.  Former  CBS  head 

27.  Nature's  building  block 

29.  Take  off  the  shelf 

30.  Call  it  a  career 

32.  Started  greeting  customer:) 

33.  Era 

35.  Financial  success,  so  to  sp| 

36.  Floor  materia] 

37.  Small  bills 

38.  Wooden  strip 

39.  Overpriced 
4L  Its  ticker  symbol  is  R 
44.  Regrets 
4".  Jeff  Immelt's  title 

5 1.  General  Mills  product  categcj 

52.  Distress  signal 

54.  It  may  be  round  or  odd 

57.  Took  a  risk 

58.  Commercials 

59.  Kodak  competitor 

60.  Get the  ground  floor 

61.  Obligate  legally 

63.  Camcmbert  alternative 
65.  Nightclub 

67.  Luau  wear 

68.  Sharp tack 

69.  Ruckus 

70.  Author  Deighton 


For  answers  to  this  puzzle: 

Turn  to  page  153  in  this  week's  issue  of  BusinessWeek  or  visit  Mixing  Business  with  Pleasure  by  Lincoln  on 

www.businessweek.com/adsections 


Puzzle  created  by:  Stanley  Newman. 


LINCOLN 

800  688-8898 


>OWER-FOLDING   MIRRORS       POWER   RUNNiNG   BOARDS.    POWER-FOfcDI-NG   3?  ROW       POWER   LIFTGATE 
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BECAUSE   THERE'S    RAIN,    KIDS    AND    GROCERIES 
AND    SOMETIMES    ALL   THREE    AT    ONCE. 


The  all-new  2003  Lincoln  Navigator.  The  liftgate  goes  up  and  down  at  the  push  of  a  button. 
And  you  thought  locking  your  doors  from  your  key  chain  was  cool.  There  are  those  who  travel.  And  those 
who  travel  well.  For  more  information  or  to  schedule  a  test  drive,  visit  Lincoln.com  or  call  800  688-8898. 

;ards. 


BusinessWeek  Investor 


WOMEN'S  SPORTS 
COULD  TAKE  A  HIT 


Since  July,  Martha  Burk  has  been  on  a  cru- 
sade to  get  women  admitted  as  members  of 
Augusta  National,  home  of  the  storied  Mas- 
ters golf  tournament.  When  Burk  threatened  to 
organize  a  boycott  of  Masters  sponsors,  William 
"Hootie"  Johnson,  the  club's  defiant  chairman, 
responded  by  dropping  all  sponsorships  for  2003. 
Burk,  who  is  chairwoman  of  the  National  Coun- 
cil of  Women's  Organizations  (ncwo),  wants  to 
continue  the  battle.  But  I  have  a  suggestion: 
The  ncwo,  the  umbrella  organization  for 
160  women's  groups  with  7  mil- 
lion members,  should  use  its 
momentum  to  deal  with  a 
more  far-reaching  challenge 
facing  women  in  sports:  the 
growing  threat  to  Title  IX. 

Many  people  don't  realize 
that  Title  IX  is  under  siege. 
This  30-year-old  law  prohibits 
any  school  that  receives  fed 
eral  funding  to  discriminate 
by  gender,  whether  in  the 
classroom  or  on  the  playing 
field.  While  it  isn't  at  risk  of  being 
repealed,  there  is  mounting  pressure 
both  in  the  courts  and  from  the 
Bush  Administration  to  water  down 
the  law. 

It  would  be  a  great  loss  if  that 
were  to  happen.  Since  Title  IX  passed, 
in  1972,  the  number  of  women  in  col- 
lege-varsity sports  has  climbed  from 
33,000  to  163,000,  and  the  number  of  high 
school  girls  playing  sports  jumped  from  300,000 
to  nearly  3  million.  Women's  professional  bas- 
ketball and  soccer  leagues  have  been  launched. 
The  changes  are  also  reflected  in  the  business 
world:  Of  401  senior  women  executives  recent- 
ly surveyed,  82%  played  organized  sports,  ac- 
cording to  a  MassMutual  Financial  Group  study. 
"Title  IX  is  doing  what  it  is  intended  to  do," 
says  Donna  Lopiano,  executive  director  of  the 
Women's  Sports  Foundation. 

Although  a  number  of  lawsuits  challenging  Ti- 
tle IX  have  failed,  supporters  are  particularly 
concerned  about  the  one  filed  in  January  by 
the  National  Wrestling  Coaches  Assn.  and  oth- 
er sports  groups.  It  claims  the  law  discrimi- 
nates against  men  because  some  men's  athletic 
teams  have  been  eliminated  to  achieve  equity 
for  women's  sports.  Specifically,  critics  argue 
that  one  of  the  law's  compliance  options — that 
the  percentage  of  male  and  female  athletes  be 
equal  to  the  percentage  of  men  and  women  in 
the  school's  general  population — is  a  discrimi- 
natory quota  system.  As  a  result,  many  schools 
say,  they  must  drop  funding  for  men's  sports 
because  they  can't  afford  to  add  women's  sports. 


.. 


BY  TOOPI  GUTNER 

hers@businessweek.com 

Thanks  to  Title  IX, 
millions  more 
college  and  high 
school  girls  are 
on  the  field.  But 
if  attempts  to 
weaken  the  law 
are  successful, 
that  could  change 


The  U.S.  Circuit  Court  for  the  Distri 
Columbia  may  issue  its  ruling  this  m 
I  feel  the  case  has  no  merit.  While  it's 
that  some  less-popular  men's  collegiate-s 
programs  have  been  cut,  such  as  Bowling 
State  University's  track  team,  it's  certainl 
the  fault  of  Title  IX.  Each  school  chooses  h< 
allocate  its  sports  resources:  Fat  footbal 
basketball  budgets  can  be  trimmed  so  that 
can  be  more  equitably  distributed  among 
sports.  According  to  a  recent  General  Accoi 
Office  study,  72%  of  colleges  and  univer 
that  have  added  women's  teams  have  do 
without  cutting  men's  teams.  In  additior 
overall  numbers  of  men's  teams  and  inter 
giate  players  have  gone  up,  not  down,  since 
Even  if  the  lawsuit  fails,  the  Bush  Adr 
tration  "has  given  many  signals  that  [it  do 
support  the  current  policies  and  may  re 
mend  changes,"  says  Jocelyn  Samuels,  - 
president  of  the  National  Women's  Law  Ct 
which  is  spearheading  the  legal  defense  < 
tie  IX.  In  June,  Secretary  of  Education 
erick  Paige  set  up  the  Commission  on  O 
tunities  in  Athletics  (coa),  which  will 


how  the  law  is  being  enforced  and  repo 
January.  One  possible  change  may  require 
to  demonstrate  their  interest  in  sports- 
survey,  for  instance — before  they're  giver 
resources  to  play. 

While  it  already  has  a  Title  IX  task  f 
Burk's  organization  can  do  more.  The  NCW( 
direct  a  grassroots-education  campaign  abov 
tie  IX's  endangerment.  It  can  encourage 
ents  and  students  to  lobby  athletic  departn 
on  budget  decisions,  and  it  can  start  a  letter- 
ing effort  to  alert  congressional  representa 
and  the  coa  commissioners  to  the  law's  ben 
In  Burk's  media  appearances,  she  can  asl 
teners  to  sign  a  petition  supporting  the  si 
quo  of  Title  IX  on  the  National  Women's 
Center  Web  site  (nwlc.org).  At  Augusta  Na 
al,  the  ncwo  has  shown  it  can  play  tough 
it  should  bring  its  influence  to  bear  on  an 
with  much  higher  stakes. 
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For  free  research  or  more  information  call  1-212-438-2046 
or  go  to  the  U.S.  Indices  section  of  www.spglobal.com 


STANDARD 
& POORS 

Setting  the  Standard 


BusinessWeek  Investor 


The  Barker  Portfolio 


CANDY  IS  DANDY- 
BUT  NOT  TOOTSIE  ROLL 


BY  ROBERT  BARKER 

rb@businessweek.com 

Its  strong  balance 
sheet  and  brands 
are  tempting.  But 
what  happened  to 
growth  in  sales 
and  profits? 


Not  As  Sweet 


50 


DEC.  28.  '01     SEPT.  20,  '02 
Data:  Standard  &  Poor's  Comstock 


Soft  in  the  Center 

Income  statement  data  for  six  months 
ended  June  30,  2002 

STOCK  SALES        EBITDA** 

COMPANY/SYMBOL  PRICE*        GROWTH       GROWTH 


HERSHEY  FOODS  HSY           $63.73 

0.40% 

6.4% 

TOOTSIE  ROLL  TR                  3127 

0.18 

-8.9 

WILLIAM  WRIGLEY  JR.  WWY    49.19 

11.40 

13.5 

*Closing  price,  Sept.  23 

**Earnings  before  interest,  taxes,  depreciation,  and  amortization 

Data:  Company  reports,  Standard  &  Poor's  Comstock,  BusinessWeek 


This  summer's  sharp  rise  in  shares  of  Her- 
shey  Foods  gave  investors  the  kind  of  po- 
tential takeover  action  that's  all  too  scarce 
on  Wall  Street  these  days.  So  please  forgive 
those  who  might  be  craving  a  similar  sugar  rush. 
Just  don't  follow  anyone  who  sees  one  sometime 
soon  at  Tootsie  Roll  Industries. 

Believe  me — or,  better  yet,  check  with  my 
dentist — I've      got 
nothing        against 
Tootsie  Rolls,  Toot- 
sie Pops,  or  any  of 
the  other  treats  this 
venerable   Chicago 
company  has  added 
to  its  lineup,  includ- 
ing   Junior    Mints, 
Sugar  Babies,  Dots, 
Charleston     Chew, 
and,  most  recently, 
Andes   Mints.   But 
after  looking  at  its 
recent  record   and 
considering  the  com- 
pany's ownership, 
I     figure     that 
Tootsie       Roll 
may  be  worth 
endangering  a 
few  fillings — just  not  my 
stock   portfolio. 

It's  important  to  note  right  off  that  Tootsie 
Roll  is  in  no  imminent  peril.  In  fact,  it  shows 
many  hallmarks  of  an  excellent  investment.  Most 
notable  are  its  fat  operating-profit  margins  (23% 
in  the  past  four  quarters),  bountiful  cash  flow 
($47  million,  after  capital  spending  and  dividends, 
on  sales  of  $424  million),  and  a  balance  sheet 
that  is  sweetness  itself.  With  $71  million  in  cash 
plus  $150  million  in  municipal  bonds,  Tootsie  Roll 
at  last  report  had  liquid  assets  enough  to  pay  off 
all  liabilities  and  still  keep  $99  million.  Its  main 
assets,  the  candy  brands,  "are  strong  and  getting 
stronger,"  President  Ellen  Gordon  told  me. 

So  what's  the  problem?  First,  growth,  or  the 
recent  lack  of  it  (table).  Yes,  sales  so  far  this 
year  have  gone  up,  but  by  less  than  0.2%.  Toot- 
sie Roll's  most  recent  financial  report  attrib- 
uted that  showing  to  "effective  marketing  pro- 
grams," leading  one  to  wonder  what  would 
happen  to  sales  under  ineffective  marketing 
programs.  Worse,  earnings  before  interest,  tax- 
es, depreciation,  and  amortization,  or  EBITDA, 
sank  nearly  9%  in  the  year's  first  half.  Much 
larger  rivals  Hershey  and  William  Wrigley  Jr. 
saw  EBITDA  climb  more  than  6%  and  13%,  re- 
spectively, in  the  same  stretch. 

Even  as  Tootsie  Roll  finishes  the  September 
quarter — by  far  its  biggest  each  year,  as  retailers 


stock  up  for  Halloween — it  can  look  forwaj 
an  easier  quarterly  comparison.  Last  year, 
quarter  sales  fell  4%,  and  EBITDA  sank 
than  9%.  "Declining  consumer  confidence  ar 
slowdown  in  consumer  spending  in  the 
sector  contributed  to  the  softness,"  the  cor 
reported.  Given  the  chill  that  the  terrori&l 
tacks  put  on  last  year's  Halloween,  this  ex 
tion  makes  perfect  sense.  Except  that  Hei 
and  Wrigley  shook  off  the  blow:  Both  recc 
smart  gains  in  sales  and  earnings. 

This  gap  between  Tootsie  Roll  and  other 
panies  selling  in  the  same  supermarket  aisle 
gether  with  its  description  of  the  current  > 
sluggish  sales,  raises  a  question  about  mai 

ment  accountal 


Management's 
ports  to  share 
ers  are  studu 
minimalism, 
when  I  spoke 
her,     Gordon 
trayed     no    w 
about  poky  grc 
Tootsie    Roll 
wants     sales 
turn  a  nice  p 
not    sales    for 
sake  of  growt 
said,  adding  th 
strong  ba 
sheet 
enable 
make  a 
sitions  a 
a      prom 
target  turns 
Gordon,  who  is  70,  and  he 
year-old  husband,  Chief  Executive  Melvin 
don,  control  Tootsie  Roll  via  a  majority  : 
in  its  Class  B  shares,  which  get  10  votes  t 
common  stock's  one.  The  company's  succe 
plan  envisions  a  role  for  some  or  all  of 
four  daughters,  as  well  as  Tootsie  Roll's 
family  managers.  Yet  neither  of  the  elder 
dons  plans  on  retiring  soon.  What  if  Wri 
whose  premium  bid  nearly  captured  Hen 
were  to  come  calling  with  a  takeover  offer? 
believe  that  remaining  independent  is  bes 
our  shareholders,"  Gordon  told  me. 

One  day,  naturally,  that  may  change.  Wr 
offered  to  buy  Hershey  at  20  times  its  past 
quarters'  EBITDA.  At  that,  Tootsie  Roll,  now 
$31  a  share,  would  go  for  some  $40.  Today 
market  values  Tootsie  Roll  at  16  times  EB. 
That's  squarely  between  Hershey's  multiple 
and  Wrigley 's  17,  even  after  adjusting  foi 
companies'  varying  levels  of  debt.  Hershey 
Wrigley  are  not  only  far  bigger  but  also  gro 
faster.  From  Tootsie  Roll,  toothsome  morsel 
it  may  be,  expect  no  sugar  rush. 
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-  rther  it's  a  blanket  that  feels  a  touch  warmer  or  a  meal  that  arrives  a  little  hotter,  ANA's  meticulously  attentive 
lese  service  will  make  your  flight  as  comfortable  as  possible.  Even  if  you're  not  awake  to  appreciate  it. 

ENJOYED  DAILY  TO  JAPAN  AND  ASIA. 


ANA. 


1-800-2-FLY-ANA  -NA.COM 


Inte.lig< 


you  identify 
(and  worst)  s 


View  your  total  spend  across 
business  lines  and  geographies? 

And  make  sure  your  contracts 
get  you  the  best  price? 


SAS  is  all  you  need  to  kno 


view  of 

suppliers.  So  you  can  consolidate 
your  costs  and  maximize  profits.  To 
leading  companies  are  reaping  the  rewards 
supplier  intelligence  software,  call  1  866270  572 
toll  free  or  visit  www.sas.com/supplier 


The  Power  to  Know, 


SAS  institute  Inc.  product  Of  service  names  are  registered  trademarks  or  trademarks  ol  SAS  Institute  Inc  in  the  USA  and  other  countries. 

,  eserved    49119US.0302 


isinessWeek  Investor 


Inside  Wall  Street 


ATIONAL  CITY:  'SOLID' 


SARY  WEISS 

Cleveland 
( is  a  steady 
i  producer, 
-phone  giant 
tePs  woes  may 
iverblown. 
Meridian  Gold 
lout  to  hit 
dirt 


i  otherwise  noted, 
the  sources  cited 
je  Wall  Street  nor 
rms  hold  positions 
stocks  under 
sion.  Similarly,  they 
10  investment 
ig  or  other  financial 
nships  with  them. 


WAY,  WAY 
DOWN 

1       A  A 

„  JU 

jfli 

28|                  "         ' 

-    NATIONAL  CITY 

"  MAR.  22,  02        SEPT.  25 
A  DOLLARS 

Data:  Bloomberg  Financial  Markets 

As  manager  of  Financial  Investors,  a  hedge 
fund  specializing  in  banking  and  other  fi- 
nancial stocks,  Dale  Jacobs  has  a  special 
affinity  for  stocks  that  don't  generate  many  head- 
lines and  are  steady,  reliable  cash  producers.  In 
other  words,  boring.  One  such  unexciting  stock 
that  he  has  been  accumulating  is  National  City 
(NCC),  a  Cleveland  bank  holding  company. 

The  lOth-largest  U.  S.  bank,  National  City  is 
no  slouch.  Nevertheless,  it  has  generated  little 
excitement  on  the  Street,  despite  six  quarters  of 
rising  profits,  fed  mainly  by  its  consumer  banking 
operations.  Jacobs  believes  that  the  company's 
Big  Board-listed  stock,  now 
at  28,  is  a  tempting  buy. 
He  notes  that  the  company 
trades  at  a  price-earnings 
ratio  of  just  11  on  current 
earnings,  yet  it  generates  a 
return  on  equity  of  20%. 
Its  dividend  is  4%,  and  Ja- 
cobs sees  it  remaining  con- 
stant. He  says  National 
City  has  a  good  mix  of  cor- 
porate and  retail  business, 
mainly  in  Ohio  but  also  in  Illinois,  Indiana,  and 
Michigan.  A  profitable  credit-card-processing  op- 
eration adds  to  the  bottom  line.  Jacobs  calls  Na- 
tional City's  management,  led  by  ceo  David 
Daberko,  'Tiands-on,  not  doing  wild  things.  Solid." 
In  the  first  half  of  2002,  net  income  climbed  to 
$839  million,  or  $1.36  per  diluted  share,  up  from 
$685  million,  or  $1.12,  the  year  before.  Jacobs 
sees  the  stock  at  40  in  a  year. 

DID  TOO  MANY 
HANG  UP  ON  NEXTEL? 

Nextel  Communications  (nxtl)  has  generated 
excitement — of  the  wrong  kind — for  in- 
vestors. On  Sept.  19,  the  nation's  fifth- 
largest  cell-phone  company  announced  that  Chief 
Operating  Officer  James  Mooney  would  be  leav- 
ing at  the  end  of  the  month.  While  officials 
scrambled  to  tell  the  media  and  Wall  Street  his 
departure  was  for  personal — not  business — rea- 
sons, the  NASDAQ-traded  stock  dropped  16%,  to  7, 
in  just  one  day.  Its  Class  A  shares  have  since  re- 
covered slightly  but  remain  in  the  doldrums. 

Nextel's  troubles,  and  the  Street's  swift  reac- 
tion, spell  opportunity  to  Clifford  Henry,  who 
runs  Worthington  Growth,  a  hedge  fund  in  Stam- 
ford, Conn.  Henry  has  been  buying  Nextel 
shares  in  the  belief  that  the  market  overreacted 
and  that  Nextel  will  come  out  of  the  resignation 
controversy  with  its  feathers  unruffled.  He  notes 
that  the  company  recently  certified  its  financial 
statements  with  the  Securities  &  Exchange 
Commission  and  that  there  do  not  appear  to  be 
any  accounting  issues.  From  a  fundamentals 


A  RECENT 
SHARP  DIP 
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standpoint,  he  says,  the 
company  is  heading  in  the 
right  direction. 

Nextel's  trail  of  quarter- 
ly losses  has  been  turned 
around,  with  a  profit  of 
$387  million,  or  37<2  a 
share,  in  the  second  quar- 
ter, vs.  a  loss  of  $369  mil- 
lion, or  56<2,  the  year  be- 
fore. The  subscriber  count 
stood  at  9.6  million  in  June, 
up  from  8.3  million  a  year  before.  Henry  be- 
lieves the  stock  could  trade  in  the  $12-to-$15 
range  in  a  year. 

A  BRIGHT  GLEAM 
FROM  MERIDIAN  GOLD 

Gold  has  been  on  a  rise  for  a  month,  as  eco- 
nomic worries  and  world  events  sent  prices 
from  $305  to  $323  an  ounce.  Investors  seek- 
ing to  bet  on  the  trend  often  turn  to  gold-mining 
stocks,  which  generally  move  faster  than  gold  it- 
self. James  Vail,  who  runs  ing  Precious  Metals 
mutual  fund  in  New  York,  has  been  buying 
shares  of  Meridian  Gold  (mdg),  a  leading  gold 
exploration  and  production  company,  as  his  way 
of  engaging  in  that  risky  but  time-tested  practice. 
Vail  notes  that  gold  companies  have  been 
seeking  to  boost  their  capacity,  which  lagged 
during  the  '90s  gold  doldrums.  But  they've  gen- 
erally done  so  by  boosting  production  at  existing 
mines.  The  Big  Board-traded  Meridian,  which 
relies  on  production  from  its  El  Penon  mine  in 
Chile,  is  taking  a  different  tack.  In  April,  2002, 
the  company  merged  with  a  gold  mining  compa- 
ny called  Brancote  Holdings,  which  operates  the 
Esquel  mine  in  Argentina.  Further  development 
of  Esquel  over  the  next  two  years  will  double 
Meridian's  production,  currently  about  315,000 
ounces  a  year. 

Vail  estimates  that  with 
production  costs  at  Bran- 
cote likely  to  be  $110  an 
ounce,  the  Brancote  mine 
could  be  a  major  contribu- 
tor to  earnings  in  the  years 
ahead — unless,  of  course, 
gold  prices  collapse.  "This 
company  has  a  growth  pro- 
file. If  you  look  at  most  of 
the  majors,  and  even  some 
of  the  smaller  companies,  there  aren't  many  gold 
companies  that  are  showing  an  increase  in  pro- 
duction," says  Vail.  If  the  price  of  gold  increases 
to  $350,  Vail  believes  that  Meridian's  shares, 
now  at  just  under  19,  could  hit  30. 
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54  million  Americans  have  disabilities.Two-thirds  of  those  of  working  age  do  not  have  jobs. 
It  is  a  mistake  to  ignore  these  talented  individuals  who  prove  their  capacity  to  overcome 
challenges  each  and  every  day. 

Our  goal  is  for  people  with  disabilities  to  fully  participate  in  all  aspects  of  life — including  the 
workplace. The  following  members  of  our  CEO  Council  help  us  fulfill  this  mission. They  realize 
that  hiring  people  with  disabilities  is  not  just  a  good  thing  to  do,  it's  good  business. 
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Allstate  Insurance  Company.  Edward  M.  Liddy 
Bank  of  America  Corporation.  Kenneth  D  Lewis 
Calpine  Corporation.  Peter  Cartwright 
Champion  Enterprises.  Inc..  Walter  R  Young.  Jr 
CNA.  Bernard  L  Hengesbaugh 
Deloitte  Touche  Tohmatsu.  James  E  Copcland.Jr 
Dow.  Lohnes  &  Albei  tson.  PLLC. 

Leonard  J  Baxt.  Esq 
GlaxoSmithKline.  PLC.  Jean-Pierre  Gamier 
Hartford  Life.  Inc  .Thomas  M.  Marra 
J.P  Morgan  Chase.  William  B.  Harrison.  Jr 
Kellogg  Company.  Carlos  M  Gutierrez 
Kemper  Insurance  Companies. 

David  B.  Mathis 
Marriott  International.  Inc ..J.W  Marriott.  Jr 
Microsoft  Corporation.  Steve  Ballmer 
Owl  Hollow  Enterprises.  Phillip  E  Beekman 
Prudential  Financial. Arthur  F  Ryan 
Rockwell.  Don  H  Davis.  Jr. 
Steelcase.  Inc..  James  P.  Hackett 
T  Rowe  Price.  George  A.  Roche 
Viacom.  Inc  .   Sumner  M.  Redstone 
Vivendi  Universal.  Jean-Marie  Messier 
Wal-Mart  Stores.  Inc..  Lee  Scott.  Jr. 
Wilmer.  Cutler  &  Pickering 
Wynd  Communications  Corporation.  Dan  Luis 

Leadership  Circle 

ABC.  Inc  .  Steven  M  Bornstein 
Alex  Lee.  Inc  .  Boyd  L  George 
Allegheny  Technologies.  Robert  P  Bazzone 
American  Airlines.  Donald  J.  Carty 
Amgen.  Inc..  Kevin  W  Sharer 
Anheuser-Busch  Companies.  Inc  . 

August  A  Busch  III 
Archer  Daniels  Midland  Company. 

G  Allen  Andreas 
Benpmin  Moore  &  Co.Yvan  Dupuy 
Bridgestone/Fircstone.  Inc  .John  Lampe 
Cherry  Engineering  Support  Services. 

Col  Fred  Cherry 
ChevronTexaco  Corporation.  David  J.  O'Reilly 
The  CIT  Group.  Inc  .  Albeit  R.  Gamper.  Jr. 
Comcast  Corporation.  Ralph  J  Roberts 
Computer  Associates  International.  Inc  . 

Sanpy  Kumar 
Cubic  Corporation.  Walter  J  Zable 
Deluxe  Corporation.  Lawrence  Mosner 
Ernst  &  Young.  William  L.  Kimsey 
Fisher  Scientific  International.  Inc.. 

Paul  M.  Montrone 


Ford  Motor  Company.  William  Clay  Ford.  Jr 
Genentech.  Inc  .Arthur  D  Levinson.  PhD 
General  Electric  Company.  Jeffrey  R.  Immelt 
The  Gillette  Company.  James  Kilts 
The  Goodyear  Tire  &  Rubber  Company. 

Samir  G.  Gibara 
Graybar  Electric  Company.  Inc  . 

Robert  A.  Reynolds 
Hasbro.  Inc  .Alan  G  Hassenfeld 
Hilton  Hotels  Corporation.  Stephen  F  Bollenbach 
Howrey.  Simon.  Arnold  &  White.  LLP. 

Robert  F  Ruyak 
Huntsman  Corporation.  Jon  M  Huntsman 
Illinois  Tool  Works.  Inc. .W.James  Farrell 
Ingersoll-Rand.  Herbert  L  Henkel 
John  Hancock  Financial  Services. 

David  F  D'Alessandro 
The  Jordan  Company.  John  W  Jordan  II 
Keebler  Foods  Company.  David  B  Vcrmylen 
KeySpan  Corporation.  Robert  B  Catell 
Kmart  Corporation.  James  B  Adamson 
Marsh  &  McLennan  Companies.  Inc.. 

Jeffrey  W  Greenberg 
The  May  Department  Stores  Company. 

Gene  Kahn 
McCormick  &  Schmick.  Saed  Mohseni 
Michael  T.  Rose  Companies.  Michael  T  Rose 
Mine  Safety  Appliances  Company.  John  T  Ryan  III 
Motorola.  Inc.,  Christopher  B  Galvin 
Northeast  Utilities.  Michael  G  Morns 
Olin  Corporation.  Joseph  D  Rupp 
Panasonic/Matsushita  Electric  Corporation  of 

America.  Hideaki  Itaw.ini 
Pitney  Bowes.  Inc..  Michael  J  Cntelli 
PPG  Industries.  Inc..  Raymond  W  LeBoeuf 
Raytheon  Company.  Daniel  P  Burnham 
The  Riggs  National  Bank  of  Washington.  DC. 

Robert  L.AIIbntton 
Rockwell  Collins.  Clayton  M.Jones 
Schering-Plough  Corporation.  Richard  Jay  Kogan 
Sears.  Roebuck  and  Co..  Alan  J  Lacy 
Slade  Gorton  &  Co.  Ltd  .  Michael  Gorton 
State  Farm  Insurance  Companies. 

Edward  B  Riiscjr 
The  Thomson  Corporation.  Richard  J  Harrington 
Towers  Pcrnn.  Mark  V  Mactas 
ULLICO.  Inc  .  Robert  A.  Georgine 
W  R  Grace  &  Co  .  Paul  J  Norris 
Worthington  Industries.  Inc  .John  P  McConnell 
Wm  Wrigley.  Ji  Company.  William  Wi  igley.  Jr 
Wyeth.  John  R  Stafford 


N.O.D.  and  BusinessWeek  salute  the  members  of  the  CEO  Council  for  believing  in  the  idea  that  it's  ability,  not  disability, 
that  counts.  Please  send  questions,  comments  or  tax-deductible  contributions  to  the  National  Organization  on  Disability, 
910  16th  Street  N W.Washington,  DC  20006,  or  call  us  at  (202)  293-5960.TDD  (202)  293-5968,  FAX  (202)  293-7999. 


NATIONAL  ORGANIZATION  ON 

LIABILITY 

www.nod.org 
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■  Stocks 

S&P  500 

Sept.  Mar.  Sept.  Sept.  19-25 
1200  i —  -  i —       —900 


1090 


-870 


839.7 


-810 


780 


COMMENTARY 

The  Federal  Reserve's  decision  to  leave 
rates  unchanged — coupled  with  reports 
of  weaker  homebuilding  and  a  decline  in 
leading  economic  indicators — stomped 
already  beaten  down  stocks.  The  Nasdaq 
traded  at  1996  levels.  On  Sept.  25 
stocks  rallied  when  GE  said  it  would 
hit  sales  and  profits  targets.  But  the  Dow 
lost  4.0%  for  week,  followed  by  the  S&P 
500,  off  3.4%,  and  Nasdaq  down  2.4%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


Figures  of  the  Week 


%  change 


U.S.  MARKETS 


Sept.  25 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


S&P  500  839.7  -3.4  -26.9  -17.1 

Dow  Jones  Industrials  7841.8  -4.0  -21.8  -9.4 

Nasdaq  Composite  1222.3  -2A  -37.3  -18.6 

S&P  MidCap  400  413.9  -2.8  -18.6  -1.3 

S&P  SmallCap  600  188.2  -2.7  -18.9  -0.5 

Wilshire  5000  7971.7  -3.3  -25.6  -14.4 


Sept.  25     Week 


A 


Y   i 


SECTORS 

BusinessWeek  50* 

524.4 

-4.9 

-28.2 

-22.4 

BusinessWeek  Info  Tech  100** 

250.3 

-4.9 

-40.3 

-25.9 

S&P/BARRA  Growth 

437.9 

-2.7 

-26.4 

-14.9 

S&P/BARRA  Value 

398.7 

-4.2 

-27.8 

-19.9 

S&P  Energy 

174.2 

-2.4 

-17.6 

-7.4 

S&P  Financials 

278.9 

-4.0 

-21.5 

-11.7 

S&P  REIT 

92.8 

-1.7 

-0.7 

5.6 

S&P  Transportation 

165.0 

0.2 

-16.2 

7.3 

S&P  Utilities 

91.6 

-7.1 

-37.2 

-40.9 

GSTI  Internet 

63.0 

-6.5 

-39.9 

-16.9 

PSE  Technology 

404.0 

-4.8 

-41.2 

-22.7 

*Mar.  19.  1999  =  1000       "Feb.  7, 

2000=1000 

S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (TSE  300) 
Mexico  City  (IPC) 

FUNDAMENTALS 


745.6   -5.6 


3696.2 
2785.4 
2962.5 
9165.4 
9124.9 
6165.0 
5808.4 


-4.4 
-7.2 
-5.2 
-4.0 
-3.7 
-2.2 
-2.5 


Sept.  24       Wk. 


S&P  500  Dividend  Yield                     1.90%  1. 

S&P  500  P/E  Ratio  (Trailing  1 2  mos.)    29. 1  3C 

S&P  500  P/E  Ratio  (Next  12  mos.)*       15.4  IS 

First  Call  Earnings  Revision*            -3.11%  -1. 
*First  Call  Corp. 

TECHNICAL  INDICATORS     Sept.  24  Wk 

S&P  500  200-day  average             1043.4  1051! 

Stocks  above  200-day  average          24.0%  30 

Options:  Put/call  ratio                     l.oo  o.i 

Insiders:  Vickers  NYSE  Sell/buy  ratio   1.22  1. 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


Gold  Mining  11.9 

Health-Care  Supplies  4.5 

Computer  Stores  1.4 

Agricultural  Products  -0.1 

Metal  &  Glass  Containers  -0.4 


Casinos  72.3 

Homebuilding  48.5 

Metal  &  Glass  Containers  44.6 

Housewares  &  Specialties  37.3 

Air  Freight  &  Couriers  29.2 


WORST-PERFORMING    Last 

GROUPS  month  % 


IT  Consulting 
Multi-Utilities 
Tires  &  Rubber 
Gas  Utilities 
Aluminum 


-50.2 
-34.4 
-33.9 
-27.3 
-25.7 


Multi-Utilities 
Wireless  Services  1 
IT  Consulting 
Telecomms.  Equip 
Intgrd.  Telecomm I 


Mutual  Funds 


Week  ending  Sept.  24 
■  S&P  500    ■  U.S.  Diversified    BAH  Equity 

4-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return 

Leaders 

Precious  Metals 
Real  Estate 
Domestic  Hybrid 
Health 


52-week  total  return 


%     -16     -12      -8 


Week  ending  Sept.  24 
■  S&P  500  B  U.S.  Diversified  BAH  Equity 
52-week  total  return 


Laggards 

Europe 
Technology 
Foreign 
Latin  America 

EQUITY  FUNDS 

4-week  total  return 


Leaders 

8.1      Precious  Metals 
-3.1      Pacific/Asia  ex-Japan 
-6.4      Diversified  Emerging  Mkts 
-7.4      Real  Estate 
Laggards 
-17.0      Communications 
-15.9      Technology 
-14.3      Utilities 
-14.0      Health 


%      52-week  total  return 


62.8 
18.2 
12.8 
12.5 

^3.9 
-34.1 
-31.1 
-21.6 


%     -20      -15     -10      -5        0        5 
Data:  Standard  &  Poor's 


Leaders 

Rydex  Dynam.  Venture  1 00  28.8 

ProFunds  Ultrashort  OTC  28.7 

Pro  Funds  Ultra  Bear  In  v.  28.1 

Rydex  Dynam.  Tempest  500  27.6 
Laggards 

ProFunds  UltraOTC  Inv.  -26.6 

Rydex  Dynam.  Velocity  100  -26.4 

Rydex  Electronics  Inv.  -26.1 


Leaders 

First  Eagle  SoGen  Gold  97.3 

Tocqueville  Gold  88.2 

Van  Eck  Intl.  Invs.  Gold  A  83.9 

Gabelli  Gold  83.1 
Laggards 

ProFunds  UltraOTC  Inv.  -60.7 

Black  Oak  Emerging  Tech.  -60.5 

Rydex  Dynam.  Velocity  100  -59.3 


iShares  Gold.  Sachs  Semicr.  -25.8      iShares  Gold.  Sachs  Netwkg.  -59.0 


■  Interest  Rates 

KEY  RATES 

Sept.  25 

Week  ag 

MONEY  MARKET  FUNDS 

1.37% 

1.38% 

90-DAY  TREASURY  BILLS 

1.64 

1.67 

2-YEAR  TREASURY  NOTES 

1.95 

1.99 

10-YEAR  TREASURY  NOTES 

3.75 

3.84 

30-YEAR  TREASURY  BONDS 

4.72 

4.74 

30-YEAR  FIXED  MORTGAGE! 

5.98 

6.08 

In 


tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exemp 
bonds,  assuming  a  30%  federal  tax  rate 

10-yr.  bond 


GENERAL  OBLIGATIONS 

3.42% 

TAXABLE  EQUIVALENT 

4.88 

INSURED  REVENUE  BONDS 

3.60 

TAXABLE  EQUIVALENT 

5.14 

Ml 


riot 


fcT 


■  THE  WEEK  AHEAD 

PERSONAL  INCOME  Monday,  Sept.  30,  8:30 
a.m.  EDT*-  Personal  income  and  con- 
sumer expenditures  are  both  forecast  to 
have  increased  0.4%  in  August.  That's 
based  on  the  median  forecast  of  econo- 
mists surveyed  by  MMS  International.  In 
July,  personal  income  held  steady,  while 
expenditures  jumped  1%. 

PURCHASING  MANAGERS'  INDEX  Tuesday,  Oct. 
1,  10  a.m.  edt+  The  Institute  for  Supply 
Management's  September  industrial-ac- 
tivity index  probably  sank  to  50%,  the 


inflection  point  between  growth  and  con- 
traction. The  August  index  fell  to  50.5%. 

CONSTRUCTION  SPENDING  Tuesday,  Oct.  1, 
10  a.m.  edt*-  Building  outlays  in  August 
are  expected  to  have  dipped  0.3%,  after 
holding  steady  in  July. 

VEHICLE  SALES  Tuesday,  Oct.  1  ►  Sales  of 
U.S. -made  and  imported  cars  and  light 
trucks  most  likely  slowed  to  an  annual 
rate  of  17  million  in  September,  from  a 
surprising  18.6  million  units  in  August. 


FACTORY  INVENTORIES  Thursday,  Oc 
a.m.  edt*  Manufacturing  invent 
probably  fell  0.3%  in  August,  fo 
0.1%  decline  in  July. 

EMPLOYMENT  Friday,  Oct.  4,  8:30 
►  Nonfarm  payrolls  in  Septembe 
bly  rose  by  25,000  positions,  afl 
adding  39,000  jobs  in  August.  V 
growth  most  likely  means  the  un 
ment  rate  climbed  back  up  to  5. 
average  workweek  is  forecast  to  I 
mained  unchanged  at  34.2  hour 
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xlined  4.9%  for  the  week  ending  Sept.  25.  Worst  on  the  roster  of  losing  stocks  was  software-serv- 
S,  which  swooned  66.7%  after  announcing  profits  would  be  off  as  much  as  84%  in  the  coming 
ig  to  the  gloom  were  energy  stocks.  Dynegy,  Calpine,  and  Duke  Energy  suffered  double-digit  de- 
;st  winning  bet?  Slot-machine  stock  International  Game  Technology,  which  climbed  3.0%. 


COMPANY 

%  change 

Since 

iany 

Week 

3/1/02 

i  Johnson 

-0.4 

-11.9 

Viae 

-5.9 

-10.2 

-0.5 

-28.5 

-2.3 

-18.9 

,rris 

-11.9 

-21.2 

PERFORMANCE 


%  change 


Rank      Company 


Week 


Since 
3/1/02 


sior 
„ae 


irceBergen 


0.7 

-6.5 

-7.1 

1.2 

2.8 


-48.2 

-19.2 

-8.0 

^»5.9 

5.2 


alth  Group 

pot 
;  Stores 


-4.9 

2.3 

-16.8 

-4.3 
-27.5 


20.5 

-7.4 

-44.8 

-16.1 

-95.5 


26  Tenet  Healthcare  -3.5  24.7 

27  Household  International  -5.7  -45.3 

28  WellPoint  Health  Networks  -4.2  20.9 

29  Washington  Mutual  -6.2  -4.8 

30  Duke  Energy  -18.9  -48.0 

31  Kohl's  -5.0  -1.6 

32  Bed  Bath  &  Beyond  -1.9  0.8 

33  Cardinal  Health  1.3  -4.0 

34  Centex  -9.0  -24.6 

35  American  Electric  Power  -8.1  -38.3 

36  Golden  West  Financial  -0.5  -2.8 

37  Stryker  -6.9  -9.1 

38  Harley-Davidson  -1.6  -8.9 

39  PepsiCo  -2.8  -26.7 

40  Merck  1.4  -22.2 


lynamics 
hillips 
boratories 
bR) 


-2.2 

-4.5 

1.6 

-11.3 

-20.4 


-9.7 

-18.7 

0.9 

-11.8 

-62.9 


41  Apache 

42  Amerada  Hess 

43  KB  Home 

44  First  Data 

45  Tyco  International 


1.1 
-2.8 
-3.9 
-11.6 
-5.8 


8.4 

-4.9 

10.6 

-29.5 

-48.5 


)l  Petroleum 

I  pes 
l  Oil 


-1.3 
-4.0 
-8.8 
-6.1 

-3.5 


4.1 

-1.6 

-17.6 

-19.2 

-33.8 


46  International  Game  Technology     3.0  0.2 

47  Capital  One  Financial  -1.7  -28.2 

48  Electronic  Data  Systems  -66.7  -79.4 

49  Nabors  Industries  -1.7  -10.8 

50  Xcel  Energy  -0.2  -61.8 


bduction  Index 


Change  from  last  week:  -0.2% 
Change  from  last  year  -1.4% 


IAL  OUTPUT     Sept.  14=162.9  1992=100 
le  index  is  a  4-week  moving  average 


in  index  fell  for  the  sixth  consecutive 
much  slower  pace.  Before  calculation  of 
moving  average,  the  index  rebounded  to 
lil. 7.  After  seasonal  adjustments,  auto 
R  emblies  showed  significant  increases, 
steel,  lumber,  rail-freight  traffic,  and 
were  also  higher  on  the  week.  Coal  re- 
nged,  while  crude-oil  refining  was  the 
t  to  decline. 


h  of  the  index  components  is  at  www.busmess- 
duction  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  online 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 
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Special  Advertising  Feature 

Mixing 

Business  with 

Pleasure 

by  Lincoln 
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Answers  from  this  weeks 
puzzle  in  BusinessWeek. 


LINCOLN 


Lincoln.com 


Index  to  Companies 

This  index  gives  the  starting  page  for  a  story  or  feature  with  a  significant 
reference  to  a  company.  Most  subsidiaries  are  indexed  under  their  own  names. 
Companies  listed  only  in  tables  are  not  included. 


ABNAmro(ABN)44 
Adeiphia  (ADLAC)  104 

Adobe  Systems  (ADBE) 

24 
Agere  Systems  (AGR) 

66 

Alcatel  (ALA)  66 
Allianz  (AZ)  60 
Alltel  (AT)  94 
Amazon.com  (AMZN) 

100 
American  Airlines 

(AMR)  52 
American  International 

Group  (AIG)  104. 116 
Ames  Department 

Stores  (AMES)  146 
AOL  Time  Warner  (AOL) 

54,132 
Apple  Computer  (AAPL) 

24.104 
Apria  Healthcare  Group 

(AHG)104 
Archer  Daniels  Midland 

(ADM)  18 

AstraZeneca  (AZN)  54 
AT&T  (T)  66. 132 
AT&TWireless(AWE)66 
AutoZone  (AZ0)  104 


B 


Badcredit.com  120 
Bank  of  America  (BAC) 

40 

Bank  One  (ONE)  40 

Barclays  (BCS)  44. 62 

BellSouth  (BLS)  66 

Boingo  Wireless  66 

Borden  52 

Bridgestone/Firestone 

(BRDCY)  88 
Brightmail  100 
C 

Cade  &  Wireless  (CWP) 

66 

CBS  i      94 
Cegetei  54 
Cendant    1)18,54, 

104 
Chesapeake     ergy 

(CHKM36 


Cingular  Wireless  66 
Cisco  Systems  (CSCO) 

100.132 

CIT  Group  (CIT)  48 
Citigroup  (C)  40. 44, 

94,120 
Cody  94 

Comcast  (CMCSK)  66 
Computer  Associates 
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and  within  just  three  to  four  weeks,  you  will  begin  to 

see  results.  For  maximum  effectiveness,  continue  to  take  Enzyte  for 

three  full  months.'  Additional  benefits  of  Enzyte  include  increased 

virility,  energy,  and  stamina. 

Proven  Results  Most  men  on  the  Enzyte  program  report  an 
enhancement  from  12-31%  with  an  average  reported  enhancement 
of  24%."  Additionally,  Enzyte  has  a  tremendous  reorder  rate  -  82% 
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Editorials 


BOARDROOMS  ARE  STARTING  TO  WAKE  UP 


Welcome  to  the  revolution.  After  years  of  paying  lip 
service  to  reform,  Enron  Corp.  and  the  ensuing  wave 
of  business  scandal  has  finally  produced  a  dramatic  change  in 
corporate  governance,  ceos  who  ignored  criticism  of  their 
boards  during  the  1990s  are  rushing  to  institute  changes. 
Directors  are  waking  up  to  their  responsibilities  as  repre- 
sentatives of  shareholders,  not  merely  cronies  of  chief  exec- 
utives. Most  important,  investors  are  rewarding  companies 
with  good  governance  and  punishing  those  without  it.  The 
governance  revolution  has  a  ways  to  go,  but  it  is  building  mo- 
mentum. If  the  dramatic  decline  in  trust  in  Corporate  Amer- 
ica is  ever  to  be  fully  restored,  this  movement  must  succeed. 
To  measure  its  success  to  date,  look  at  BusinessWeek's 
fourth  annual  ranking  of  U.  S.  boards  of  directors  (page  104). 
It  lists  the  best  boards,  the  worst  boards,  the  most  improved 
boards,  boards  that  need  work,  and  even  a  "hall  of  shame." 
The  most  progress  so  far  is  in  the  restructuring  of  the  boards 
themselves.  Companies  are  fast  replacing  insiders  with  inde- 
pendent members.  Key  board  committees,  especially  audit  and 
compensation,  are  increasingly  made  up  completely  of  inde- 
pendent directors.  Business  ties  between  directors  and  com- 
panies whose  boards  they  sit  on  are  being  terminated.  Outside 
board  members  are  calling  their  own  executive  sessions  while 
hiring  consultants  to  help  them  in  making  independent  deci- 
sions. Companies  are  making  sure  that  directors  possess 
substantial  amounts  of  stock,  not  just  options,  to  give  them 
serious  stakes  in  the  outcomes  of  their  decisions.  And  they 
are  limiting  the  number  of  boards  that  directors  may  sit  on, 
making  sure  they  have  the  time  and  energy  to  focus  on 
company  issues. 


There  are  certainly  pockets  of  resistance.  Xerox 
had  two  audit-committee  members  who  missed  meetinjl 
year,  even  as  the  Securities  &  Exchange  Commissiol 
looking  into  its  accounting  practices.  Qwest  Communiq 
International"  Inc.'s  founder,  Philip  F.  Anschutz,  who 
extensive  business  dealings  with  the  company,  sat  on  bo| 
compensation  and  nominating  committees.  Qwest  is 
ly  under  investigation  by  the  SEC  for  using  "swap" 
tions  to  boost  revenues. 

Even  among  the  best  boards,  there  is  work  to  bel 
Few  have  seriously  tackled  the  issue  of  CEO  compens 
While  the  markets  have  taken  the  bubble  gains  out  ofl 
prices,  boards  of  directors  have  been  slow  to  take  themT 
ceo  pay  packages.  There  are  exceptions.  Shareholder 
led  ceo  Christos  M.  Cotsakos  of  E*Trade  Group  Inc. 
turn  $21  million  of  his  $80  million  salary  package.  (Tht 
of  the  compensation  committee  who  gave  him  the 
package  had  business  ties  to  E*Trade  and  has  resign* 

Boards  are  making  progress  on  other  tough  issues:  b* 
loans  to  officers  and  directors  and  reporting  faster  on 
stock  transactions.  But  other  reforms  are  behind  scl 
changing  the  way  stock  options  are  valued  and  exp<| 
separating  the  offices  of  CEO  and  chairman,  and  giving 
holders  a  real  voice  by  ending  the  practice  of  super-mil 
votes  for  key  policy  changes.  Shareholder  resolutions  | 
be  binding  as  well. 

The  Justice  Dept.,  state  attorneys  general,  regulator 
investors  are  not  letting  up  on  the  drive  for  better  cor 
governance.  Corporate  America  is  off  to  a  good  stij 
cleaning  up  its  act.  The  stakes  are  too  high  for  it  to  fel 


POVERTY:  THE  BIGGER  PICTURE 


Economies  should  be  judged  on  a  simple  measure:  their 
ability  to  generate  a  rising  standard  of  living  for  all 
members  of  society,  including  the  people  at  the  bottom. 

From  that  perspective,  the  latest  income  and  poverty 
measures,  released  by  the  Census  Bureau  on  Sept.  24,  send 
two  messages.  First,  it's  clear  from  the  numbers  that  2001 
was  a  bad  year  for  everyone.  The  combination  of  recession,  a 
falling  stock  market,  and  the  terrorist  attacks  drove  down  real 
median  household  income  by  2.2%.  Household  income  for 
blacks  fell  by  3.4%,  and  for  Hispanic  households  by  1.6%.  The 
poverty  rate  moved  up,  as  well. 

But  the  other  message,  which  Washington  should  not  for- 
get, is  that  the  policy  measures  of  the  li'90s — including  wel- 
fare reform,  budget  discipline,  free  trade,  and  a  focus  on 
business  investment — produced  major  gains  for  most  of  the 
population,  despite  the  slump  of  the  past  year.  Compare  the 
recessionary  2001  with  1990,  the  first  year  of  the  previous  re- 
cession. During  those  11  years,  real  median  household  incomes 


rose  by  7%.  The  gains  were  even  bigger  for  minorities! 
for  blacks  and  15%  for  Hispanics. 

Perhaps  more  important,  the  poverty  rate  declined! 
13.5%  in  1990  to  11.7%  in  2001.  Much  of  the  gain  camel 
groups  where  poverty  had  long  seemed  intractable! 
black  poverty  rate,  for  example,  had  been  stuck  abov<| 
for  as  long  as  the  Census  Bureau  had  been  calculatirl 
numbers.  But  it  dropped  below  that  level  in  1995,  and  dl 
small  uptick  in  2001,  the  poverty  rate  for  blacks  fell  to  :l 
This  is  still  much  higher  than  that  of  whites,  but  much  | 
than  in  the  1970s  and  1980s. 

That  doesn't  mean  there  aren't  real  problems  thatj 
fixing,  including  corporate  crime,  a  capacity  glut  in  telecorl 
an  overhang  of  bad  debts  in  the  financial  system.  But  wh;l 
we  think  about  the  excesses  of  the  1990s,  they  produce  I 
gains  for  a  lot  of  people  who  had  been  denied  the  fruits  ( 
nomic  growth  in  the  past.  That's  the  sort  of  achiev<| 
policymakers  should  aim  for  in  the  future  as  well. 
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ied  to  work  for  people  like  you.  And  with  over  10  PC  or  Mac 
atible  models  to  choose  from,  finding  the  one  with  the 
mance  and  price  you're  looking  for  is  easy. 

even  have  the  ability  to  print  from  your  digital  camera 
i  card!  If  you  need  a  multi-function  solution  that  works 
}t  as  hard  as  you  do,  you  don't  need  five  separate  machines, 
i  need  is  the  right  one. 
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MFC-5100c 
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About $279 


LASER  FLATBED  MFC 
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LASER  MFC 
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COLOR  MFC 
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JETY  OF  MODELS  AVAILABLE  AT:  Office  Depot,  OfficeMax,  Staples,  J&R  ComputerWorld,  Global  Computer  Supplies,  CompUSA, 
Center,  Fry's,  PC  Connection,  MicroWarehouse,  CDW,  Insight,  PC  Mall,  Quill,  Viking,  Dell,  Amazon.com  and  Gateway.com 


At  your  side. 
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Wouldn't  it  be  great  if  a  single  decision 
could  solve  multiple  business  problems? 
It  can,  if  that  decision  is  to  buy  an  HP 
Multifunction  Printer.  If  you  need  a 
business  machine  that  can  print,  color 
scan,  copy  and  fax,  an  MFP  is  the 
answer,  ft  can  even  scan  documents  and 
print  them  in  one  simple  step  if  you 
have  an  Internet  connection.  Factor  in 
HP's  reputation  for  reliability  and  sup- 
port and  the  decision's  a  real  no-brainer. 
To  find  out  more,  call  888-355-9836 
and  mention  source  code  12142  or 
visit  www.hp.com/go/mfp99.  It's  one 
decision  nobody  can  second-guess. 
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Your  car  will  be  watching  the  roa» 

We  all  know  how  important  it  is  to  pay  attention  to  the  road  but,  once  in  a  while,  your  mind  wanders.  We  are  working 
on  ways  to  help  prevent  your  car  from  wandering  too.  We're  also  developing  the  'electronic  eye',  which 
may  recognize  obstacles  on  the  road.  And  bring  your  car  to  a  stop  if  necessary.  Now  do  we  have  your  attention 
Find  out  more  about  the  'Vision  for  Accident  Free  Driving'  at  www.daimlerchrysler.com. 


Mercedes-Benz  manufactured  by  OaimlerChrysler  AG,  Chrysler,  Jeep*  and  Dodge  manufactured  by  DaimlerChrysler  Corp.,  Freightliner  manufactured  by  Freightliner  LLC. 
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Answers  for  questions  to  come. 
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When  software  lets  you  connect  with  customers  when  and  where  they  want,  th< 
business  with  .NET.  The  more  ways  you  can  connect  with  your  customers,  the  more  opportuni 
you  have  to  build  effective  relationships  with  them.  .NET  connected  software  from  Microsoft 


Trans  World  Entertainment  Corporation's  FYE  brand,  a  worldwide  leader  in  music  and  video  retailing,  uses  .NET  connected 
software  to  deliver  a  personalized  entertainment  experience  at  every  customer  touch-point  in  their  700  stores  and 
at  fye.com.  As  a  result,  they've  strengthened  customer  relationships  and  further  extended  the  value  of  their  brand. 


©  2002  Microsoft  Corporation.  All  rights  reserved.  Microsoft  is  a  registered  trademark  of  Microsoft  Corporation  in  the  United  States  and/or  other  countries.  The  names  of  actual  companies  and  products  mentioned  herein  may 
trademarks  of  their  respective  owners. 
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connect  with  customers  on  any  device,  whether  it's  a  PC,  cell  phone,  handheld,  or  store 
k.  So  you  can  provide  higher  levels  of  responsiveness  and  personalization  that  bring  you  even 
er  to  each  customer.  That's  one  degree  of  separation.  That's  business  with  .NET.  Find  out  how 
F  connected  software  can  help  you  connect  with  customers  in  new  ways, 
to  microsoft.com/enterprise   Software  for  the  Agile  Business. 


Microsoft 


We  develop  innovative  pharmaceuticals  for  the  treatment  of  cancer. 


So  that  cancer  doesn't  stand  in  the 


Millions  of  people  are  diagnosed  with  cancer  every  year.  This  disease  hampers  the 
prospects  of  many  for  a  long  and  full  life.  At  Aventis,  one  of  the  world's  leading  pharmaceutical  companies, 
we  offer  innovative  drugs  for  the  treatment  of  common  cancers,  such  as  breast,  lung  and  colorectal  cancer. 
Our  scientists  are  utilizing  new  technologies,  including  gene  therapy  and  immunology  to  develop  new  agents 
for  the  treatment  of  head  and  neck,  lung  and  gastric  cancer.  Our  goal  is  to  develop  more  effective  treat- 
ments for  cancer;  ones  that  give  people  a  better  chance  to  make  their  dreams  come  true. 

Aventis,  Strasbourg  (France),  is  listed  on  the  stock  exchanges  in  Paris,  Frankfurt  and  New  York,   www.aventis.com 


your  dreams* 


Aventis 


It's  not  how  many  ideas  you  have. 
It's  how  many  you  make  happen. 

To  open  a  new  sales  and  communications 
""•. -channel  to  its  dealers  and  end  users, 
7?  Volvo  Construction  Equipment  (VCE), a 
leading  manufacturer  of  construction 
Jt  equipment,  wanted  to  launch  its  new 

f*&  compact  product  line  electronically. 

I  arii  Volvo  Construction  Equipment's  idea,  delivered. 
Accenture  worked  closely  with  VCE  to  develop  the  company's 
^Business  strategy  and  introduce  a  B2B  dealer  portal  and 
consumer  website.  By  making  it  easier  for  dealers  to  do 
business  with  VCE  and  for  consumers  to  do  business  with 
dealers,  the  project  is  expected  to  reduce  operating  costs  by 
$20  million  over  the  next  five  years. 


To  eliminate  the  technological  barriers  to 
business-to-business  and  business-to- 
marketplace  data  exchange  in  the  global 
chemical  industry,  leading  chemical  companies 
2Sy*  -'        and  omer  major  industry  players  came 

together  to  define  and  promulgate  a  set  of 
open  transaction  standards  in  XML,  the  language  of  eCommerce. 
I  am  the  Chemical  Industry's  idea,  delivered.  Accenture 
brought  deep  industry  knowledge  and  strong  project 
management  skills  to  the  Chemical  eStandards  Initiative™ 
The  new  standards,  published  in  January  2001,  are  simplifying 
transactions  between  companies,  customers  and  eMarkets,  and 
will  provide  a  foundation  for  tomorrow's  online  services. 


|  In  delivering  on  its  commitment  to 
-  *  customer  service  and  providing  innovative 
\         physical  and  electronic  delivery  solutions, 
.     ^|  Canada  Post  wanted  to  fundamentally 
— f  re-engineer  the  way  it  manages  internal 
I  processes  and  does  business  with 
customers  and  suppliers.  I  am  Canada  Post's  idea,  delivered. 
Building  on  a  long-standing  relationship,  Canada  Post 
partnered  with  Accenture  to  embark  on  a  business 
transformation  program  to  re-engineer  key  business  functions 
based  on  an  SAP-based  enterprise  solution  to  improve  customer 
experiences,  allow  employees  to  focus  on  value-generating 
activities,  and  enable  paperless  procurement  and  workflow. 
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t's  not  how  many  ideas  you  have.  It's  how  many  you  make 

lappen.  So  whether  it's  your  idea  or  Accenture's,  we'll  help  you         QPOPn^l    IKP 

urn  innovation  into  results.  See  how  at  aceenture.com  Ovvtl      LWI    V» 
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Innovation  delivered. 
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revenue  per  customer 
has  increased  by  20%. 


Pierre  Danon,  CEO,  BT  Retail 


erre  Danon  knows  the  importance  of  time.  His  21  million  customers  expect  a  quick  response.  By 
sing  Siebel  CRM  software  to  streamline  BT's  Homemover  program,  call-handler  satisfaction  rose 
\%.  Customer  satisfaction  reached  86%.  Revenues  per  customer  rose  20%.  And  in  just  one  12-week 
mod,  5,000  new  accounts  were  identified.  Timely  improvements  even  the  busiest  CEO  can  appreciate. 


Good  service  is  good  business. 

To  learn  more,  call  1-800-307-2181  or  visit  siebel.com/casestudies. 
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BUM  INVESTMENTS 

HEAVY  LUGGAGE  FOR 
LEASE  HOLDERS 

AS    SKIES   DARKEN    FOR    THE 

airline  biz,  some  big  corpo- 
rate names  may  be  in  for  a 
rough  ride.  They  aren't  part 
of  the  airline  industry,  but  to 
get  cushy  tax  breaks  they  in- 


vested hundreds  of  millions 
of  dollars  in  aircraft  leased 
to  major  carriers.  Now,  with 
us  Airways  in  bankruptcy 
and  United  Airlines  on  the 
edge,  the  companies  that  in- 
vested in  these  so-called  le- 


veraged leases  may  lose  out. 
Already,  Electronic  Data 
Systems  is  taking  a  $23  mil- 
lion charge  in  the  third  quar- 
ter to  cover  us  Airways  leas- 
es, part  of  a  $300  million 
shortfall  that  tanked  the  com- 
pany's stock.  It  could  write 
down  more  if  United  goes 
bankrupt,  too.  Worse,  Pitney 
Bowes  had  $511  million  in- 
vested in  aircraft  as  of 
June  30,  according  to 
Securities  &  Exchange 
Commission  filings.  It 
is  keeping  close  tabs 
on  us  Airways  and 
United  and  ultimately 
could  take  a  $100  mil- 
>  lion  write-down,  the  fil- 
ings say.  AT&T  reports 
$70  million  to  $80  mil- 
lion in  liabilities  and 
Whirlpool  some  $68  million. 

Need  another  reason  to 
reach  for  the  Dramamine? 
Companies  disclose  little 
about  aircraft  leases  unless 
they  go  bad,  so  expect  more 
bumps  ahead.    Andrew  Park 


COLOR  UNES 

A  TOUGH  HAUL  FOR 
BLACK  STARTUPS 

WHERE   ARE   ALL  THE   BLACK 

business  owners?  That's  one 
big  question  raised  by  an  on- 
going study  of  entrepreneur- 
ship  by  the  Ewing 
Marion  Kauffman 
Foundation.    The 
survey  of  64,622 
households    finds 
that  blacks  are  far 
more  likely  than 
whites  to  try  to 
start  new  compa- 
nies—9.5%       for  EAGER  but 
blacks  vs.  5.7%  for  


whites.  But  census  data  show 
them  far  less  likely  to  suc- 
ceed: Blacks  make  up  12%  of 
the  population  but  own  4% 
of  companies,  compared  with 
75%  and  85%  for  whites. 
"Blacks  are  starting  compa- 
nies at  greater  rates,  but 
there  is  something  within  the 


process  that  causes  them  to 
fall  out  at  greater  rates,  too," 
says  Patricia  Greene,  a  Uni- 
versity of  Missouri  professor 
and  study  co-author. 

Blacks     may     be     more 
entrepreneurial  because  they 
find  Corporate  America  less 
hospitable,  suggests  Larry 
Cox,     the     foun- 
dation's research 
director.  But  suc- 
cess seems  to  be 
determined    by 
assets   starting 
out.  "Household 
wealth     is     the 
most  important 
cash  poor  thing,"  says  Uni- 
versity  of  Texas 
professor  John  Butler.  It  not 
only  funds  staff  and  supplies 
but  also  serves  as  collateral 
for  loans.  Black  households, 
on  average,  have  just  one- 
tenth  the   wealth  of  white 
ones — and  that  much  less 
support  for  new  ventures. 
Kimberly  Weisul 


TALK  SHOW  "...  most  of  our  [investment]  banking  elk 
are  going  to  zero  and  you  know  I  wanted  to  downgrade  the| 
months  ago  but  got  huge  pushback  from  banking.') 

— E-mail  by  ex-Salomon  Smith  Barney  analyst  Jack  Grubmam 


CHENAULT: 

IBM  client 


CORPORATE  ETHICS 

BIG  BLUES 
BOARDROOM  BIND 

FACING  NEW  RULES  AIMED  AT 

ensuring  the  independence  of 
corporate  boards,  many  com- 
panies will  have  to  start 
reshuffling  directors.  Case  in 
point:  IBM,  which  may  have  to 
boot  a  director  off  its  execu- 
tive compensation  committee. 
That  director,  American  Ex- 
press Chairman  and  ceo  Ken- 
neth Chenault,  has  been  part 
of  the  four-member  group  that 
awards  ibm's  pay  packages 
since  1998.  In  February, 
American  Express  signed  a 
huge  $4  billion  deal  with  IBM. 
Problem  is,  the  New  York 
Stock  Exchange  set  new  rules 
in  August  requiring  that 
members  appoint  independ- 
ent directors  to  comp  com- 


mittees. Once  the  Securil 
&  Exchange  Commission 
proves  the  rules,  compai 
have  24  months  to  find  di| 
tors  they  deem  have  "no 
terial  relationship"  to 

While  no  one  is  allegir 
quid  pro  quo,  governance) 
perts  say  that  directors 
also  are  customers  or  suj 
ers  can't  objectively  acll 
the  interest  of  sharehold] 
"They  are  going  to  have 
get    these    people    off 
boards  or  committees," 
Beth  Young,  a  director  at| 
Corporate  Library,  a  busiij 
watchdog  group.  Respol 
IBM     spokeswoman     Ca 
Makovich:  "Just  because  tf 
are  our  customer,  it 
mean  there  is  a  conflict  of 
terest."  IBM  won't  discussl 
business  with  other  cor 
tee  members.  Calls  to 
tors,  including  Chenault, 
referred  to  IBM. 

Sure,  there's  hardly  a  i| 
poration  that  isn't  an  IBM 
tomer.  And  plenty  of  cor 
nies  have  customers  on 
boards.  An  Oct.  1  study  I 
exec    search    firm    Spenj 
Stuart  estimates  that 
75%  of  s&P  500  compar 
need  to  make 
board  changes. 

Spencer  Ante 


THE  LIST   NO  MEN  ALLOWED 


Responding  to  complaints  from  female  travelers, 
airlines,  hotels,  and  even  trains  have  created 
areas  exclusively  for  women.  A  sampling: 


ASIANA 


AIRUHES 
South  Korea    5%  of  seats  on  flights  to  the  U.5> 


SKYMMtt 


AMARI  AIRPORT 
HOTEL 


Japan  Ten  seats  on  select  flights. 

HOTELS  JHHHHil 

Bangkok        An  all-female  floor,  with  special 
amenities,  separate  elevator. 


LAOrS  FIRST  HOTEL 
&  WELLNESS  CENTER 


Zurich  Entire  hotel  is  women-only.  All 

staff  are  women,  too. 


THE  WYHFREY  Birmingham,  All-female  floor,  with  women's  ma{| 

HOTEL  Ala.  azines  and  other  room  amenities  f 


TRANSIT 

Women-only  cars  during  rush  houl 

Several  all-female  cars  availably 
KEI0  TEITO  ELECTRIC  RAILWAY         late  at  night 

Data:  Company  reports 


EAST  JAPAM  RAILWAY 
WEST  JAPAN  RAILWAY/ 
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THE  SAMSUNG  a500  COLOR  PHONE. 

Open  up  with  the  Samsung  Color  Phone. 
True  vivid  colors  to  reveal  the  real  you. 

•  Advanced  polyphonic  ringers  and  sound 

•  Full-action  games 

•  Enhanced  Internet  experience 

•  Voice-activated  dialing  and  recognition 

•  Personal  organizer 

Find  out  more  at  www.samsungusa.com/wireless 


SAMSUNG  DIGITS 

"veryone's  invited,. 


Sprint  Store 


RadioShack 


The  PCS  Center 
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A  CEO  NEVER  FORGETS  HIS  ROOTS 


MASKED  future  CEO? 


HOW        MUCH        SHOULD        A 

company  spend  on  research 
and  development?  The  way 
CEOs  answer  the  question  de- 
pends to  a  surprising  extent 
on  the  jobs  they  held  before 
becoming  head 
honchos.  CEOs 
with  legal  experi- 
ence are  stingiest 
with  r&d  money, 
while  those  from 
marketing  or  re- 
search are  far 
more  generous, 
new  research 
shows. 

Companies 
spent  on  average  " 
$8,328  per  employee  on  R&D, 
according  to  a  study  in  the 
journal  Management  Science 
by  Vince  Barker,  a  professor 


AS  THE  DOWNTURN  TURNS 


BEHIND  BARS:  EX-GEEKS 

AS  THE  ECONOMY  CONTINUES  ITS 

postboom  hangover,  the  laid-off 
and  unemployed  have  turned  to 
alcohol — mixing  it,  that  is.  Bar- 
tending schools  across  the  coun- 
try are  reporting  big  increases 
in  the  number  of  students  learn- 
ing the  art  of  mixing  cocktails. 

Out-of-work  dot-commers  are 
flooding  the  National  Bartenders 
School  of  San  Francisco,  where 
enrollment  has  nearly  tripled 
since  2000,  to  800  students  this 
year.  Says  owner  Roger  Grimm: 
"The  day  the  economy  turned, 
our  business  started  booming." 
At  the  Bartending  Institute 
of  St.  Louis,  where  enrollment 
has  increased  30%  this 
year,  to  500, 
workers  fur- 
loughed  from 
the  airlines  are 
among  the  newest 
pupils.  After  all,  bar- 
tending is  a  profession 
that's  recession-proof,  if 
not  recession-fueled. 

Julia  Cosgrove 


at  the  University  of  Kansas, 
and  George  Miller,  a  profes- 
sor at  the  University  of  Wis- 
consin. But  ceos  with  law  de- 
grees spent  just  $5,629.  ceos 
from  operations  were  almost 
as  cheap,  spend- 
ing $6,934.  Mar- 
keting vets  spent 
heavily— $10,286. 
And  those  who 
had  been  in  R&D 
or  engineering 
spent  the  most: 
$10,501.  The 
longer  the  ceo 
was  in  office,  the 
stronger  the  cor- 
relation, suggest- 
ing that  over  time,  ceos  were 
able  to  mold  R&D  spending  to 
fit  their  preferences. 

To  find  data  that  apply  to 
current  economic  condi- 
tions, the  researchers 
examined  R&D  spending 
from  1989  and  1990, 
when,  as  now,  business- 
es were  cutting  costs. 
They  chose  172  compa- 
nies from  the  Business- 
Week 1000  and  R&D 
Scoreboard.  (Numbers 
are  adjusted  to  2002 
levels.)  The  National 
Science  Foundation, 
which  tracks  R&D,  finds 
R&D  spending  was  flat 
through  the  '90s.  The 
study  also  shows  links 
between  work  experi- 
ence and  r&d  spending 
because  potential  ceos 
back  then  could  easily 
spend  most  of  their  ca- 
reers working  in  just 
one  department. 

But  not  now,  says 
Barker.  Most  companies 
"rotate  their  executives 
through  the  functions 
that  really  help  the  com- 
pany compete,"  he  says. 
A  good  sign  for  future 
R&D  spending?  If 
they've  had  stints  in  the 
marketing  and  R&D  de- 
partments, perhaps. 

Kimberly  Weisul 


DRAWN  &  QUARTERED 


WHSPEOT!  HIDE  BIKE1 


MINDING  THE  STORE 

A  KITSCHMEISTER 
GOES  CHIC 

SHOPPERS    AT    THE     LLADRO 

store  opening  this  fall  in 
Barcelona  will  be  in  for  a 
shock.  Instead  of  the  usual 
dark,  heavy,  traditional  wood- 
en shelves  loaded 
with  porcelain 
figurines,  they'll 
find  a  two-story, 
exposed-concrete 
loft  meant  to 
evoke  a  chic 
residence.  Down- 
stairs: a  gallery 
with  blackened- 
steel  walls  and 
amoeba- shaped 
seats. 

Can  this  be  the 
same  maker  of  kitschy  knick- 
knacks  on  Grandma's  mantel? 
Turns  out,  a  new  generation 
at  the  Valencia  workshop — 


children  of  the  three  ii 
who  founded  Lladro  in 
1950s — is  intent  on  remal 
its  image.  The  new  stores^ 
"young,  contemporary, 
because  we  want  to  mz 
statement,"      says 

America  chief  Jean- 

tNegre.  With  a  yea 
prototype  store  | 
Tampa  doing 
the  company 
its  New  Yc 
based  archit<| 
WalkerGroup/d 
will  be  unveil 
edgy  variants! 
over  the  w<  I 
this  fall, 
Troy,  Mich., 
San  Jose,  Ca| 
to  Tokyo's  Gi 

The       f 
themselves  are 
being  updated,  with  a  sleelj 
less-kitschy  look  aimed  at 
next  generation  of  collect<| 
Gerry  Khermoi 


ew  digs 


THE  BIG  PICTURE 


HOW  RUDE? 

The  share  of  people  who  say 
it's  acceptable  to  chat  on 
their  cell  phones  while: 


IN  THE  SUPERMARKET 


^ 


!  OR  IN  A  THEATER 
I 

0  20  40 

►  PERCENT 
TELE  PHONE  SURVEY  Of  1.001  ADULTS.  AUG.  23-27 
Data  LetsTalk  com/Wrthlin  Worldwide 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront    businessweek.com 
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THE  NEW  RANGE  ROVER. 


HIGHER  GROUND 


What  defines  the  evolution  of  a 


world-class  vehicle9  The  ability  to  scale 


new  heights.  And  when  you  experience 


the  new  2003  Range  Rover,  getting  there 


is  as  rewarding  as  being  there.  With  a  new 


cross-linked  Electronic  Air  Suspension  that 


provides  unprecedented  comfort  and  capability 


over  almost  any  terrain.  And  the  special 


alchemy  of  its  luxurious  waterfall-lit  wood  and 


leather  interior  that  indulges  the  soul. 


No  wonder  Car  and  Driver  magazine 


selected  it  "Best  Luxury  Sport-Utility  Vehicle. 


The  new  Range  Rover  for  2003.  From  Land  Rover. 


The  most  well-traveled  vehicles  on  earth. 


r~»     V-.     fc^  V»    O    M 


(ANGE  ROVER 


THE  LAND  ROVER  EXPERIENCE 


BILL 
IN  MARKETING 


INFRASTRUCTURE 


INTEGRATION 
PLAY 


1  ]  The  more  connected  your  business  processes  are 
inside,  the  more  efficient  you'll  be  to  the  outside.  So 
from  within  and  build  an  integrated  e-business  infrasl 

2]  Get  in  the  game  with  IBM  -  the  leading  provider  of  endl 
infrastructure.  You'll  find  a  team  of  global  integration  exn 
business  partners.  WebSphere8  integration  software,  ll 
enabled  servers  (and  even  a  ThinkPad8  for  what's  his 

3]  For  more  winning  plays,  visit  ibm.com/e-busine<| 


@  business  is  the  game.  Play  to  win: 
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IN  SEARCH  OF 
THE  GOOD  CEO 


Great  story — and  overdue  ("The  good 
ceo,"  Cover  Story,  Sept.  23)!  If  only 
more  of  the  CEOs  of  our  largest  compa- 
nies had  the  guts  to  manage  the  way 
these  six  do  rather  than  cave  in  to  the 
"demands"  of  short-term  thinkers  in  the 
investment  community. 

How  great  it  is  to  grow  companies 
over  time  rather  than  preside  over  huge 
layoffs  because  you  don't 
care  about  your  human  as- 
sets. It  takes  guts — and 
concerns  about  people — 
not  just  numbers. 

J.  R.  Gordon 
Atlanta 


One  point  that  does  not 
come  out  in  your  story  is 
the  hundreds  upon  hun- 
dreds of  men  and  women 
who  serve  as  CEOs  of 
small  and  midsize  busi- 
nesses who  reflect  the 
same  values  and  commitment  to  suc- 
cess as  your  six  corporate  heroes.  Please 
consider  giving  a  nod  to  the  little  guy  a 
bit  more  often. 

But  hey,  this  time,  a  home  run;  next 
time,  a  grand  slam.  Nice  work. 

David  Neuger 
Northfield,  Minn. 

I  am  pleased  to  see  BusinessWeek 
provide  examples  of  successful  CEOs 
who  emphasize  growing  and  nurturing 
a  business,  the  value  of  employees,  and 
a  willingness  to  make  sacrifices.  But  it 
was  disheartening  to  see  the  comment 
by  Bill  Dreher  of  wr  Hambrecht  & 
Co.,  on  CEO  James  D.  Sinegal's  ap- 
proach to  the  "markup  ceiling''  at  Cost- 
co Wholesale  Corp.  Dreher  says:  "We 
believe  [it]  places  club  member  in- 


terests too  far  ahead  of  sharehoj 
interests." 

This  comment  emphasizes  the  gnj 
attitude  that  has  given  business  a 
reputation.  If  Sinegal  is  maintaii 
a  profitable  company  (shareholder 
ue),  paying  his  employees  (a  busir 
most  valuable  asset)  well,  and  sad 
ing  his  customers  (the  key  to  profit  | 
should  keep  doing  what  he's  ck 
Shareholders  and  Wall  Street  shJ 
remember  the  most  important  til 
about  business:  Witll 
customers,  they  woulc 
be  penniless! 

Andrew  1 
Hoi 

As  I  read  your  stj 
OCfl        what  sti-uck  me  was 
Vfcw     I  your  good  CEOs  are! 
middle-aged,  white 
ican  men.  Where  are 
successful,  widely  admi 
female  CEOs?  Where 
the    effective,    creai 
African  American  CF 
Come  on,  BusinessWeek.  Dig  det 
and  look  harder.  Select  a  group  of  It 
ers  who  represent  our  nation  and  ^J 
are  leading  Corporate  America  into 
future  with  enthusiasm,  teamwork,  | 
novation,  and  plain  old  hard  work. 

Julie  Rich:! 
Colorado  Springs,  C) 

The  profile  of  the  man  on  "The  g 
ceo"  cover  doesn't  appear  to  rese: 
any  of  the  featured  six  men.  Is 
problem  with  my  eyes,  or  am  I  corr< 
Evelyn  D.  B 
Leavenworth,  K 
Editor's  note:  You  are  correct. 

While  I  don't  know  the  other  c 
you  featured,  I  do  know  James  Morj 
of  Applied  Materials  Inc.,  and  I  can 
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Readers  Report 


CORRECTIONS  &  CLARIFICATIONS 

"The  best  &  worst  boards"  (Cover  Story, 
Oct.  7)  incorrectly  reported  that  the  Micro- 
soft Corp.  board  lacks  a  nominating  com- 
mittee, the  board  created  a  committee  in 
August  and  disclosed  it  on  Sept.  19.  The  ar- 
ticle also  incorrectly  stated  that  the  Tyson 
Foods  Inc.  compensation  committee  in- 
cludes two  directors  with  business  ties  to 
the  company. 

"The  telecom  depression"  (Special  Report, 
Oct.  7)  should  have  referred  to  consolida- 
te IDT  Corp.,  not  Integrated  Device  Tech- 
nology Inc.,  which  is  a  different  company. 

In  the  story  "Cloning:  Huckster  or  hero?" 
(People,  July  1),  we  reported  that  in  1999, 
Advanced  Cell  Technology  Inc.  announced 
that  it  had  tried  and  failed  to  create  em- 
bryonic stem  cells.  ACT  actually  declared 
the  experiment  a  success.  It  was  former 
ACT  scientists  and  other  respected  scien- 
tists independent  of  the  company  who 
judged  the  attempt  a  failure.  Also,  the  date 
of  the  announcement  was  1998. 


test  to  the  fact  that  he  is  a  good  person, 
and  perhaps  a  giant  in  the  evidently 
small  fraternity  of  "good  ceos." 

Al  Shugart 

Chairman,  President,  and  CEO 

Al  Shugart  International 

Santa  Cruz,  Calif. 

Your  "good  CEOs"  fail  in  one  impor- 
tant respect:  their  pay.  By  this  criterion, 
they  are  right  up  there  feeding  out  of 
the  same  trough  that  has  grown  so  ab- 
surdly over  the  past  25  years,  during 
which  time  a  new  breed  of  executive 
consultants-for-hire  has  taken  over  as 
advisers  on  what  the  ceos  who  hire 
them  should  be  paid. 

A.F.  Kaulakis 
New  York 

Your  article  on  not-so-famous  ceos 
showed  that  there  exist  a  "few  good 
men"  who  [demonstrate]  that  the  en- 
terprise will  take  care  of  them  if  they 
take  care  of  it.  With  a  quick  glance  at 
heir  profiles,  a  few  similarities  are  vis- 
All  had  a  good  education,  all  start- 
aall  and  made  their  way  up  to  the 
to}      ad  all  seem  to  have  stable  family 
live.-  as  well. 

It.  good  to  read  about  those  who, 
while  eeping  a  low  public  profile,  put 
effort>  coward  creating  value  for  those 
who  place  trust  in  them. 

Namieta  Agarwal 
Jakarta 


- 


"The  good  ceo"  comes  at  the  right 
moment.  We  need  to  celebrate  business 
leaders  with  long  stories  of  passion  and 
devotion  to  their  companies  and  com- 
munity and  not  just  to^  themselves.  I 
would  like  to  see  another  article  with 
more  examples  of  their  "best  practices" 
and  the  management  values  they  share. 

Luis  Pascoal 
Campinas,  Brazil 

STRONG  OPINIONS 

ON  STOCK  BUYBACKS 

"The  buyback  boomerang"  (Finance, 
Sept.  23)  states  that  as  chairman  of  us 
Airways  Group  Inc.,  I  "ordered"  a  mas- 
sive share-buyback  plan.  The  fact  is  that 
the  board  of  directors  of  us  Airways 
was  singularly  responsive  to  the  wishes 
of  the  company's  shareholders  relative 
to  the  stock  buyback.  The  effectiveness 
of  corporate  buyback  programs  will  be 
debated  for  as  long  as  companies  and 
shareholders  seek  to  enhance  value. 

The  thrust  of  your  article  is  that 
stock  buybacks  are  designed  to  maxi- 
mize executive  wealth  by  boosting  earn- 
ings per  share  and,  thus,  share  price. 
Your  article  named  me,  and  no  other 
executive,  thus  implying  that  I  benefit- 
ed from  such  a  repurchase  program. 
The  undisputed  fact  is  that  I  have  nev- 
er sold  a  share  of  us  Airways  stock  nor 
exercised  a  single  stock  option. 

Stephen  M.  Wolf 

Chairman 

us  Airways  Group  Inc. 

Arlington,  Va. 

Buybacks  are  a  welcome  event,  espe- 
cially in  an  age  in  which  corporate  ex- 
ecutives are  being  accused  of  misappro- 
priating corporate  funds.  Distributing 
excess  cash  from  corporate  coffers  re- 
duces management's  ability  to:  1)  invest 
in  unnecessary  projects;  2)  engage  in 
unnecessary  acquisitions;  3)  spend  lav- 
ishly on  executive  perks  or  even  worse; 
4)  simply  keep  that  money  on  the  bal- 
ance sheet. 

Peter  A.  Bio 
New  York 

I  don't  see  the  difference  between 
me  loading  up  on  my  employer's  stock 
and  my  company  loading  up  on  its  own 
stock.  In  both  cases,  diversity  would  be 
prudent.  Too  much  cash?  What  about 
saving  it  or  investing  it  in  research  and 
development,  training,  or  upgraded 
gear?  Most  companies,  especially  tech 
companies,  neglect  this  important  de- 
tail. Companies  should  keep  to  what 
they're  good  at — their  core  business. 
Stock  buybacks  are  the  devil's  diver- 


sion. If  management  [can't]  prop  j 
handle  the  company's  cash,  why  shoi 
want  their  stock? 

PhilM 
Andover,  ft  t 

SHAREHOLDERS  DIDN'T  BENEFI 
AS  MUCH  AS  JACK  WELCH  DID 


In  "The  fall  of  an  icon"  (News:  Ai 
sis  &  Commentary,  Sept.  23),  . 
Welch  says:  "During  my  full  tenure, 
market  capitalization  increased  by 
billion."  So  what?  Shareholders  c 
benefit  from  a  higher  market  cap  v  | 
it  grew  mostly  because  the  compan 
sued  new  shares  used  to  acquire  o 
companies.  Shareholders  benefit  f 
dividends  and  stock-price  apprecia 
Sure,  General  Electric  Co.'s  divid* 
and  stock  price  have  gone  up, 
shareholders  have  gotten  richer,  but 
nearly  as  much  as  Welch  has. 

Shaun  Breid 
New 
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Books 


LEADERSHIP 

By  Rudolph  W.  Giuliani  with  Ken  Kurson 
Talk  Miramax  Books  .  407pp  •  $25.95 


HOW  HIZZONER 

ROSE  TO  THE  OCCASION 


A  lot  of  people  no  doubt  looked  to 
Rudy  Giuliani  for  inspiration  be- 
fore September  11,  2001.  He  is, 
after  all,  the  man  credited  with  putting 
the  shine  back  on  the  Big  Apple.  And 
he  was  already  enough  of  a  draw  to 
get  a  reported  $2.7  million  advance  for 
this  book  in  January,  2001. 

If  not  for  his  actions  in  the  days  after 
the  attacks,  however,  the  former  NewT 
York  mayor  might  have  been  remem- 
bered as  much  for  his  extramarital  be- 
havior and  battle  with  cancer  as  for  his 
performance  in  office.  In  a  shell-shocked 
city,  his  blunt  honesty,  calm  determina- 
tion, and  ubiquitous  presence  became  a 
powerful  salve.  The  man  who  had 
cleared  homeless  people  off  the  streets 
and  earned  a  spotty  reputation  for  race 
relations  suddenly  seemed  to  embody 
compassion  as  well  as  strength.  In  short, 
Giuliani  rose  to  an  incredible  challenge. 
No  wonder  he  decided  to  call  his  new 
book  simply  Leadership.  What  might 
seem  like  a  presumptuous  title  for  other 
politician-scribes  is  unlikely  in  this  case  to 
prompt  snickers.  Even  critics  would  ad- 
mit that  the  guy  has  a  knack  for  getting 
things  done,  even  though  his  manner 
rubs  some  people  the  wrong  way.  More- 
over, Giuliani  has  clearly  given  a  lot  of 
thought  to  the  hallmarks  of  great  lead- 
ership. In  addition  to  laying  out  his  own 
prescription  for  success — with  chapters 
organized  around  principles  such  as  "Loy- 
alty: The  Vital  Virtue"  and  the  tongue-in- 
cheek  "Bribe  Only  Those  Who  Will  Stay 
Bribed" — he  cites  the  thinking  of  other 
leaders,  including  Winston  Churchill, 
Ronald  Reagan,  and  President  George 
W  Bush. 

In  the  end,  though,  Leadership  has 
more  value  as  a  memoir  than  as  a  how- 
to  book.  At  its  core  is  an  account  of 
why  and  how  Giuliani  has  done  the 
things  he  has  done,  from  delivering  a 
childhood  beating  to  a  fat,  older  bully  to 
tracking  and  reducing  the  city's  crime 


rate  through  a  now  much-copied  process 
known  as  CompStat. 

A  hefty  chunk  of  the  text  is  devoted 
to  the  events  surrounding  September  11. 
Not  only  was  Giuliani  himself  almost 
trapped  under  the  rubble  when  the  Twin 
Towers  fell,  but  he  also  lost  a  number  of 
close  friends.  With  so  little 
time  and  privacy  on  that  day, 
he  allowed  himself  to  cry  only 
once.  And  that  lasted  barely  a 
minute.  The  soot-covered 
mayor  eventually  arrived  back 
at  a  friend's  apartment  at  2:30 
a.m.,  read  about  Churchill  for 
the  next  two  hours,  caught  a 
nap,  and  then  waited  for  the 
sun  to  come  up — determined 
to  fight  back.  "People  needed 
strength  from  their  leaders," 
he  writes.  What's  more,  "in- 
stead of  simply  saying,  'Let's  get  back  to 
normal!'  I  tried  to  explain  why  that  was 
important." 

Considering  the  praise  heaped  on  Giu- 
liani these  days,  perhaps  it's  no  surprise 
that  the  books  tone  veers  toward  self- 
congratulation.  If  the  author  feels  he  has 
made  mistakes  in  his  life,  he  doesn't 
dwell  on  them.  This  is  a  volume  about 
the  triumphs  that  marked  his  Catholic 
childhood  in  Brooklyn,  time  in  the  Justice 
Dept.,  five  years  as  U.S.  Attorney  for 
the  Southern  District  of  New  York,  and 
two  terms  as  mayor  of  New  York, 
among  other  things.  He  doesn't  reflect  on 
what  many  consider  to  have  been  lapses 
in  judgment — such  as  his  unpopular  and 
later-retracted  idea  of  extending  his  term 
as  mayor  after  the  attacks.  And  of 
course,  there's  virtually  no  mention  of 
his  messy  divorce  or  indiscretions,  al- 
though he  often  refers  fondly  to  current 
girlfriend  Judith  Nathan.  Donna  Hanover, 
his  wife  of  20  years,  is  essentially  ig- 
nored. Giuliani  cautions  readers:  "If  we 
as  a  nation  expect  to  attract  real  people 
to  public  life,  we  have  to  do  what  we  can 


not  to  intrude  on  matters  that  don' 
feet  a  public  figure's  duties  and  perf< 
ance."  Translation:  Buzz  off. 

Still,  there  is  enough  candor  he 
make  Leadership  an  entertaining 
Giuliani  writes  about  throwing  i 
the  street,  sweating  profusely  in 
ings,  and  desperately  having  to  u 
at    inconvenient    times    during 
prostate-cancer  treatment.  He 
cles  his  victorious  scrapes  with 
Democrats,  and  lethargic  bureauc: 
His  reflections  on  September  11  ar 
ten  genuinely  moving,  and  there  is 
dence,  here  and  there,  that  he  h. 
sense  of  humor.  Faced  with  hund 
of  banner-waving   supporters   as 
drove  up  the  West  Side  Highway 
Bush  after  visiting  Ground  Zero, 
liani  said:  "I  hate  to  b 
it  to  you,  Mr.  Presi 
but  none  of  these  pe 
voted  for  you.  And 
four  of  them  voted  fo 
and  the  Governor." 

The  former  mayor  is 
blunt  about  the  peopl 
dislikes,  such  as  former 
ceo  Jeffrey  Erickson.  / 
the  crash  of  twa  Fligh 
in  1996,  the  mayor  req 
ed  a  list  of  passengers.! 
ickson  responded  by 
he'd  like  to  "liaise"  with  the  may 
which  Giuliani  perceived  as  stonew; 
Writes  the  author  "From  the  moi 
I  heard  the  word  liaise,'  I  suspecte 
was  not  my  kind  of  guy."  He  also  do, 
have  a  lot  of  time  for  Democrats, 
Bill  Clinton  to  former  New  York  M; 
David  Dinkins  and  Ed  Koch.  And 
venomous  toward  such  obvious  targe 
Osama  bin  Laden  and  Palestinian 
thority  President  Yasser  Arafat.  Btj 
spends  far  more  time  praising  thos 
does  like,  from  Reagan  to  the  late 
Dept.  Chief  Raymond  Downey.  In 
Giuliani  says  that  the  real  key  to  his 
cess  has  been  working  for,  and 
rounding  himself  with,  great  people 
That's  a  wise  tactic  for  a  polit 
who's  likely  to  set  his  sights  on  anc 
public  job.  In  fact,  to  some  extent,  L 
ership  can  be  seen  as  an  extended 
paign  speech.  As  such,  it's  a  fair  rt 
sentation     of    its     author — blusi 
unapologetic,  and  marked  by  an  ofr 
passion  for  the  city  he  led. 

BY  DIANE  Bf 
Brady  covers  New  ] 


CANDID,  COMBATIVE,  AND  LARGELY  UNREFLECTIVF 


GIULIANI'S  BOOK  IS  A  LOT  LIKE  THE  MAN  HIMSELF 
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What  are  9  out  of  10  of  the  world's  largest  telecom  carriers 
building  into  their  business? 


> 


? 


* ' 


They're  building  in  Level  3  Communications.  For  the  network  capacity  they  need  when  they 
need  it.  From  a  network  company  they  can  rely  on  to  deliver  a  full  range  of  communications 
services  over  the  world's  most  advanced,  continuously  upgradable  network.  To  learn  more. 


call  us  at  1  877-2LEVEL3  or  visit  www.Level3.com. 


Level  3 


RETIREMENT  FACT: 

53%  of  small  businesses 
say  the  primary  reasons 
for  offering  a  retirement 
plan  are: 


Employee  recruitment 
and  retention  (30%). 


Employee  attitude  and 
performance  (23%).* 


Employers  offer  retirement 
plans  because  employees  value 
them.  That's  a  fact. 

You  can  help  your  employees 
secure  their  financial  futures. 
And  at  the  Principal  Financial 
Group®  we  can  help.  Give 
us  a  call  at  1-800-986-3343 
(ext.  80080)  and  find  out  why 
we  are  the  nation's  401(k) 
leader.  We  understand  what 
you're  working  forSM. 


Surv 

L 


Financial 
Croup 


www.principal.com 


•Source:  The  2002  Small  Employer  Retirement 
Survey,  Employee  Benefit  Research  Institute. 
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PIPE  DREAMS 

Greed,  Ego,  and  the  Death  of  Enron 

By  Robert  Bryce 

PublicAffairs  •  394pp  .  $27.50 


ANATOMY  OF  GREED 

The  Unshredded  Truth  from  an  Enron  Ins 

By  Brian  Cruver 

Carroll  &  Graf  •  366pp  •  $25 


THE  DEADLY  SINS 
OF  ENRON 


PI  PI 

DREAI 


It  may  take  years  for  the  courts  to 
determine  who  and  what  are  to 
blame  for  the  spectacular  collapse 
of  Enron  Corp.  But  the  unofficial  verdict 
is  already  in,  and  it's  amply  laid  out  in 
two  new  books  about  the  bankrupt  en- 
ergy trader:  Look  no  further  than  a  cul- 
ture built  on  greed  and  deception. 

While  that's  hardly  a  novel  conclu- 
sion to  anyone  who  has  been  following 
this  debacle,  Robert  Bryce's  Pipe 
Dreams  and  Brian  dri- 
ver's Anatomy  of  Greed 
drive  the  point  home 
with  some  new  details 
that  are  alternately 
sickening  and  hilarious. 
Bryce's  account  is  more 
insightful,  as  the  veter- 
an Texas  journalist 
traces  the  many  mis- 
deeds in  Houston  and 
Washington  that  led  in 
evitably  to  Enron's  un- 
doing. Cruver,  in  contrast, 
bills  himself  as  an  "Enron  insider," 
but  his  eight-month  stint  in  a  startup 
unit  hardly  qualifies  him  to  shed  much 
light  on  the  company's  culture  or  the 
flawed  decisions  behind  its  implosion. 

And  the  missteps  are  many.  While 
most  have  been  reported  in  some 
fashion  in  the  buckets  of  ink  spilled 
on  the  story,  Bryce  still  packs  a  punch 
by  gathering  all  the  damning  deta: 
in  one  place.  These  include,  of  course 
the  off-balance-sheet  partnerships  that 
enriched  Chief  Financial  Officer  Andrew 
S.  Fastow  and  his  cronies  while  hiding 
Enron's  deteriorating  financial  state. 
Next,  there  was  the  easily  manipulated 
"mark-to-market"  accounting  that  let 
Enron  book  revenue  up  front  on  long- 
term  deals  instead  of  spreading  it  out 
over  years.  Executives  abused  the  sys- 
tem to  inflate  bonuses  while  worrying 
little  about  the  deals'  real  profitability. 
Finally,  there  were  the  money-losing, 
badly  run  businesses  around  the  globe 
that  ultimately  left  Enron  strapped  for 
cash  and  headed  for  a  death  spiral. 

Bryce  is  most  compelling  when  he 
sketches  the  corrupt  cast  of  characters 
who   steered  this  Titanic.   Of  course, 


there's  "imperial"  Chairman  Kennetl 
Lay,  who  prefers  hobnobbing  withj 
pols  he  has  bought  and  paid  for  in 
ington  rather  than  minding  Enron. 
he  now  claims  to  have  been  kept  in  J 
dark  by  Enron's  self-dealing  financiei  J 
the  narrative  Lay  readily  feeds  his 
family  at  the  Enron  trough.  An  aufl 
who  recommends   that   the   com] 
switch  travel  agencies — eschewing  I 
that's  half-owned  by  Lay's  sister—  | 
soon  finds  himself  out  of  a  job. 
Lay's  grown  daughter  uses  an 
ron  jet  to  transport  her  king-j 
bed  to  France. 

Arrogant  ceo  Jeffrey  K.  SI 
seems  clueless  when  it  cornel 
running  a  company.  When  he 
ceeds  the  penny-pinching  Ricr 
Kinder  as  president,  SMUing 
spending  to  spin  out  of  control, 
trading  group  alone  drops  $2 
on  flowers  in  1997,  according  to  J 
auditor.  And  SP 
ruthless  performs 
review      commit 
which  weeds  out 
of  "underperform] 
every  six  months, 
ates    a    company! 
backstabbing  yes-i| 

The  foibles  and 
ual  exploits  of  the 
porting  cast  are  t\ 
more  astonishing.  l| 
neth    D.    Rice, 
heads      the      fail 
broadband  unit,  becomes  infamousl 
his  long-running  affair  with  another  I 
ron  executive,  Amanda  Martin.  Ol 
employees  watch  as  the  two  fondle  I 
another  behind  the  glass  walls  of  Mar| 
office.  Rice  typically  works  three  or 
days  a  week  and  sometimes  watches 
toons  on  his  laptop  during  meetings.l 
apparently  ignores  warnings  as  earlf 
the  spring  of  2000  that  a  coming  gkl 
bandwidth  will  decimate  the  businesl 
Then  there's  the  mysterious  Loil 
Pai,  another  Skilling  pal  who  rarely  t\ 
phone  calls,  often  sits  in  his  office  a  I 
reading  the  paper,  and  whose  fascl 
tion  with  strippers  is  legendary.  He  q 
marries  a  former  topless  dancer.  ] 
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YOU  CAN  ALWAYS  TELL  WHEN  AN  EMPLOYEE  HAS  A  GREAT  RETIREMENT  PLAN. 
They're  happier,  more  productive  and  will  stay  with  you  longer.  We  should  know.  As  the 
nation's  401  (k)  leader,  we've  been  providing  growing  businesses  with  complete  retirement 
solutions,  helping  to  secure  their  employees'  financial  futures,  for  over  60  years.  You'll  find  our 
wide  range  of  products  and  services  provides  tremendous  flexibility  in  customizing  a  plan  for 
your  growing  business.  Add  to  that  our  top-notch  customer  service  and  there's  no  reason  to  look 
anywhere  else.  Want  to  make  the  office  a  better  place  for  your  employees? 

Give  us  a  call  at  1-800-986-3343  (ext.  80080). 

Financial 

WHAT    YOU'RE    WORKING    FORw     W       Group 

www.principal.  com 


i  12  Principal  Financial  Sen  ices,  Inc.,  Des  Moines,  IA  50392.  Insurance  issued  by  Principal  Lite  Insurance  Company.  Securities  offered  through  Princor  Financial  Services  Corporation  (member 
l>  cv  SIPC),  800/247-4123.  Principal  Life  and  Princor  are  members  of  the  Principal  Financial  Group*  (The  Principal*),  Des  Moines,  IA  50392.  "The  Principal  Financial  Group*"  and 
Principal' ""  are  registered  trademarks  of  Principal  Financial  Services,  Inc..  a  member  of  the  Principal  Financial  Group. 


Books 


Rice,  Pai  is  a  lackluster  manager 
provides  little  oversight  to  a  retail  el 
gy  business  that  inflates  results  u| 
questionable  accounting.  With  this 
at  the  helm,  the  wonder  isn't  that  Eil 
fails — it's  that  it  doesn't  happen  sooi 
Bryce  is  sometimes  sloppy  withl 
facts,  misspelling  the  last  name  off 
mer  sec  Chairman  Arthur  Levitt,! 
example.  He  gets  bogged  down  in[ 
rangues  against  the  politicians,  inclu<| 
Senator  Phil  Gramm  (R-Tex.)  and 


An  ex-exec  says  Enr< 
was  "designed  to  mal| 
people  rich  withoul 
making  real  profits' 


ident  George  W.  Bush,  who  backed 
laissez-faire  oversight  that  helped 
Enron's  shenanigans  from  scrutiny, 
author's  focus  on  how  money  corn' 
the  political  process  is  dead  right 
course,  but  it's  hardly  original. 

Unfortunately,  the  same  charac 
zation  applies  to  most  of  Cruver's 
shredded  truth."  He  relies  on  newsp 
accounts,  an  Enron  board  report, 
other  well-publicized  sources  to  p, 
together  his  tale.  Interspersed  are 
own  meager  experiences  at  comp 
headquarters,  the  "Death  Star." 

A  few  characters  in  the  book  s< 
contrived,  including  the  mysterious  ' 
Blue,"  a  senior  Enron  exec  who  r 
through  the  international  division.  W 
he  finally  bails,  Mr.  Blue  succinctly 
plains  the  rot  at  the  core  of  Enron: " 
system  was  designed  to  make  pec 
rich  without  making  real  profits, 
goal  was  to  keep  the  stock  price  ris 
and  the  doubters  muted — usually 
sheer  confusion."  And  despite  his  ( 
lucrative  career,  he  pronounces  m 
dramatically:  "But  it  cost  me  my  sot 

In  the  end,  Cruver  seems  to  sh 
such  greedy  instincts.  As  the  comp 
spirals  toward  bankruptcy,  he  nab 
free  home  computer  before  Enron 
halt  the  employee  perk.  And  throi 
company  ineptness,  he  stays  on  the  p 
roll  for  weeks  after  he  has  lost  his  ; 
For  a  company  that  treated  so  m. 
so  badly,  it  seems  just  for  Cruver 
get  some  crumbs.  But  that  take-t 
money-and-run  mentality  was  at 
heart  of  Enron's  woes. 

BY  WENDY  ZELLr 

Dallas  Bureau  Chief  Z ell 
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Now  there's  an  easy  and  luxurious  way  to  earn  miles.  Introducing  airline  miles  from  Omni  Hotels.  Stay  at  one  of  our  40 
luxurious  locations  on  your  next  business  trip,  and  you  may  earn  5°°  miles  with  either  American  Airlines*  or  Delta  Air  Lines 
with  each  qualified  stay.  Just  give  us  your  travel  awards  program  number  when  you  make  your  reservation.  It's  that  easy! 
And  as  an  added  bonus,  we'll  double  your  miles  when  your  stay  occurs  between  September  1  and  October  3I.  2002  —  that's 
1,000  miles  per  qualified  stay. 

To  earn  miles  even  easier,  sign  up  to  become  an  Omni  Hotels  Select  Guest.  Just  provide  us  with  your  A*AdvantageK 
or  Delta  SkyMiles  number  when  you  sign  up,  and  you'll  automatically  receive  miles  on  future  qualified  stays.  You'll  also 
enjoy  personalized  service  and  amenities  like  complimentary  morning  beverage  and  newspaper  of  your  choice,  room 
upgrades  and  late  check-out.  Now  that  makes  staying  with  Omni  Hotels  twice  as  rewarding. 


Gall  your  professional  travel  consultant,  I-800-THE-OMNI 
or  visit  omnihotels.com  for  reservations  at  one  of  our  40  locations. 

Omni  i&  Hotels' 

An   ideal  world.   If  only  for  a  night. 

©  Omni  Hotels  2002  Guests  must  pay  *  qualifying  rate  on  at  least  one  night  of  stay,  and  will  receive  double  miles  when  arrival  is  between  Sept.  1 .  2  002 
and  Oct.  3I.  2002.  Omni  Hotels  assumes  no  liability  for  changes  or  discontinuation  of  travel  rewards  programs  by  airline  partners,  but  reserves  the  right 
10  change  or  discontinue  the  program  at  any  time.  Please  allow  6-8  weeks  after  hotel  stay  for  mileage  postings  to  occur.  For  complete  rules,  please  visit 
omnihotels.com.  American  Airlines  reserves  the  right  to  change  the  AAdvantage  program  at  any  time  without  notice.  American  Airlines  is  not  responsible 
for  products  or  services  offered  by  other  participating  companies.  For  complete  details  about  the  AAdvantage  program,  visit  www.aa.com. 
American  Airlines  and  AAdvantage  are  marks  of  American  Airlines.    Inc.   All   Delta  SkyMiles  program  rules  and  conditions  apply. 


/Advantage 


a  Delta 

SkyMiles 
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The  Businessweek  Best-Seller  List 


HARDCOVER  BUSINESS  BOOKS 


LAST       MONTHS 
MONTH     ON  LIST 


PAPERBACK  BUSINESS  BOOKS 


LAST      MO| 
MONTH     On! 


11 


1  GOOD  TO  GREAT  Jim  Collins  (HarperBusiness  • 
$27.50)  How  run-of-the-mill  companies  make  the 
leap  to  excellence. 

2  EXECUTION  Larry  Bossidy,  Ram  Charan  (Crown  3         3 
Business  •  $27.50)  Making  strategies  work. 

3  FISH!  Stephen  C.  Lundin,  Harry  Paul,  John  Chris-      4      24 
tensen  (Hyperion  •  $19.95)  Motivate  employees 

the  Pike  Place  Fish  Market  way. 

4  GLOBALIZATION  AND  ITS  DISCONTENTS  Joseph       15        2 
E.  Stiglitz  (Norton  •  $24.95)  The  IMF  has  failed, 

says  a  Nobel  laureate. 

5  WEALTH  AND  DEMOCRACY  Kevin  Phillips  (Broad-      8         3 
way  •  $29.95)  How  the  rich  get  richer:  politics. 

6  TUXEDO  PARK  Jennet  Conant  (Simon  &  Schuster      --  1 

•  $26)  A  tycoon's  scientific  contributions  toward 
victory  in  World  War  II. 

7  CONQUER  THE  CRASH  Robert  R.  Prechter  Jr.  5         3 
(Wiley  •  $27.95)  Protect  your  assets  in  the 

coming  depression. 

8  NOW,  DISCOVER  YOUR  STRENGTHS  Marcus  6        20 
Buckingham,  Donald  0.  Clifton  (Free  Press  •  $27) 

How  to  bolster  your  true  talents. 

9  PRIMAL  LEADERSHIP  Daniel  Goleman,  Richard  9         7 
Boyatzis,  Annie  McKee  (Harvard  Business  School 

•  $26.95)  Using  "emotional  intelligence"  as  a 
leadership  tool. 

10  FISH!  TALES  Stephen  C.  Lundin,  John  Chris-  11        5 
tensen,  Harry  Paul,  with  Philip  Strand  (Hyperion  • 
$19.95)  Reel  in  more  of  the  "Fish!  Philosophy." 

11  THE  FIVE  DYSFUNCTIONS  OF  A  TEAM  Patrick  10        4 

Lencioni  (Jossey-Bass  •  $22)  Overcoming  behavior 
that  obstructs  teamwork. 

12  WHALE  DONE!  Ken  Blanchard,  Thad  Lacinak,  12        6 
Chuck  Tompkins,  Jim  Ballard  (Free  Press  • 

$19.95)  Tips  from  Shamu's  trainers. 


FAST  FOOD  NATION  Eric  Schlosser  (HarperCollins 
•  $13.95)  The  bad  news  on  burgers. 


2  THE  TIPPING  POINT  Malcolm  Gladwell  (Back  Bay 
•  $14.95)  What  turns  an  idea  into  a  hot  trend,  by 
a  New  Yorker,  writer. 

3  RICH  DAD'S  RETIRE  YOUNG  RETIRE  RICH 

Robert  T.  Kiyosaki,  with  Sharon  L.  Lechter 
(Warner  •  $17.95)  Plan  ahead. 


11 


REAL  ESTATE  RICHES  Dolf  De  Roos  (Warner  • 
$17.95)  Why  buildings  are  better  investments 
than  stocks. 


8       ] 


HOW  TO  MAKE  MONEY  IN  STOCKS  William  J. 
O'Neil  (McGraw-Hill  «$12.95)  Picking  winners, 
by  the  founder  of  Investor's  Business  Daily. 


10 


THE  9  STEPS  TO  FINANCIAL  FREEDOM  Suze 
Orman  (Three  Rivers  •  $13.95)  Learn  to  save,  by 
the  queen  of  personal-finance  advising. 


14 


7    WHAT  COLOR  IS  YOUR  PARACHUTE?  Richard 
Nelson  Bolles  (Ten  Speed  •  $16.95)  The  2002 
edition  of  the  enduring  job-search  bible. 


8 


THE  E-MYTH  REVISITED  Michael  E.  Gerber 
(HarperBusiness  •  $16)  A  systems  approach  for 
small-business  success. 


13      ] 


MANIAS,  PANICS,  AND  CRASHES  Charles  P. 
Kindleberger  (Wiley  •  $19.95)  The  classic 
account  of  irrational  financial  behavior. 


10  THINK  AND  GROW  RICH  Napoleon  Hill  (Fawcett 
$7.50)  Willpower  is  the  key  to  achieving  goals. 


11 


HOW  TO  MAKE  MILLIONS  IN  REAL  ESTATE  IN  3 
YEARS  STARTING  WITH  NO  CASH  Tyler  G.  Hicks 
(Berkley  •  $14)  Make  way,  Donald  Trump! 


12   LOOPHOLES  OF  THE  RICH  Diane  Kennedy,  C.P.A. 
(Warner  •  $19.95)  How  you  can  get  the  taxman 
off  your  back. 


13   THE  21  IRREFUTABLE  LAWS  OF  LEADERSHIP 

John  C.  Maxwell  (Thomas  Nelson  •  $22.99)  A 
minister's  down-to-earth  rules. 


21 


13  HOME  BUYING  FOR  DUMMIES  Eric  Tyson,  Ray 
Brown  (Wiley  •  $21.99)  Gimme  shelter— and  a 
mortgage. 


14  THE  ROAD  TO  WEALTH  Suze  Orman  (Riverhead  •      --        10 
$29.95)  Personal-finance  counseling. 

15 


THE  HEART  OF  CHANGE  John  P.  Kotter,  Dan  S. 
Cohen  (Harvard  Business  School  •  $20)  Tales  of 
organizational  transformation. 


14 


14 


15 


OWN  YOUR  OWN  CORPORATION  Garrett  Sutton, 
Esq.  (Warner  •  $17.95)  The  legal  ins  and  outs  of 
establishing  a  company. 


THE  RICHEST  MAN  IN  BABYLON  George  S.  Cla- 
son  (Signet  •  $6.99)  Save  10%  of  what  you 
earn — then  pay  your  bills. 


HARDCOVER  BUSINESS  BOOKS 

WHO  MOVED  MY  CHEESE?  Spencer  Johnson 
(Putnam  •  $19.95) 

FIRST,  BREAK  ALL  THE  RULES  Marcus 
Buckingham,  Curt  Coffman  (Simon  & 
Schuster  •  $27) 

RAVING  FANS  Ken  Blanchard, 
Sheldon  Bowles  (Morrow  •  $20) 


LONG-RUNNING  BEST-SELLERS 


PAPERBACK  BUSINESS  BOOKS  THE  ONE  MINUTE  MANAGER  Kenneth  Blancha 

„.,-..  ~.r.  r.»nn  n.n  o  l.  .*  t  w        7~  Spencer  Johnson  (Berkley  •  $12.95) 

RICH  DAD,  POOR  DAD  Robert  T.  Kiyosaki,  with  --- -- 

Sharon  L.  Lechter  (Warner  •  $15.95)  GETTING  TO  YES  Roger  Fisher,  William  Ury,  Brt 

THEV"HXBiTS0F"HIGHLY"EVFECTivE"pE0"pUE"""  f^..?^.'"'^. 

Stephen  R.  Covey  (Fireside  •  $14)  RICH  DAD'S  GUIDE  TO  INVESTING  Robert  T. 

"r,\V;rAVA",o"V;"«.V,V."«V.;"^;r^n»i^"o  "u'll Kiyosaki,  with  Sharon  L.  Lechter  (Warner  •  $19. < 

RICH  DAD'S  CASHFLOW  QUADRANT  Robert  ../......'.. - - 

T.  Kiyosaki.  with  Sharon  L.  Lechter  THE  MILLIONAIRE  NEXT  DOOR  Thomas  J.  Stan 

(Warner  •  $17.95)  ley,  William  D.  Danko  (Pocket  Books  •  $7.99) 


BusinessWeek's  Best-Seller  List  is  based  on  a  survey  of  chain  and  independent  booksellers  that  carry  a  broad  selection  of  books  on  economics, 
management,  sales  and  marketing,  small  business,  investing,  personal  finance,  and  careers.  Well  over  1,000  retail  outlets  nationwide  are  repre 
sented.  Current  rankings  are  based  on  a  weighted  analysis  of  unit  sales  in  August.  Titles  that  have  been  on  the  Best-Seller  List  for  more  than  t\ 
years  appear  as  Long-Running  Best-Sellers. 

Reviews  and  more  are  available  on  AOL  (Keyword:  BW)  or  www.businessweek.com 
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a  wilderness 
to  conquer? 


Do  you  have 


A  mountain 
to  climb? 


A  merger  to 
navigate? 


An  IPO  to 
launch? 


I 


20° 


20= 


No  roads,  no  signs,  no  gravity  and  no  oxygen.  What  the 
Apollo  program  did  have  was  a  gifted  guide  at  Mission 
Control.  Gene  Kranz's  split-second  solutions,  unerring 
instinct  and  calculated  calm  helped  put  man  on  the  moon 
and  saved  the  crew  of  Apollo  13. 

We,  too,  use  every  resource  to  guide  our  clients  to  sue 
Evaluating  their  alternatives.  Maximizing  their  returns.  And 

focusing   our   creative 
resources    on    adding 

IPO  support  , 

rtr  and    maintaining    value. 

Consistently  guiding  our  clients  to  long-term  success  is  the 
reason  we  once  again  rank  #1  in  aftermarket  IPO  support." 


#  1  in  aftermarket 


Before  you  rope  your  company  to  any  investment 


bank,  be  sure  they  can  pull  their  weight.  Know 


Guides 


that    they    can 


3 


lead  when  you're  blazing  new  trails.  Be  confident 


that  they  measure  their     VQUL    C£LT1 
XrTXSTJ*    success — by  yours.  And  when 


you  get  to  the  top,  don't  forget  to  enjoy  the  view. 


Guides  for  the  journey. 


[J^bancorp 

Piper  Jaffray® 


EQUITY  CAPITAL  MARKETS  OFFICES:        MINNEAPOLIS        SAN  FRANCISCO        NEW  YORK        LONDON        CHICAGO        MENLO  PARK        SEATTLE       TEL  AVIV 

Securities  products  and  sen  ices  .ire  ottered  through  U.S.  Bancorp  Piper  Jaffray  Inc.,  member  SIPC  and  NYSE,  Inc.,  and  a  subsidiary  of  U.S.  Bancorp.  pipehaffrav.com 

Strategic  alliance:  Securities  products  and  services  are  offered  through  Nessuah  Zannex  Ltd.  under  an  agreement  with  USBPJI.  *  Based  on  IPOs  underwritten  and  08/02  EC  M-4778 

trading  data  from  the  period  1-1-01  to  6-30-02.  **  Mergers  &  Acquisitions,  2000  "Best  in  M&A  Awards':  •••  Based  on  year-end  return  from  offer  price  for  all 
IPOs  and  follow-on  offerings  completed  in  2001.  Rankings  include  all  bookrunning  managers  that  completed  at  least  10  transactions  in  2001.  Source:  Dealogic. 


Sir  Edmund  Hillary  was  the  first  to  stand  atop  Mt.  Everest. 
He  took  Tenzing  Norgay,  a  gifted  Sherpa  guide  who'd  spent 
years  on  Everest's  slopes.  The  knowledge,  toughness  and 
intuition  gained  there  had  already  taken  Norgay  within 
meters  of  the  summit  only  months  before  Hillary's  climb. 

M& A  Mid-Market  Bank  of  the  Year 

Whether  you're  climbing  a  mountain  or  buying  and 
selling  companies,  an  experienced  guide  is  indispensable  for 
assessing  the  risks  and  finding  the  surest  route  to  the  top. 
Exceeding  client  expectations,  even  in  volatile  market 
conditions,  reaffirms  our  reputation  as  the  industry's  leading 
MevA  advisor  for  growth  companies 


Top-performing 


A  dangerous  journey  across  a  vast  uncharted  territory. 
Lewis  and  Clark  chose  the  young  Native  American 
Sacagawea  to  help  lead  their  expedition.  As  a  guide,  she 

scouted  and  negotiated 
their  way  across  the 
Louisiana  Purchase  to  the 
Oregon  coast.  And  back. 

As  you  grow  your  company,  you'll  want  resourceful 
guidance  too.  Capital  markets  experts  who  know  your 
industry  customs,  speak  the  language,  and  scout  the  trails 
when  the  going  is  tough.  You'll  want  nothing 
less  than  the  journey-proven  organization  ranked  as  the 
industry's  top-performing  lead  manager. ::::" 


lead  manager 


Guides  for  the  journey. 


[f^bancorp 

Piper  Jaffray® 


The  right  guides  know  the  territory  ahead.  They  are 


resourceful  and  improvise  when  options  are  few. 


TAKE 


They  differentiate  between 


possibility   and   peril.   They   react   aggressively  |» 


to   changing   conditions.   And   remain   firmly 


committed  to  their  clients'  THE  RIGHT 


success.   You'll  find  those   same  traits   inherent 


in  the  best  investment  bankers,  analysts,  traders 


and  institutional    CtTTTTj  Hj        brokers, 


In  the   guides   at  U.S.   Bancorp   Piper  Jaffray. 


Guides  for  the  journey/ 


t^bancorp 

Piper  Jaffray* 


Take  the  right  guide  to  lead  the  wai^. 


The  capital  markets  have  changed  dramatically  in  recent  months.  You  need  a  guide  who  knows  the  territory  ahead 
and  provides  leadership,  executes  with  precision,  and  delivers  exceptional  results.  Already  this  year  we've  guided 
clients  on  transactions  worth  more  than  $14  hillion  and  maintained  our  number  one  ranking  in  aftermarket  IPO 
support.  In  times  like  these,  the  right  guide  makes  all  the  difference. 


Select  2002  Transactions 


Multifoods 

has  sold  its  vending  and 

foodservice  distribution 

business  to 

^S>/^9   W«tapwig  Caprtai 
WfrMV    Mariasernew  LLC 


■aptantw  2002 


Initial  Public  OMennq 
July  2002 


DRL  Holdings,  Inc. 


€>■ 


COftTICQiow  Fund  nl.  LP 


RAIT 


Folow-On  Offenng 


Smith    Nephew 


rhornbui _■■ 


fOllOW-On  O^erng 


has  sold  a  majority  interest 
in  the  Company  to 


SOLERA 

A^qus:  2002 


$115,115,000 


MJiJ^-l^J 


Initial  Public  Offenng 


11 03  500.000 


KY£4-KHM- 


Initial  Public  Ottering 


ft)eesecake 
^^actory 


Follow-On  Offenng 


ePredi* 


CACI    3   ILabCorp 


Follow -On  Offenng 


$368,000,000 

Annaiy  Mortgage 
Management.  Inc 

Fdtow-On  Dftai  -z 


CFB  Capital  III 
a  subsidiary  of 

^&  Community 
W*  first *~~.  - 


Capital  Securities 


S262.000.000 

|>ilK 

Enhanced  Equipment 
Trust  Certificates 

March  2002 

w 

ICAl 

GROUr 

Follow-On  Offering 


CHARLES  RIVER 

LABORATORIES 
Convertible  Offering 


G/OX 


Convertible  Offenng 


S749.131.000 

$65,256,000 

AntJttu*ABOO*comfum  mc 

Haas  Wheal  Capital  Partners 

has  sold  a  minority  interest  m 

NBC  Acquisition  Corp.  to 

(hrrtHouseb  I 
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Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tech&you@b  usinessweek.com 

THE  LAPTOP 

HAS  BEEN  LIBERATED 


Long  ago,  I  decided  that  even  "thin  and 
light"  laptops  were  bigger  and  heavier 
than  what  I  wanted  to  carry  on  most  trips. 
But  two  things  discouraged  me  from  switching  to 
a  subcompact  notebook:  battery  lives  that  were 
too  short  and  keyboards  that  were  too  cramped 
and  creaky. 

These  are  not  easy  difficulties  to  overcome. 
For  any  given  combination  of  processor  and  dis- 
play, the  only  way  to  achieve  a  major  gain  in 
battery  life  is  to  use  a  bigger,  heavier  battery. 
And  the  subnotebook's  slim  design  requires 
shrinking  the  keyboard,  limiting  how  far  the 
keys  travel  when  pressed.  At  the  same  time,  it 
skimps  on  the  supports  that  stiffen  the  keyboard 
assembly — shortcuts  that  lead  to  bad  keyboards. 
After  trying  the  IBM  ThinkPad  X30,  however, 
I'm  ready  to  swear  off  full-size  note- 
books. At  3.7  lb.,  it's  a  pound  heavier 
than  a  Toshiba  Portege  2000,  typical 
of  the  extreme  thin-and-light  note- 
books that  have  been  popular 
mostly  in  Japan.  But  the  weight 
has  gone  where  it  is  needed 
most — into  the  battery.  Where 
the  Portege's  battery  dies 
short  of  two  hours,  IBM 
claims  five  hours  on  a 
charge — and  you  can  get  it 
if  you  choose  power  set- 
ting for  maximum  life. 

It  gets  more  interest- 
ing if  you  snap  on  the 
$189  accessory  battery 
that  attaches  simply  but  se- 
curely to  the  bottom  of  the  unit.  It 
adds  nearly  1  pound  of  weight,  and  its 
%-in.  thickness  lifts  the  unit  in  the  back  to 
give  a  more  comfortable  typing  angle.  With  both 
batteries,  you  get  eight  hours  of  working  time, 
even  with  the  optional  built-in  Wi-Fi  wireless 
local-area  networking  turned  on. 

Endurance  that  lets  you  stop  worrying  about 
battery  life  changes  how  you  think  about  and 
work  with  a  laptop.  It  becomes  more  like  a  cell 
phone  or  a  handheld — an  always-handy  tool  you 
can  use  away  from  AC  power  through  an  entire 
workday  or  an  intercontinental  flight.  In  fact, 
I've  not  seen  a  Wi-Fi  handheld  that  can  last  as 
long  as  the  X30,  even  with  a  supplementary  bat- 
tery. With  both  Wi-Fi  and  Bluetooth  short-range 
wireless  communications  available,  communica- 
tions cables  can  be  left  behind  on  your  desk 
along  with  the  power  cord.  And  IBM's  excellent 


IBM's  X30: 
At  last,  a 
subcompact 
with  a  solid 
keyboard  and 
along 
battery  life 


BusinessWeek  online 


NEED  A  BUILT-IN  CD  OR 
DVD  IN  YOUR  LAPTOP? 

Check  out  the  Sharp 
Actius  MV10W  at 
Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Access  Connections  software  lets  you  switch 
ily  between  different  networking  setups  for, 
home  and  a  couple  of  corporate  facilities.  The 
top  has  been  liberated. 

An  appealing  thing  about  the  X30  is  how  li 
you  have  to  sacrifice  for  extreme  mobil 
ThinkPads  have  always  set  the  standard 
laptop  keyboards,  and  the  X30  makes  almost 
concessions  to  being  a  subcompact,  with 
same  rock-solid  feel  as  its  bigger  brethren.  1 
like  the  larger  new  ThinkPad  models,  it  cor 
only  with  the  traditional  pointing  stick,  bu 
don't  find  the  lack  of  a  touchpad  any  loss 
laptop  lacks  a  traditional  serial  port  but  inclu 
a  parallel  connection  for  a  printer,  a  stand  J 
video  connector  for  use  with  an  external  moi 
or  projector,  two  USB  and  one  Fire  wire  ports, « 
slots  for  a  PC  Card  and  a  CompactFlash  mem< 
card.  , 

Processors  up  to  a  1.2  gigahertz  Pentium 
M  are  far  from  the  fastest  Intel  offers,  but  yoi| 
not  going  to  use  an  X30  for  video  editing.  S: 
larly,  the  30-gigabyte  hard  drive  is  good  for 
likely  use.  Most  people  will  find  the  X30  j 
fine  as  a  primary  computer,  perhaps  with  an 
ternal  monitor,  keyboard,  and  mouse. 


Small,  But  Full-featured 


IBM  THINKPAD  X30 


►   Pentium  lll-M 
866  MHz  to  1.2  GHz 

►   128  MB  to  256  MB 

►  30GB 
►  12.1-in.,  1024X768  pixels 
►    10.7x8.8x1.2  in. 
►  3.7  lb. 

►   $1,799  to  $2,402 

Data:  IBM 

I    miss    tl 
14-in.  d| 

plays 
bigger    not| 
books,      but 
enough  to  go  back 
their  weight  and  bulk.  Ail 
the  12.1-in.  display  works  a  lot  b«| 
ter  on  airplane  tray  tables.  The  biggel 
sacrifice  is  the  absence  of  a  CD  or  DVD  drhl 
There  are  several  solutions,  including  an  awl 
ward  $199  media  base  that  clamps  on  to  tl 
bottom,  a  $239  external  drive  bay,  and  a  $5:1 
docking  station  (drives  are  $79  and  up  extra), 
found  that  for  loading  software  the  CD  drive  on 
networked  PC  did  fine.  But  the  X30  is  not  yo 
best  choice  if  you  like  to  use  your  laptop  to  pi;  q 
music  CDs  or  DVD  movies  on  the  road. 

Until  now,  at  least  in  the  U.  S.  and  in  Europ 
subnotebooks  have  been  niche  products  becau 
the  loss  in  function  was  too  great  to  justify  tl 
gain  in  mobility.  The  X30  rewrites  the  equation 
a  way  that  should  put  the  subnotebook  square 
into  the  laptop  mainstream. 
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DIGITAL  COLOR 

IMAGER 


Your  passion. 


ft 


tf 


Perfected. 


Product  shown  is  the  AR-C160  O2002  Sharp  Electronics  Corporation 


gital  Color  Copier/Printer 

True-to-life  color 
High  speed  output 
Office  user  friendly 


Where  technology  and  creativity  converge.  Whether  you're  designing  new  fashion 
lines  or  creating  eye-catching  proposals,  Sharp  has  the  digital  color  solutions  that 
bring  big  ideas  to  life.  Sharp's  Color  IMAGER  Series  features  advanced  copier/printers 
that  connect  to  your  desktop  to  deliver  rich,  vibrant  color,  reliably  and  affordably. 
The  closest  thing  to  perfection,  for  those  who  demand  nothing  less.sharpusa.com 


be   sharp1 


Economic  Viewpoint 
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BY  ROBERT  KUTTNER 


FREE  MARKETS  ARE  GREAT 
-RUT  NOT  FOR  ELECTRICITY 


PRESS  ON: 

Despite  the 
California 
fiasco, 
Washington 
is  pushing  to 
further 
deregulate 
state 

utilities,  no 
matter  what 
havoc  that 
might  wreak 


Robert  Kuttner  is  co-editor  of 
The  American  Prospect  and 
author  of  Everything  for  Sale 


The  Enron  affair  forced  Congress  and  the 
Securities  &  Exchange  Commission  to 
stiffen  regulation  of  accounting  standards 
and  corporate  governance.  But  a  second  dimen- 
sion of  that  scandal  is  being  ignored:  the  Enron- 
related  $30  billion  electric  power  debacle  in  Cal- 
ifornia. Congress  and  the  Federal  Energy 
Regulatory  Commission  (ferc)  are  barreling 
ahead  toward  fuller  deregulation  of  the  electric- 
ity markets  as  if  the  California  and  Enron  mess- 
es had  never  happened.  Worse,  they  are  pro- 
ceeding over  the  strenuous  objection  of  dozens  of 
Republican  and  Democratic  governors  as  well 
as  state  regulators.  Most  state  officials  have  con- 
cluded from  the  California  meltdown  that  they 
prefer  to  retain  integrated  and  regulated  power 
utilities.  But  Washington  isn't  listening. 

The  architects  of  deregulation  broke  up  tradi- 
tional regulated  utilities  in  order  to  create  trad- 
ing markets.  Deregulation  promised  lower  costs, 
more  consumer  choice,  more  reliability,  and  few- 
er government  bailouts.  So  far,  it  has  produced 
higher  prices,  more  manipulation  of  consumers, 
volatility,  brownouts,  and  bailouts  running  into 
the  tens  of  billions. 

Under  California's  plan,  utilities  sold  their  pow- 
er plants  but  were  still  responsible  for  getting 
power  to  consumers.  Others  took  over  transmis- 
sion and  generation.  In  theory,  this  created  an 
efficient  market.  It  practice,  it  created  a  system  so 
complex  that  energy  traders  like  Enron  Corp. 
could  manipulate  supply  and  price,  evade  scrutiny, 
and  fleece  consumers.  Enron  cooked  its  books, 
but  even  relatively  honest  traders  amassed  market 
power  and  gamed  the  system. 

Electricity  is  unlike  other  commodities.  Short- 
run  demand  is  not  very  sensitive  to  price;  de- 
mand fluctuates  wildly,  sometimes  by  200%  ac- 
cording to  time  of  day  and  season.  But 
large-scale  power  cannot  be  efficiently  stored. 
So  the  system  needs  spare  capacity,  lest  prices 
spike  or  brownouts  occur.  In  a  deregulated  sys- 
tem, nobody  profits  from  holding  spare  capacity, 
so  utilities  and  consumers  are  prey  for  traders. 

Traditional  integrated  utilities  and  public  pow- 
er agencies  deliver  electricity  to  customers  based 
on  real  costs  plus  modest  profits.  Even  a  well-de- 
signed market  system  boosts  prices  because  it's 
riskier  and  more  complex.  It  also  creates  oppor- 
tunities for  market  manipulation. 

Other  states  that  partly  deregulated  have 
avoided  catastrophe  because  none  has  yet  given 
free  rein  to  market  forces.  Sometimes  cited  as 
the  state  that  did  deregulation  right,  Pennsylva- 
nia keeps  postponing  the  date  when  the  market 


sets  the  price.  Most  consumers  in  Pennsylv. 
are  still  protected.  Prices  also  settled  do\ 
California  when  ferc  reluctantly  imposed  a 
cap.  All  in  all,  the  states  that  have  rejec 
deregulation  enjoy  lower  prices,  less  volatil 
and  fewer  supply  disruptions.  Not  surprisin| 
these  states  are  resisting  having  their  integ 
utilities  broken  up. 

Yet  ferc  is  close  to  finalizing  a  rule  that  cC 
force  states  with  integrated  utilities  to  "unbl 
die"  their  generation,  transmission,  and  re| 
sales.  From  an  Administration  that  suppose 
honors  states'  rights,  this  is  a  federal  po\| 
grab.  It  will  also  benefit  industries  friendly  to 
Bush  Administration.  The  move  is  opposed  bj 
unusually  broad  bipartisan  coalition  of  South  I 
and  Western  governors,  state  regulators,  unic| 
consumer  groups,  and  many  political  conser 
tives.  This  coalition  is  at  once  pro-regulation  j 
pro-states  rights.  In  Congress,  it  stretches 
Trent  Lott  (R-Miss.)  and  Jesse  A.  Helms 
N.C.)  to  Dianne  Feinstein  (D-Calif.)  and  Ms 
Cantwell  (D-Wash.).  These  strange  bedfelk 
hail  from  states  with  either  good  experien| 
with  traditional  regulation  and  cheap  power- 
horrendous  experiences  with  deregulation. 

Why  is  ferc  continuing  down  this  road? 
reason  is  the  familiar  story  of  ideology  trump  J 
experience.  A  second  is  interest-group  politj 
Despite  the  Enron  lessons,  energy  traders,  nl 
utility  power  producers,  and  Wall  Street  undl 
writers  think  lots  of  money  can  be  made  ill 
deregulated  system.  But  since  cost-based  gen| 
ation  by  regulated  utilities  is  already  efficie 
any  windfalls  will  be  at  consumers'  expense. 

Even  more  bizarre  is  the  fact  that  key  c<| 
gressional  leaders  want  to  go  further  and 
peal  the  1935  Public  Utility  Holding  Compa 
Act.  That  act  was  passed  after  scandals  in  tl 
1920s  that  read  like  a  playbook  for  Enron,  ll 
abuses  included  watered  stock,  off-the-bocl 
transactions,  and  phony  billing  designed  to  evil 
state  regulation.  The  electricity  provisions  of  II 
proposed  2002  energy  act,  now  in  House-S«| 
ate  conference,  would  gut  the  1935  act's  ban 
megamergers  that  evade  state  regulation  al 
would  invite  other  Enrons.  This  idea  is  promf 
ed  in  the  name  of  greater  efficiency  and  comjl 
tition,  but  it  would  produce  greater  concentratl 
and  monopoly  power  at  a  time  when  FERcf 
weakening  state  regulators. 

Much  of  the  U.  S.  economy  can  be  efficien  I 
run  as  a  free  market — but  not  electricity.  H«| 
many  more  Enrons  and  failed  experiments  li| 
California's  will  it  take  before  they  get  it? 
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Eventually,  they'll  go  off  to  college 
and  you'll  miss  this. 


NANCIAL  planning    When  you're  a  parent,  the  future 
|nes  in  two  speeds.  One  minute  you  think  it  will  never  get  here. 
P  next  it's  arriving  before  you're  ready  for  it.  Today,  your  MetLife 
^isor  stands  ready  to  help  you  plan  ahead,  and  secure  your 
ancial  freedom.  Because  the  future  is  what  it's  all  about. 


ve  you  met  life  today? 


MetLife  & 

Financial  Services 


Special  Advertising  Section 


The  new  color  of  commerce 


You've  probably  noticed  that  UPS  is  investing  considerably  in  BROWN    these 
days.  And  that  investment  goes  far  beyond  the  1.4  million  gallons  of  paint 
needed  annually  to  keep  the  brown  fleet  tidy. 


So  is  UPS  renaming  itself  "BROWN"?  "Lots  of  things  have 
changed  at  UPS,  but  our  name  certainly  isn't  one  of  them," 
says  Gary  Mastro,  UPS  vice  president  of  brand  and  product 
marketing.  "We're  simply  bringing  people's  understanding 
of  UPS  up  to  speed  with  our  expanded  capabilities." 

It's  a  serious  endeavor,  given  that  the  new  UPS  "WHAT 
CAN  BROWN  DO  FOR  YOU?"  ad  campaign  is  the  compa- 
ny's most  ambitious  single  advertising  effort  in  its  95-year  his- 
tory. It's  based  on  longstanding  UPS  brand  attributes  such  as 
reliable  and  courteous  service,  which  through  the  years 
have  become  associated  with  the  company's  famous  — and 
trademarked  — color  brown. 

"Research  told  us  that  while  people  are  readily  familiar 
with  UPS  as  a  package  delivery  company,  they  aren't  aware 
of  how  much  our  resume  of  capabilities  has  grown  over  the 
years,"  explains  Mastro.  "Clearly,  it  was  time  to  tell  people 
what  BROWN  can  really  do  and  who  we  can  help  by  doing  it" 

Global  Experience  for  a  Global  Economy 

Sure,  UPS  delivers  to  just  about  anywhere  around  the  globe, 
more  than  200  countries  and  territories  to  be  exact  But  today, 
UPS  augments  core  transportation  services  with 
innovative  technology,  as  well  as  a  comprehensive  menu  of 
end-to-end  supply  chain  solutions,  and  even  financial  services. 

Simply  stated,  UPS  moves  a  lot  more  than  packages. 
"From  a  high-level  perspective,  UPS  moves  the  three 
primary  elements  of  commerce:  goods,  information  and 
funds,"  says  Mastro.  By  synchronizing  shipping,  technology 
and  financial  services,  UPS  aims  to  bring  value  to  every 
conceivable  point  of  the  Supply  chain,  triggering  benefits  for 
multiple  functions  within  ah  organization. 

"Even  the  most  basic  technologies,  many  of  which  have 
become  commonplace  at  UPS,  surprise  some,"  says  Mastro. 


For  example,  UPS  shipping  software  can  trigger  proactive; 
e-mail  notifications  that  alert  your  customers  a  shipment  is| 
on  the  way.  The  email  provides  a  tracking  number  to  boot  The' 
technology  reduces  expensive  incoming  queries  about 
orders  to  Customer  Service.  Another  service,  UPS  Signature 
Tracking  ,  is  a  technology  that  stores  the  digital  signature 
obtained  at  delivery  by  a  UPS  driver.  Seems  fairly  basic,  but' 
your  CFO  may  be  surprised  to  learn  how  powerful  that) 
signature  can  be  when  it  is  quickly  provided  to  youri 
customers  as  solid  proof  that  goods  have  been  received,  and] 
thus,  payment  is  due.  The  end  result  can  be  expedited 
collectibles,  improving  cash  flow. 

We've  come  to  realize  there 
are  very  few  things  we  can't  do 
to  help  our  customers  improve 
their  business  processes 

But  UPS  isn't  stopping  there.  The  company  has  also 
built  and  acquired  an  impressive  lineup  of  subsidiaries  to  offer 
customers  a  robust  portfolio  of  complete  supply 
chain  services.  Today,  UPS  can  tap  an  enormous  bank  of 
intellectual  capital  found  among  thousands  of  experts  in 
industrial  engineering,  software  development  warehouse 
design  and  logistics  planning,  international  trade,  customs 
brokerage,  and  freight  forwarding. 

"We've  come  to  realize  there  are  very  few  things  we  can't 
do  to  help  our  customers  improve  their  business  processes," 
says  Mastro. 

So,  there's  probably  a  lot  more  to  BROWN-and  UPS- 
than  you  ever  realized. 

Kathryn  Casey  is  a  freelancer  based  in  Manhattan. 


WHAT  CAN  BROWN  DO  FOR  YOU? 


(ONE  DRIVER.  ONE  PICKUP.  ONE  RELIABLE  NETWORK.  ONE  FEWER  WRINKLE  ON  YOUR  FOREHEAD.) 


Instead  of  three  different  pickups  and  three  different  drivers  for  ground,  overnight  and 
international,  Brown  gives  you  one  pickup  and  one  driver.  The  same  driver  you  know  and 
count  on.  UPS's  seamless,  unified  network  makes  shipping  reliable,  simple  and  easy  -  no 
matter  what  you're  sending,  no  matter  when  it  has  to  be  there.  So  relax.  You've  got  Brown. 


ips.com 


WHAT  CAN  BROWN  DO  FOR  YOU? 


Economic  Trends 


EDITED  BY  MARGARET  POPPER 

TRACKING  THE 
DOLLAR'S  FALL 

It's  headed  down-but  how  fast? 

In  the  past  two  years,  the  dollar  has 
remained  remarkably  buoyant  even 
though  the  U.S.  has  suffered  a  reces- 
sion, the  New  Economy  has  lost  much 
of  its  luster,  equity  markets  have 
soured,  and  accounting  scandals  have 
rocked  the  business  community. 

Yet  many  experts  say  the  dollar  can't 

AMERICAS  WIDENING 
CURRENT-ACCOUNT  DEFICIT 
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▲  PERCENT  OF  GROSS  DOMESTIC  PRODUCT         2Q  EST. 
Data:  Commerce  Dept..  BusinessWeek 

stay  strong  much  longer.  America's  net 
foreign  debt  has  reached  a  quarter  of 
gross  domestic  product,  and  the  cur- 
rent-account deficit  hit  5%  of  GDP  last 
quarter  (chart) — both  the  highest  levels 
since  at  least  the  Civil  War.  The  cur- 
rent-account figure  covers  both  trade 
and  flows  of  investment  income. 

The  main  question  is  whether  the 
dollar's  fall  will  be  orderly  or  chaotic.  In 
its  latest  world  economic  outlook,  the 
International  Monetary  Fund  warns  that 
continuing  imbalances  in  the  U.S.  and 
global  economies  could  spark  "an  abrupt 
and  disruptive  adjustment  of  major  ex- 
change rates."  According  to  economist 
Stephen  S.  Roach  of  Morgan  Stanley, 
the  odds  still  favor  a  gradual  dollar  de- 
cline lasting  several  years,  assuming  the 
adjustment  begins  relatively  soon. 

Even  an  "orderly"  adjustment  would 
cause  considerable  pain.  In  a  recent 
econometric  study,  Martin  Neil  Baily  of 
the  Institute  for  International  Economics 
projected  the  consequences  of  the  sce- 
nario he  feels  is  most  likely  to  unfold:  a 
20%  to  25%  decline  in  the  dollar's  infla- 
tion-adjusted exchange  rate  over  five  i 
six  years.  He  finds  that  with  such  a 
drop,  real  GDP  growth  over  this  period 
would  be  pared  by  0.25  percentage 
points  and  annual  growth  in  consumption 
and  investment  would  be  lowered  by  1 


percentage  point  and  2  percentage 
points,  respectively.  In  addition,  the  in- 
flation rate  during  the  adjustment  would 
be  boosted  by  an  average  1  percentage 
point,  and  the  federal  funds  rate  could 
rise  as  high  as  8%  before  receding. 

Of  course,  the  pains  would  ultimately 
produce  substantial  gains — among  them 
revitalized  U.  S.  exports,  less-  U.  S.  de- 
pendence on  foreign  investors,  and,  cru- 
cially, less  foreign  dependence  on  U.S. 
demand.  Since  1995,  notes  Roach,  the 
U.S.  has  been  virtually  the  sole  engine 
of  global  growth,  accounting  for  64%  of 
the  increase  in  global  gdp. 

And  if  the  high-flying  greenback  re- 
fuses to  weaken?  The  longer  it  stays 
at  today's  lofty  levels,  says  Roach,  the 
greater  chances  of  an  abrupt  dollar  col- 
lapse, which  could  precipitate  double- 
dip  recessions  in  the  U.  S.  and  Europe. 
By  Gene  Koretz 


THE  ART 

OF  THE  CHART 

New  faith  in  technical  analysis 

The  average  economist  dismisses  the 
use  of  so-called  technical  analysis 
to  predict  financial  markets  as  hooey. 
Technical  analysts — also  known  as 
chartists — try  to  figure  out  whether 
prices  will  go  up  or  down  by  looking 
at  patterns  in  graphs  of  recent  prices. 
Most  economists  say  investors  would 
be  better  off  assessing  the  fundamentals. 
But  in  the  currency  markets,  techni- 
cal analysis  actually  seems  to  work,  ac- 
cording to  a  new  study  by  Carol  Osier, 
an  associate  professor  at  Brandeis  Uni- 
versity who  used  to  be  an  economist  at 
the  Federal  Reserve  Bank  of  New  York. 
Osier  offers  a  two-part  explanation: 
First,  predicting  prices  from  fundamen- 
tal factors  is  even  harder  to  do  in  the 
case  of  currencies  than  in  the  case  of 
stocks,  as  the  surprising  strength  of  the 
dollar  shows.  Second,  because  funda- 
mentals are  of  so  little  help,  currency 
traders  usually  base  their  buying  and 
selling  decisions  on  purely  technical  fac- 
tors, such  as  whether  a  currency  has 
broken  through  some  significant  price 
level.  Osier  says  that  technical  analysts 
who  successfully  account  for  traders' 
behavior  can  make  good  money. 

One  key  pattern  in  currency  trading 
is  the  tendency  for  trades  to  cluster 
near  round  numbers.  That's  because 
traders  often  enter  orders  to  buy  or 
sell  currencies  when  they  hit  certain 
specified  levels.  These  levels  are  usual- 
ly numbers  ending  in  0  or  5.  As  a  re- 


sult, currencies  have  a  greater  lik 
hood  of  peaking  or  hitting  bottom 
those  levels.  What's  the  magic  of  rou 
numbers?  "It's  easier  to  do  the  mat 
says  Osier. 


DON'T  SWEAT 
THE  DEBT 

Consumers'  woes  seem  exaggerat 


With  housing  markets  booming,  a 
sumer  mortgage  debt  has  soar 
almost  70%  since  1995,  according  to  t 
Federal  Reserve.  The  share  of  disp 
able  income  going  to  pay  mortgage  dt 
has  risen,  too.  Many  economists  wo; 
that  this  debt  burden  will  crimp  ct 
sumer  spending,  which  has  given  t 
recovery  what  little  momentum  it  ha 

However,  the  burden  of  mortga 
debt  isn't  as  heavy  as  it  seems,  accor 
ing  to  a  study  by  William  C.  Natcher, 
economist  at  National  City  Corp., 
Cleveland-based  bank.  Natcher  observ 
that  a  rising  percentage  of  America 
own  their  homes.  As  people  switch  frt 
paying  rent  to  paying  a  mortgage,  tl 
increases  the  national-debt  burden  i 
tomatically  and  boosts  the  over 
amount  being  paid  on  mortgages. 

Yet  people  who  buy  a  home  for  t 
first  time  are  spared  paying  rent.  On 
you  account  for  the  fact  that  more  pt 
pie  own  homes,  the  average  share 
household  income  dedicated  to  mof 
gage  payments  this  year  is  almost  e 
actly  the  same  as  it  was  in  1995,  sa 
Natcher  (chart).  The  current  adjust' 
level  of  5.94%  is  well  below  the  peak 
the  last  15  years— 6.5%  in  1991. 

Similarly,  Natcher  believes  conce 
over  swelling  credit-card  debt  is  exa 
gerated  because  credit  cards  have 
creasingly  replaced  cash  as  the  mo 
convenient  way  to  pay  for  things.  Ma) 
people  who  pay  their  cards  off  in  ft 
each  month  never-  —^—^ ^^^^«" 
theless  show  big  HOUSING  BURDEN: 
balances  on  their  NOT  SO  HEAVY 
cards  during  the 


month,  and  that's    63   mortsage  payments 

,,     '    ,  ,  AS  SHARE  OF 

partly  what  shows  disposable 

up  in  the  aggre-    6.1  -  income 
gate  data. 

Overall,  says  59  * 
Natcher,  "Rising 
debt  is  an  issue, 
but  it's  not  as  5-7 
big  as  everyone 
thought —  We 
think  the  con- 
sumer has  some 
lasting  power." 
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The  idea  behind  our 
environmental  technology 


h 
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When  it  comes  to  addressing  green  issues,  weVe  always  driven  technology  at  full  speed.  After 
all,  its  helped  us  set  new  standards  for  clean  cars  in  America.  Consider  the  natural-gas-powered 
Civic  GX.  It's  the  only  car  in  the  world  to  meet  the  EPAs  most  stringent  emission  standard  for 
internal-combustion  vehicles.Then  there's  the  Civic  Hybrid  Sedan,  a  part-gasoline,  part-electric 
wonder  that  can  drive  over  600  miles  on  a  single  tank  of  gas?  What's  next?  Fuel-cell  technology 
from  Honda  and  zero-emission  cars  for  America.  Its  no  wonder  that  when  we  see  green,  we  go. 


The  power  of  dreams. 


'Based  on  EPA  mileage  estimates  for  Civic  Hybrid  with  MT  (46  mpg  city/  5 1  mpg  hwy)  Actual  mileage  may  vary.  The  Civic  CX  has  been  certified  by  the  EPA  as  Tier  2  Bin  2  and  ILEV 

To  learn  more  visit  our  V\eb  site  at  honda.com.  ©  2002  Honda  North  America.  Inc. 


Technology  Benefiting  Humanity,  presented  by  Applied  Materials,  Inc. 


It's  not  about  supermodels,  rock  si  I  he  I  lollywood  elite.  It's  about  innovators  who  have  dramatically  improved 

the  quality  of*  life  for  people  the  world  o\  er.  For  example.  Kristine  Pearson  of  the  Freeplay  Foundation,  who  manu- 
factures and  distributes  hand-crank  AM  radios  t  hat  do  not  require  batteries  to  impoverished  areas  in  Mozambique. 
In  attendance  will  be  dignitaries  from  the  L  ,N.  Secretary  General's  office,  and  our  master  of  ceremonies,  NBC's 
Brian  Williams.  This  extraordinary,  moving  event  takes  place  on  November  7th,  2002.  Come  honor  those  who've  ded- 
!  themselves  to  humanity.  For  tickets  and  information,  visit  www.techawards.thetech.org  or  call  408-795-63H. 

Sponsored  by  NASDAQ,  Knight  Ridder,  Intel,  JP  Morgan/Chase,  Accenture. 
KPMG.  Kinetics,  American  Ar  News.  Nortel  Netw< 
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Awards 

Round-Trip  Tickets 
Starting  At  2,000  Points 

\dmirals  Club® 
Memberships  Starting 
iVr  3,000  Points 

Upgrades  Starting  At 
650  Points 

Vnd  More 


Enroll  now  and  earn  250  bonus  polnts  for  slgnlng  up, 
plus  25%  bonus  polnts  for  one  full  year: 

With  the  Business  ExtrAA  program,  your  company  can  earn  Business  ExtrAA  points  every  time  your 
employees  fly  on  American  Airlines,  American  Eagle*  or  AmericanConnection*  service.  The  points  you  earn 
are  good  for  any  travel  awards  you  choose.  Plus,  your  employees  still  earn  their  own  personal  Advantage* 
miles.  Enrollment  is  simple  and  free  -  just  visit  www.BusinessExtrAA.com  or  call  1-800-457-7072.  Be  sure 
to  enter  referral  code:  CMJ  2002  to  get  your  special  bonuses. 


AmericanAirlines 


i. 


More   Room.    Only   On  American  Airlines. 

bonus  applies  only  to  base  points  earned  and  may  not  be  combined  with  any  other  bonus  offer.  Use  of  Business  ExtrAA  points  is  subject  to  program  rules  and  restrictions.  For  complete  Business  ExtrAA  program 
v  visit  www  BusmessExtrAA.com.  American  Airlines.  American  Eagle,  AmericanConnecuon,  AAdvantage.  Admirals  Club  and  Business  ExtrAA  are  marks  of  American  Airlines,  Inc.  American  Eagle  is  American's 
lal  airline  affiliate.  AmencanConnection  service  is  independently  operated  by  Trans  State  Airlines.  Inc.,  Chautauqua  Airlines.  Inc.  or  Corporate  Airlines.  Inc  American  Airlines  reserves  the  right  to  change 
AAdvantage  program  at  any  time  without  notice.  American  Airlines  is  not  responsible  for  products  or  services  offered  by  other  participating  companies  For  complete  AAdvantage  details,  visit  www.aa.com. 
American  has  removed  seats  throughout  Coach  to  provide  more  room  for  more  Coach  passengers  than  any  other  airline  Not  available  on  American  Eagle  or  AmericanConnecuon  service 
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TWO    THINGS   YOU 
DBABLY    HATE    TO    WASTI 


53  DIFFERENT 
CONFIGURATIONS,  INCLUDING 


o 

o 


12  pi. 
768k  Inu 


8  phone  lines 
512k  Interne - 

4  phone  lines 
256k  Internet 
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TELEPACIFIC'S  COMMUNICATION  SERVICES  ARE 
BUILT  TO  FIT  YOUR  BUSINESS  AND  YOUR  BUDGET. 

First,  we  put  all  your  local,  long  distance  andTI  Internet  services  into  one  pipe. Then  we 
let  you  mix  and  match  phone  lines  and  Internet  speeds  to  fit  your  business  needs. 
That's  Flex-TI.  Everything  you  need.  Nothing  you  don't.  Choose  from  53  different 
combinations  of  service,  starting  with  as  few  as  four  phone  lines  and  256k  Internet.  Plus  no 
availability  restrictions  within  our  service  area  and  quicker  tech  response  than  DSL  or 
cable.  Start  saving  with  TelePacific  today.  Call  us  at  1-800-399-4993  or  visit  our  website. 
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telepacific.com 
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HE  DRY  ECONOMY 
PROUTS  A  TENDER  SHOOT 

lapital  spending  is  reviving,  but  its  contribution  to  growth  will  be  modest 


l. S.  ECONOMY 


IAPITAL-G00DS  DEMAND 
IS  SLOWLY  IMPROVING 


EXCLUDING  AIRCRAFT 
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k  BILLIONS  OF  DOLLARS,  THREE-MONTH 
MOVING  AVERAGE 
:  Commerce  Dept .  labw  Dept .  BusinessWeek 


It's  not  easy  to  be  upbeat 
about  the  outlook  for  capital 
lending,  especially  coming  off  the  stock  market's  worst 
larterly  performance  since  the  crash  of  1987.  Busi- 
;sses,  dealing  with  past  overinvestment,  an  iffy  prof- 
5  outlook,  and  a  future  clouded  by  prospects  of  war  in 
aq,  are  understandably  hesitant  to  lay  in  new  inven- 
ries  or  beef  up  their  payrolls,  let  alone  commit  big 
lcks  to  new  capital  projects. 

However,  a  few  outfits  are 
moving  forward.  While  new 
construction  of  offices  and 
plants  remains  in  a  steep  de- 
cline, some  companies  are 
starting  to  invest  in  new 
equipment,  especially  informa- 
tion-processing gear  and  other 
tech  items  (charts).  The  turn- 
around actually  began  in  the 
second  quarter,  and  the  latest 
monthly  data  on  orders  and 
pments  of  capital  goods  suggest  that  the  pace  of 
ending  accelerated  in  the  third. 
But  any  rebound  will  be  modest  at  best.  That  may 
sappoint  investors  who  recall  the  boom  of  1999  and 
00,  when  business  spending  on  plant  and  equipment, 
rich  made  up  only  14%  of  real  gross  domestic  product, 
snerated  25%  of  real  gdp  growth.  But  capital  spend- 
g's  gradual  turnaround  will  be  a  welcome  change 
om  its  drag  on  growth  since  the  start  of  2001.  And 
e  addition  to  real  GDP  could  offset  some  of  the  new 
sks  to  the  fourth-quarter  economy.  Real  consumer 
•ending  won't  repeat  its  4%  annual  rate  of  growth  of 
e  third  quarter,  and  the  West  Coast  dock  lockout 
ill  skew  foreign  trade  flows. 

Fortunately,  financing  will  not  necessarily  hamper 
isiness  spending.  True,  borrowing  conditions  are 
ugh,  but  cash  flow  is  rising,  thanks  to  a  nascent  up- 
rn  in  profits  and  new,  generous  depreciation  al- 
wances  enacted  in  March.  As  a  result,  internally  gen- 
ated  funds  of  nonfinancial  corporations  now  cover 
>%  of  those  companies'  capital  expenditures.  Busi- 
>sses  haven't  been  that  flush  since  1997,  which  means 
ey  don't  need  to  rely  so  heavily  on  external  financing. 

MODEST  TURNAROUND  in  capital  spending  was  a 
;y  point  in  the  forecast  released  by  the  National  As- 
ciation  for  Business  Economics  at  its  annual  meeting 


BUSINESS  CONSTRUCTION 
HITS  AN  EIGHT-YEAR  LOW 
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in  Washington.  The  nabe  survey  of  32  forecasters  pro- 
jects real  gdp  will  grow  by  an  annual  rate  of  3%  in  the 
second  half,  then  expand  by  more  than  3.5%  in  2003. 
The  economists  expect  that  capital  spending  will  grow 
5%  in  2003,  reversing  its  5%  expected  decline  for  2002. 
In  the  survey,  nabe  panelists  cite  "poor  profits  and 
excess  capacity,  not  a  credit  crunch  or  corporate  scan- 
dals, as  the  reasons  for  business-investment  caution." 

The  August  orders  data  from  the  Commerce  Dept. 
support  the  view  that  equipment  spending  has  turned  the 
corner.  Most  analysts  had  expected  a  decline  in  August 
bookings  following  July's  7%  jump  in  orders  for  capital 
goods  excluding  aircraft  and  military  items.  Instead, 
those  core  orders  rose  an  additional  0.6%  in  August. 
That  means  that  for  the  third  quarter,  orders  are  on 
track  to  post  the  largest  gain  in  more  than  two  years. 

Shipments  of  capital  goods 
through  August  suggest  that 
business  equipment  outlays 
grew  faster  in  the  third  quar- 
ter than  they  did  in  the  sec- 
ond. Even  investment  in  info- 
processing  equipment  appears 
to  have  increased  for  the  third 
quarter  in  a  row. 

The  news  is  less  cheerful  in 
construction.  From  a  peak  in 
early  2001,  outlays  for  offices, 
industrial  plants,  and  warehouses  have  fallen  29%. 
Partly  as  a  result  of  the  dot-com  bust  and  overexpan- 
sion,  office  and  industrial  vacancy  rates  have  doubled  in 
the  past  two  years.  Problems  in  commercial  construc- 
tion have  brought  down  the  private-sector  building  in- 
dustry. Even  the  strength  in  homebuilding  can't  offset 
that  drag:  Private-sector  construction  outlays  fell  in 
August  for  the  fourth  consecutive  month. 

EMPTY  OFFICE  BUILDINGS  and  factories  are  a  result 
of  the  overinvestment  in  both  buildings  and  machinery 
in  the  late  1990s.  That  glut  is  the  biggest  obstacle  in 
the  capital-spending  outlook,  and  it  is  disappearing 
slowly  in  such  a  modest  and  uneven  recovery. 

But  even  here,  the  uptick  in  orders  means  progress 
has  been  made  in  eliminating  the  excess.  Four  years 
ago,  production  capacity  in  manufacturing  was  growing 
nearly  8%  per  year.  That  pace  has  fallen  to  less  than 
1%.  Factory  output  in  2002  is  growing  faster  than  ca- 
pacity, meaning  operating  rates,  while  still  too  low  to 
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REAL  OUTLAYS  FOR 
NONRESIDENTIAL 
CONSTRUCTION 
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spur  an  investment  surge,  are  at  least  rising  again. 
The  tech  sector  has  also  made  strides.  Production  ca- 
pacity at  tech-equipment  producers  had  been  growing 
45%  per  year.  That  pace  is  now  down  to  only  8%  an- 
nually. There's  a  long  way  to  go,  especially  in  telecom. 
At  64%,  tech-industry  utilization  is  far  below  the  80% 
average  of  the  1990s.  But  so  far  this  year,  tech-equip- 
ment output  is  rising  twice  as  fast  as  production  ca- 
pacity, suggesting  operating  rates  will  continue  to  rise. 

FINANCING  is  also  a  key  part  of  the  capital-spending  out- 
look, and  the  view  is  mildly  encouraging.  To  be  sure,  the 
weak  stock  market  is  a  damper  on  equity  financing,  and 
the  premium  on  corporate  bonds,  vs.  a  riskless  Treasury 
bond,  is  high.  But  in  the  second  quarter,  corporations 
were  net  issuers  of  equity  for  the  first  time  since  early 
2000,  according  to  Federal  Reserve  data.  The  summer 
bear  market  probably  reversed  that,  but  it's  a  sign  that 
companies  are  ready  to  take  a  dip  in  the  equity  pool  once 
profits  and  stock  prices  firm  up. 

In  addition,  businesses  are  not  shy  about  tapping 
the  bond  market.  In  the  second  quarter,  new  corporate 
bond  issues  increased  by  an  annual  rate  of  $207  billion. 
That's  below  the  $333  billion  issued  in  2001,  but  it  is  on 
a  par  with  activity  from  1998  to  2000.  Bond  issuing 
surged  in  2001  because  corporate  borrowing  rates  fell 
about  one  percentage  point  from  the  first  half  of  2000  to 
the  second  half  of  2001,  prompting  companies  to  trade 
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short-term  debt  for  long-term  debt,  which  lowered 
terest  costs.  Interest  costs  as  a  proportion  of  cash  fl 
have  been  falling  for  more  than  a  year. 

The     really     good     news, 
though,  is  that  companies  are 
less  and  less  dependent  on 
outside  sources  of  funds.  In 
the  second  quarter,  the  net 
cash  flow  of  nonfinancial  cor- 
porations rose  19%,  or  $137 
billion,  from  its  recession  low. 
Thanks  to  the  inflow  of  money, 
businesses  are  able  to  cover 
more  of  their  capital-spending 
costs.  Fed  data  show  that  the 
gap  between  overall .  capital  expenditures  and  int 
nally  generated  funds,  a  measure  of  external  financij 
needs,  has  shrunk  to  levels  not  seen  in  five  ye 
(chart).  The  gap  was  $79  billion  in  the  second  qu 
but  had  soared  to  as  high  as  $350  billion  in  early  20( 

As  happens  in  most  recoveries,  businesses  invest 
new  equipment  in  response  to  a  pickup  in  overall  ( 
mand.  But  this  time,  the  capital-spending  recovery 
going  to  be  unusually  slow  to  get  up  to  speed.  The: 
lies  a  danger  to  the  outlook:  With  economic  gro 
so  heavily  dependent  on  consumer  spending,  the  Ion 
it  takes  capital  spending  to  gear  up,  the  longer  the  ]| 
covery  will  remain  vulnerable  to  any  new  shock. 
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RECENT  SIGNS  SHOW  LITTLE  PROGRESS 


The  Japanese  economy  is  still 
relying  on  exports  to  drive 
growth.  But  with  the  U.  S.  and 
euro  zone  settling  into  lackluster 
recoveries  and  with  deflation 
dampening  domestic  demand, 
prospects  for  a  turn- 
around look  uncertain. 

The  latest  Tankan 
survey  showed  overall 
business  confidence 
inched  up  to  -30  in 
the  third  quarter, 
from  -32  for  the  sec- 
ond quarter.  Export- 
oriented  manufactur- 
ers showed  the  most 
improvement,  but  the 
outlook  for  the  fourth  quarter 
shows  increased  caution.  Fore- 
casts for  capital  spending  were 
less  negative  for  fiscal  year  2002. 
ending  next  March.  That  could 
change,  however,  if  the  outlook 


THE  RECOVERY  IS 
LOSING  STEAM 

NET  PERCENT  OF  URGE  JAPANESE 
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for  sales  and  profits  deteriorates 
and  as  businesses  continue  to  fo- 
cus on  eliminating  debt. 

More  signs  of  future  weakness 
are  surfacing.  Monthly  industrial 
production  grew  an  additional 
1.6%  in  August,  but 
manufacturers  think 
September  output 
rose  by  just  0.4%  and 
that  October  produc- 
tion will  grow  a 
smaller  0.2%. 

Exports  in  August 
were  up  5.5%  from  a 
year  ago.  But  viewed 
month  to  month,  they 
have  been  slipping 
since  June,  mainly  because  of 
falling  demand  in  the  U.  S.  The 
downward  trend  will  worsen  if 
the  U.  S.  economy  weakens  in  the 
fourth  quarter,  as  many  expect. 
Deflation  shows  no  sign  of  dis- 


appearing. August  consumer 
prices  were  down  0.9%  from  a 
year  ago.  With  no  pricing  power, 
companies  are  cutting  payrolls 
and  wages.  So  far  since  April, 
180,000  jobs  have  been  eliminat- 
ed, with  50,000  coming  in  August) 
alone — and  the  Tankan  shows 
more  pink  slips  coming.  Worse 
still,  wages  in  August  fell  0.7%, 
and  businesses  slashed  summer 
bonuses  by  30%.  With  a  weak  jot 
market  and  wages  falling  nearly 
as  fast  as  prices,  consumers  will 
be  more  apt  to  save  than  spend. 
A  balanced  recovery  will  come 
only  when  deflation  is  conquered 
and  banks  get  healthy.  The  latest 
Cabinet  changes  (page  146),  the 
Bank  of  Japan's  move  to  buy  eq- 
uities from  banks,  and  stricter 
lending  standards  by  banks  are 
only  the  first  steps. 

By  James  Mehring  in  New  Yorr 
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UPSTAGE 

STATES,  S 

PITT  NEEI 


A  CLEAN 


1 1 

Pitt,  Spitzer,  and  big  banks 
close  in  on  a  deal  to  split 
banking  and  research 


The  era  of  stock  analysts  work- 
ing with — and  sometimes  serv- 
ing as  shills  for — their  invest- 
ment banker  colleagues  is 
drawing  to  a  close.  A  powerful 
group  of  big  players — including 
Citigroup,  Goldman  Sachs,  and  Securi- 
ties &  Exchange  Commission  Chairman 
Harvey  L.  Pitt — is  pressing  for  a  clean 
break  between  research  and  banking  to 
end  the  mushrooming  investigations  that 
are  embarrassing  Wall  Street.  But  the 
closure  won't  be  quick  or  clean. 

After  talks  on  Oct.  1  and  2,  Pitt  and 
New  York  Attorney  General  Eliot 
Spitzer  were  expected  to  announce  on 
Oct.  3  an  agreement  to  jointly  develop 
reforms  for  investment  banking,  research, 
and  initial  public  offerings.  Their  pact  is 
likely  to  lead  to  a  clear  separation  be- 
tween dealmaking  bankers  and  the  stock 
analysts  who  cover  the  bankers'  client 
companies.  Working  with  the  New  York 
Stock  Exchange  and  the  NASD,  the  pair 


also  plans  to  come  up  with  tighter  rules 
on  how  banks  hand  out  shares  in  epos  to 
reward  top  corporate  execs.  The  deal  "is 
a  foundation  for  a  global  settlement"  of 
probes  into  Wall  Street's  boom-time  prac- 
tices, says  an  official  involved  in  the 
agreement. 

Both  Citi  and  Goldman  are  working 
with  the  regulators  to  get  new  rules  in 
place  quickly.  Citi — on  the  hot  seat  for 
alleged  analyst  and  IPO  abuses  at  its  Sa- 
lomon Smith  Barney  unit — opened  the 
way  to  a  deal  on  Sept.  27  by  offering  to 
split  its  research  and  banking  units.  Citi's 
main  condition:  Pitt  had  to  bring  along 
the  rest  of  Wall  Street  so  Salomon  would 
not  be  at  a  competitive  disadvantage. 
And  Goldman  Chief  Executive  Henry  M. 
Paulson  Jr.,  eager  to  remove  the  cloud 
over  the  industry,  is  working  with  other 
ceos  to  unveil  a  separate  set  of  proposals 
on  analysts  and  ipos  that  will  dovetail 
with  regulators'  plans,  sources  say. 

But  even  an  entente  between  Pitt  and 


Spitzer — ideological  opposites  at  odds 
months — may  not  bring  quick  relief  fr< 
the  embarrassment  that  Wall  Street 
suffering  over  analysts'  behavior  a 
banks'  ipo  allocations  during  the  Inten 
boom.  Investigators  have  discovered  tl 
analysts  issued  "buy"  ratings  for  sto< 
they  privately  disparaged,  while  bankt 
allocated  shares  in  hot  IPOs  to  executn 
at  client  companies  who  could  steer  mc 
business  to  the  banks. 

The  three  banks  hit  hardest  so  1 
are  Merrill  Lynch,  Credit  Suisse  Fl 


■ 

it 
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HURDLES  TO  A 
GLOBAL  SETTLEMEI 


The  Street  and  SEC  have  strong  ■ 
tives  to  reach  a  deal  to  split  ana| 
and  investment  banking  and  clarj 
rules.  But  obstacles  remain: 


I 
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itzer's  acceptance  of  a  deal  won't  bind  other 
ates,  who  want  the  banks  to  pay  up  heavily  for 
hat  they  did  to  investors  during  the  boom 


ston,  and  Citi.  Now  Goldman,  too,  has 
en  tainted:  On  Oct.  2,  House  Financial 
rvices  Committee  investigators  re- 
aled  that  top  executives  at  21  compa- 
;s  that  were  Goldman  clients  received 
t  IPO  shares  from  the  firm.  Recipients 
:luded  former  Enron  ceo  Kenneth  L. 
,y  and  eBay  Inc.  ceo  Meg  Whitman,  a 
ildman  director.  Goldman  says  the  al- 
ations  were  not  improper. 
The  proposed  deal  won't  stop  Spitzer 
>m  bringing  charges  against  Citi  or 
iking  huge  penalties.  That  means  other 
nks — which  maintain  they're  not  as 
ilty  as  Citi  or  Merrill — can't  gauge  how 
ich  they'll  have  to  pay  to  put  charges 
hind  them.  And  state  regulators  won't 
ily  give  up  probes  into  abuses  suf- 
ed  by  Main  Street  investors — meaning 
,t  leaked  e-mails  and  new  allegations 

Told  continue  to  drag  down  the  Street's 
ttered  credibility. 

Bankers  and  securities  lawyers  also 
te  that  separating  research  from  bank- 
r  isn't  a  magic  solution  to  Wall  Street's 
lflicts  of  interest.  Even  if  analysts  work 
a  separate  subsidiary — as  Citi  has  pro- 
sed— the  bankers  whose  profits  sup- 
rt  the  parent  firm  can  still  exercise 
•ong  influence  over  their  ratings.  "The 
ivy  lifting  will  come  in  rules  dictating  in 
tail  what  analysts  can  and  can't  do," 
fs  a  former  sec  lawyer.  "Until  you  have 
)se,  separation  may  just  be  cosmetic." 
Still,  it  might  be  just  the  makeover 

jat  Pitt  needs.  The  sec  chief,  Presi- 

Jht  Bush's  point  man  on  fighting  cor- 
rate  crime,  has  been  repeatedly  up- 
iged  by  low-budget  state  regulators 
th  their  lurid  revelations  of  Wall 

4reet  chicanery.  The  latest:  Spitzer's 
arges  on  Sept.  30  that  former  World- 
»m  ceo  Bernard  J.  Ebbers  and  four 
ier  telecom  executives  reaped  more 

'an  $1.5  billion  in  illicit  profits  from 
)  shares  and  from  gains  in  their  own 
)cks  helped  by  glowing  research  re- 
rts  from  Salomon  (page  44). 


AG  SPITZER 


JSTRY  DISAGREEMENTS 


lent  banks  that  didn't  reap 
[of its  from  the  Internet  IPO 
jren't  as  eager  to  settle,  con- 
they  didn't  abuse  research  or 
nations.  But  Citi  and  CSFB 
xept  strong  restrictions  that 
leave  them  at  a  disadvantage. 


Pitt's  sudden  decision  to 
back  Citi's  proposal  and  push 
for  wider  changes  is  aimed 
at  putting  the  sec  back  in 
control  on  an  issue  that  has 
infuriated  investors — and 
many  voters.  "Harvey  Pitt 
has  to  look  like  he's  being 
tough  by  Election  Day,"  says 
Adam  C.  Pritchard,  assistant  law  profes- 
sor at  the  University  of  Michigan. 

But  in  his  haste,  Pitt  is  racing  ahead 
of  his  fellow  commissioners  and  much  of 
his  senior  staff,  including  Democratic 
Commissioner  Harvey  J.  Goldschmid. 
While  Goldschmid  has  been  charged 
with  drafting  comprehensive  analyst  and 
IPO  rules  for  the  industry's  7,000  firms, 
Pitt's  push  to  lay  down  markers  for  the 
biggest  firms  will  sharply  limit  Gold- 
schmid's  running  room. 

The  Street  knows  an  overhaul  of  in- 
vestment banking  is  inevitable.  But  most 
of  its  players  aren't  as  desperate  as  Citi  to 
close  the  issue.  Most  of  the  other  banks 
being  probed — including  Goldman, 
Lehman  Brothers,  and  Morgan  Stanley — 
say  their  e-mails  won't  reveal  the  same 
degree  of  two-faced  behavior  alleged  at 
Merrill,  Salomon,  and  CSFB.  Banks  don't 
want  a  rush  to  judgment  with  one-size- 
fits-all  penalties.  Firms  that  got  smaller 
slices  of  the  boom  in  Internet  IPOs  ob- 
ject to  paying  for  abuses  by  what  one 
Wall  Street  executive  calls  "the  pigs  at 
the  feast." 

Splitting  research  from  banking  also 
would  require  major  firms  to  accept  a 
new  business  model — and  neither  Wall 
Street  nor  the  sec  yet  has  a  clue  about 
how  that  would  work.  Analysts  became 
closely  allied  with  investment  bankers 
because  research  doesn't  generate  rev- 
enue on  its  own.  If  investment  banking 
isn't  allowed  to  support  research,  big 
banks  will  have  to  return  to  the  days 
when  investors — whether  big  institutions 
or  individuals — somehow  subsidize  ana- 


ONGOING  STATE  PROBES 


Banks  won't  settle  with  the  SEC 
unless  state  regulators  also  sign  off. 
But  states  don't  want  to  settle  until 
they've  reviewed  all  the  evidence, 
which  could  take  months.  Moreover, 
the  states  and  the  SEC  haven't  yet 
come  to  terms. 


lysts.  It's  not  clear  how 
much  of  a  rise  in  trading 
costs  they'll  accept  to  pay 
for  a  product  that  now  is 
tainted.  At  the  least,  ana- 
lysts' salaries  will  plummet, 
and  research  departments 
will  shrink,  sec  officials  fret 
that  investors  will  get  infor- 
mation that's  less  biased — 
but  also  far  less  complete. 

State  regulators,  too, 
could  complicate  the  neat 
closure  Pitt  is  seeking.  While 
Citi  is  negotiating  with 
Spitzer  and  Pitt,  other  state 
securities  chiefs  say  they  have  only  be- 
latedly been  invited  to  participate.  Nor 
are  they  inclined  to  shut  down  their  on- 
going probes.  Spitzer  is  their  unofficial 
leader,  thanks  to  his  revelations  about 
Merrill  and  his  power  to  use  New  York's 
sweeping  securities  fraud  laws  to  bring 
cases  that  other  states  can't.  But  his  ac- 
ceptance of  a  deal  wouldn't  bind  the  oth- 
er states.  And  future  reforms  wouldn't  re- 
dress the  wrongs  that  investors  suffered 
in  the  '90s.  State  officials  want  the  banks 
to  pay  up — and  heavily — for  those  abuses. 
Unlike  Pitt,  the  state  regulators  don't 
place  any  premium  on  ending  Wall 
Street's  embarrassment.  If  banks  want  a 
quick  end  to  states'  probes,  "they  should 
come  forward  with  their  problems,"  says 
Alabama  securities  chief  Joseph  P.  Borg. 
That's  not  likely,  and  any  deal  that 
forces  firms  to  concede  more  wrongdo- 
ing won't  fly. 

Even  if  it  doesn't  settle  all  the  de- 
tails, the  likely  Pitt-Spitzer  pact  will 
hasten  the  endgame  in  Washington  and 
New  York.  And  Citi  is  moving  to  bolster 
its  credibility:  On  Oct.  1,  it  named  Veri- 
zon Communications  President  Michael 
T.  Masin  as  chief  operating  officer  and 
head  of  a  new  business  practices  com- 
mittee that  will  "assure  that  Citigroup  is 
embracing  the  industry's  highest  stan- 
dards." If  Pitt  and  Spitzer  succeed  in 
seriously  raising  those  standards,  in- 
vestors might  finally  have  reason  to  be- 
gin to  trust  Wall  Street  again. 

By  Mike  McNamee,  with  Amy  Bor- 
rus,  in  Washington,  and  Heather  Tim- 
mons  and  Emily  Thornton  in  New  York 


IPO  CONUNDRUM 


The  SEC  wants  to  overhaul  IPO  pric- 
ing and  allocation  without  hurting 
companies'  ability  to  raise  capital. 


RESEARCH  COSTS 


Who  would  pay  remains  unclear  if 
banking  and  research  were  separated. 
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COMMENTARY 


By  Paula  Dwyer 


NOWHERE  TO  RUN,  NOWHERE  TO  HIDE 


Since  the  wave  of  corporate  scan- 
dals began  a  year  ago,  one  ques- 
tion has  loomed  in  the  minds  of 
investors  and  employees  at  now- 
bankrupt  companies  such  as  Enron 
Corp.  and  Global  Crossing  Ltd.:  Will 
any  top  executives  spend  time  behind 
bars — or,  at  the  very  least,  have  to  give 
back  millions  in  profits  from  the  sale  of 
stock  in  companies  that 
are  now  all  but  worthless? 
Just  a  few  months  ago, 
as  execs  armed  them- 
selves with  high-priced 
lawyers  and  claimed  igno- 
rance of  subordinates' 
misdeeds,  it  seemed  the 
answer  was:  "Don't  bet 
your  shrunken  401(k)  on 
it."  Proving  beyond  a  rea- 
sonable doubt  that  a  ceo 
knew  the  books  were 
cooked  might  be  too  high 
a  hurdle  for  prosecutors, 
many  legal  experts  said. 
But  now  ceo  defenses 
seem  to  be  crumbling. 
Recent  aggressive  moves 
by  prosecutors — including 
applying  novel  legal  theo- 
ries, brushing  off  anti- 
quated state  statutes,  and 
using  some  old-fashioned 
legal  heat — have  in- 
creased the  pressure  on 
execs  from  Global  Cross- 
ing's Gary  Winnick  and 
WorldCom's  Bernard  J. 
Ebbers  to  Enron's  Ken- 
neth L.  Lay. 

Winnick,  for  example, 
could  be  subject  to  an  in- 
sider trading  case  with 
the  release  of  documents 
showing  that  former  ceo 
Leo  J.  Hindery  Jr.  had 
warned  him  as  early  as 
June,  2000,  that  the  company  was  in 
dire  straits — warnings  that  weren't 
made  public.  Less  than  a  year  later, 
Winnick  sold  shares  worth  $123  million. 
"If  [prosecutors]  can  prove  he  knew  the 
picture  presented  to  him  internally  was 
materially  different  from  the  picture 
the  company  presented  externally,  he's 
got  a  problem,"  says  San  Francisco  se- 


curities lawyer  Richard  M.  Phillips. 
Winnick  says  he  had  no  idea  the  compa- 
ny would  fail,  and  that  he  sought  legal 
counsel  before  selling  his  shares. 

The  know-nothing  defense  of  former 
Enron  CEOs  Jeffrey  K.  Skilling  and  Lay 
also  could  be  shattered  soon  with  the 
Justice  Dept.'s  filing  of  a  criminal  com- 
plaint against  ex-Chief  Financial  Officer 


ENRON'S  FASTOW:  CHARGED.  ARE  SKILLING  AND  LAY  NEXT? 


U  Our  strategy  is  straightforward. 

We  aim  to  put  the  bad  guys  in  prison 

and  take  away  their  money  " 

—  LARRY  THOMPSON,  Deputy  Attorney  General 


Andrew  S.  Fastow.  While  neither  is 
named  in  the  complaint,  prosecutors  are 
clearly  creeping  up  the  chain  of  com- 
mand. "Our  strategy  is  straightfor- 
ward," said  Deputy  Attorney  General 
Larry  Thompson  on  Oct.  2.  "We  aim  to 
put  the  bad  guys  in  prison  and  take 
away  their  money."  Certainly,  Fastow — 
who  could  face  decades  in  prison — 


would  like  to  turn  the  spotligl 
superiors.  "Enron's  board  of  db 
its  ceo,  and  its  chairman  dire<|d| 
praised  his  work,"  said  Fasto\ 
John  W.  Keker  after  his  client  fof 
marched,  handcuffed,  into  a  H|s 
courthouse. 

Clearly,  the  squeeze  is  on — 
just  by  Justice.  New  York  Sta 

ney  General  EliqBfc 
on  Sept.  30  filed  \  I 
al  civil  lawsuit  ajp 
telecom  executiv<|  t 
ing  Ebbers  and  111 
Anschutz,  formerm 
man  of  Qwest  Cc  m 
tions.  Spitzer  alltei 
the  five  essential]]  • 
bribes — shares  inm 
sought  initial  pub  It 
ings  (page  132).  Let 
change,  they  steel* 
ness  to  investmei  1 1 
bankers  at  Citigr 
lomon  Smith  B 
where  analysts 
"payoffs"  by  issui 
tering  research  r 
pump  up  the  pric 
shares  the  execs 
Spitzer  further  ar 
that  by  not  disclo 
these  arrangemen) 
defendants  defrau  | 
dinary  shareholde 
seeks  $1.6  billion 
reaped  when  the  ■ 
sold  shares. 

Creative,  yes.  B 
work?  Some  exper 
it's  a  stretch.  By  c 
that  the  Martin  A 
1921,  a  highly  flexi 
York  state  law  wh 
boundaries  have  n< 
tested  in  court,  dcx 
require  him  to  pro 
quid  pro  quo,  "Spitzer  is  definite 
ing  the  envelope,"  says  former  s  J 
forcement  attorney  Gregory  S.  E 
Still,  you  have  to  give  Spitzei 
says  University  of  Texas  law  pr 
Henry  T.  C.  Hu,  for  forcing  evei 
rethink  accepted  customs.  By  pi 
the  practice  of  "spinning" — the  ; 
tion  of  hot  ipos  to  CEOs  who  in  ' 


44  BusinessWeek  /  October  14,  2002 


res  for  quick  profits — under  a 
it,  Spitzer  "has  brought  fear 
•rporate  setting." 
er's  unorthodox  case  has  already 
id  one  thing:  Spurring  on  the  Se- 
&  Exchange  Commission,  where 
I -adition-minded  lawyers  bridle  at 
ressive  moves.  But  despite  tacti- 
i  fences,  both  the  sec  and  Spitzer 
i  punish  corporate  malefactors  at 

ice  Dept.  prosecutors  are  also  get- 

»re  creative.  Already,  they've  used 
i  ney-laundering  statute,  not  securi- 

s,  in  a  case  against  Enron  finan- 
iployee  Michael  J.  Kopper.  This  al- 
i  prosecutors  to  freeze  $12  million 
i  if  Kopper's  assets — and  to  obtain 

order  to  freeze  $26  million  of 
!  'a  assets.  Such  tactics  normally 
served  for  suspected  drug  dealers. 

ral  prosecutors  are  also  coordinat- 
■  ir  actions  in  unprecedented  ways. 
ib's  Enforcement  Div.  and  U.S.  at- 

>  are  working  hand-in-glove  by 
1  information,  much  of  it  from  com- 
i  histleblowers,  about  corporate 

>  is.  That  way,  law  enforcers  can 
[  ltiple  centers  of  prosecution  to 

>  re  lower-level  employees,  then 
rie  ladder  to  the  executive  suite, 
vapitol  Hill,  with  midterm  elections 
r  i  away  and  voters  clamoring  for 
rel  scalps,  Louisiana  GOP  Represen- 
i  V.  J.  "Billy"  Tauzin  is  doing  some 
e  isting  of  his  own.  Tauzin  aims  to 
sit  telecom  ceo  claims  that  they 

\  laware  of  attempts  by  underlings  to 
rework  capacity  to  meet  earnings 
k  ss.  Such  swaps  served  little  purpose 
i  lear  to  have  artificially  enhanced 
i  ;s,  according  to  investigators, 
nept.  30,  Tauzin's  House  Energy 
imerce  Committee  released  a  se- 
tiof  Winnick's  e-mails,  including 
m  July,  2001,  in  which  he  told 
]  omas  J.  Casey  that  he  had  dis- 
r  a  $900  million  capacity  swap  with 
i ;  Skilling.  "The  evidence  seems  to 
it  he  did"  have  knowledge  about 
jips,  says  lawyer  Phillips.  To 
x  securities  fraud  case,  though, 
Kitors  must  show  Winnick  had  rea- 
*  believe  the  accounting  treatment 
ii  swaps  was  improper.  Winnick  de- 
el  ongdoing. 

j  :her  the  action  is  on  Capitol  Hill, 
B  houses,  or  inside  courthouses, 
>i  ite  America's  bad  guys  are  watch- 
i  ely  as  they  suddenly  find  them- 
:r  i  fat  target  of  prosecutors. 
i      Wendy     Zellner     in     Dallas, 
ipher  Palmeri  in  Los  Angeles,  and 
[irney  in  Washington 


IS  THE  AVALANCHE  HEADED 
FOR  PRICEWATERHOUSE? 

Investigators  are  digging  into  the  firm's  lyco  dealings 


For  Arthur  Andersen,  the  scandal 
was  Enron,  and  before  that,  Sun- 
beam and  Waste  Management.  For 
kpmg,  it  was  Xerox.  Now,  Pricewa- 
terhouseCoopers  has  its  own  client  im- 
plosion to  worry  about:  Tyco  Interna- 
tional Ltd.  As  the  remarkable  scale  of 
misdoings  at  Tyco  is  revealed,  the  heat  is 
rising  for  PwC,  the  firm  that  signed  off 
on  Tyco's  financial  statements  for  the  past 
8  years. 

If  Tyco's  former  chief  executive,  L. 
Dennis  Kozlowski,  and  former  chief  fi- 
nancial officer,  Mark  Swartz,  did  loot  $600 
million  from  the  company  and  its  in- 
vestors, as  the  Manhattan  district  attor- 
ney has  charged,  then  where  were  the 
auditors?  That's  the  question  many  in- 
vestigators now  reviewing  PwC's  work 
for  Tyco  are  asking.  Among  them:  the 
Internal  Revenue  Service,  the  Securities 


&  Exchange  Commission,  plaintiffs' 
lawyers  across  the  country,  and  Tyco  it- 
self, which  has  retained  a  forensic  ac- 
counting firm  to  review  its  books. 

As  the  Tyco  scandal  unfolds,  the  fo- 
cus is  increasingly  turning  toward  PwC. 
The  firm  maintains  it  is  cooperating  fully 
with  investigators  and  says  it  is  not 
aware  of  being  the  target  of  any  investi- 
gation. PwC  also  declined  comment  on 
Tyco,  citing  client  confidentiality. 

Still,  critics  abound.  Especially  out- 
rageous to  such  critics  as  former  sec 
Chief  Accountant  Lynn  E.  Turner  is 
PwC's  failure  to  flag  nearly  $100  mil- 
lion in  forgiven  executive  loans  that  Tyco 
booked  against  the  gain  from  the  partial 
initial  public  offering  of  a  subsidiary  in 
2000.  "Auditors  must  look  at  these  large 
adjustments,  because  that  is  where 
we  find  the  fraud  has  always  been  com- 
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PwC  CEO  DiPIAZZA 


mitted,"  says   Turner. 

But  PwC's  relationship 
with  Tyco  went  far  beyond 
auditing  the  company's 
books.  Reducing  its  tax  bill 
has  long  been  a  key  Tyco 
strategy  for  boosting  earn- 
ings, and  PwC  was  deeply 
involved  in  that  effort.  Ac- 
cording to  its  2001  proxy 
statement,  in  addition  to 
$13  million  PwC  earned  in 
2001  for  auditing  Tyco,  the 
firm  was  paid  even  more — 
$18  million — for  tax  work. 
For  that  hefty  fee,  a  Tyco 
spokesman  says,  PwC 
helped  Tyco  with  its  "U.S. 
tax  planning,  and  the  review  and  prepa- 
ration of  non-U.  S.  tax  returns  in  more 
than  80  countries."  In  addition,  Tyco  says, 
'TwC  reviews  the  Tyco  tax  department's 
analysis  of  our  tax  rate  every  quarter." 

What  tax  work  PwC  was  doing  and 
how  that  affected  its  audits  is  of  particu- 
lar interest  because  Tyco  has  been  based 
in  the  tax  haven  of  Bermuda  since  1997. 
It  also  has  dozens  of  subsidiaries  in  other 
offshore  tax  havens.  These  moves  saved 
the  company  hundreds  of  millions  in  U.  S. 
taxes,  providing  it  a  major  competitive 
advantage.  Tyco  says  this  structure 
saved  the  company  $600  million  in  taxes 
in  2001  alone. 

Although  it  is  common  practice  among 
accounting  firms  to  serve  as  both  auditor 
and  tax  adviser,  the  dual  role  has  given 
rise  to  a  chorus  of  critics.  And  for  PwC, 
wearing  both  hats  at  scandal-ridden  Tyco 
risks  at  least  an  appearance  of  conflict 
of  interest.  That  could  further  complicate 
life  for  PwC  and  its  ceo,  Samuel  A.  Di- 
Piazza  Jr.  Critics  of  the  practice  argue 
that  tax  work  often  involves  helping  com- 
panies take  advantage  of  legal  strata- 
gems to  cut  their  tax  bills.  A 
company  must  then  estimate  its 
tax  bill  and  set  up  reserves  to 
pay  its  taxes.  A  company  that  is 
sure  its  estimated  tax  savings 
would  come  through  might  re- 
serve very  little  against  the  un- 
likely chance  the  savings  would 
not  occur.  The  accuracy  of  those 
estimated  savings  and  reserves 
are  then  reviewed  by  the  audi- 
tor, which  in  Tyco's  case  was  the 
same  firm,  PwC.  "You  are  au- 
diting the  validity  of  a  product 
that  you're  selling,"  complains 


PwC  was  paid  $18  million  in  2001 
partly  to  help  reduce  Tyco's  tax  bill— 
and  millions  more  to  audit  its  own  worl 


cause  of  its  dual  role,  it 
clearly  raises  questions 
about  its  work.  After  read- 
ing a  recent  sec  filing  by 
Tyco  outlining  its  internal 
probe  of  the  former  ceo, 
Lynn  Turner  says  that  $41 
million  of  a  $96  million 
loan-forgiveness  scheme 
was  charged  to  the  bal- 
ance sheet  account  for  "accrued  federal 
income  tax."  Says  Turner:  "I  can't  un- 
derstand how  they  missed  that  one." 

Now,  as  Tyco's  new  management  at- 
tempts to  untangle  the  company's  myriad 
problems,  that  potential  conflict  may  be 
coming  into  sharper  focus.  Tyco's  new 
CEO,  Edward  D.  Breen  Jr.,  announced  on 
Sept.  25  that  the  company  would  be  rais- 
ing its  expected  tax  rate  for  2002  to  22% 
from  the  extremely  low  18.5%  used  by 
prior  management.  That  will  cut  earn- 
ings of  $160  million  this  year.  "It  would 
seem  PwC  gave  Tyco  overly  aggressive 
advice,"  says  Prudential  Securities  Inc. 
analyst  Nicholas  P.  Heymann. 

Tyco  isn't  the  first  audit  client  to  cast  a 
shadow  on  PwC's  performance:  Software 
maker  MicroStrategy  settled  an  sec  suit 
alleging  it  had  violated  accounting  rules 
and  overstated  its  results  in  December, 
2000.  Telecom  giant  Lucent  Technologies 
continues  to  be  under  scrutiny  for  its  ac- 
counting practices.  The  firm  also  had  its 
own  brush  with  regulators  in  June,  when 
it  agreed  to  provide  the  IRS  with  more  in- 
formation on  shelters  and  their  investors 


ON  THE  HOT  SEAT? 

PricewaterhouseCoopers'  work  for  Tyco  leaves 
the  accounting  giant  exposed  on  several  fronts: 


►  THE  SEC  has  re-opened  an  investigation  into 
Tyco's  accounting,  including  pay  packages  for 
executives.  That  could  broaden  to  include 
PwC,  which  signed  off  on  Tyco's  financial 
statements. 

►  TRIAL  LAWYERS  have  hit  Tyco  with  27  class 
actions  alleging  mismanagement.  Many  plaintiffs 


p 


and  to  make  a  "substantial  payment, 
cording  to  the  IRS. 

In  a  case  that  strongly  resembles  t 
of  Tyco,  back  in  1998  the  U.S.  tax  co 
found  that  a  Canadian  company,  Laid! 
Inc.,  an  audit  and  tax  client  of  what 
then  called  Coopers  &  Lybrand,  had  v 
lated  U.  S.  tax  law.  The  court  determir 
that  on  Coopers'  advice,  Laidlaw  h 
been  too  aggressive  in  deducting  inter 
on  loans  from  its  offshore  subsidiariesi 
its  U.S.  tax  return.  Laidlaw  paid  t 
government  milhons  of  dollars. 

Now  the  danger  is  that  Tyco  coi 
become,  in  the  words  of  one  former  t 
tax  official  "Laidlaw  2."  Like  Laid! 
Tyco  finances  much  of  its  debt  througl 
Luxembourg-based  company,  Tyco 
ternational  Group,  tig  then  reloans  t 
money  to  Tyco  units  in  the  U.S.  a 
other  high-tax  jurisdictions.  But  to  pi 
muster  with  the  Internal  Revenue  Si 
vice,  these  intra-company  loans  mi 
meet  certain  tests,  including  set  debt 
equity  ratios.  In  his  Sept.  25  call,  Bre 
acknowledged  that  Tyco  had  review 
its  debt-to-equity  ratios  and  conclud 
they  were  out  of  line.  Ultimately,  th 
forced  Tyco  to  recapitalize  "certain" 
its  offshore  entities,  which  cut 
amount  of  interest  that  could  be  writt 
off  for  tax  purposes.  The  end  resu 
the  higher  tax  rate  this  year. 

Tyco  declined  to  explain  its  moves  sig 
further  detail;  nor  would  PwC  comme  ifeartj 
on  the  comparison  with  Laidlaw  or  i  U 
work  for  Tyco.  But  at  the  very  leaj  half 
PwC's  extensive  ties  to  Ty 
are  almost  certain  to  end  \ 
costing  the  firm  money.  A 
though  the  audit  firm  has  n 
yet  been  named  in  any  of  tl 
27  pending  shareholder  class  z 
tions  stemming  from  the  $! 
billion  decline  in  Tyco's  mark 
value  this  year,  several  la 
firms  say  they  expect  to  so< 
add  PwC  as  a  defendant 

No  one  believes  Tyco  is  lik 
ly  to  become  as  big  a  proble 
for  PwC  as  Enron  proved  f' 
document-shredding  Anderse 


m 


John  L.  Buckley,  'Democratic     are  expected  to  add  PwC  as  a  defendant. But  p^  clearly  ^  face  ple 


counsel  to  the  House  Ways  & 
Means  Committee.  "It  is  a  gross 
conflict  of  interest." 

While  it's  not  known  whether 
PwC  did  anything  wrong  be- 


►  THE  IRS  challenges  Tyco's  aggressive  use  of 
offshore  tax  havens.  In  addition  to  auditing  Tyco, 
PwC  sold  the  company  $18  million  worth  of  tax 
consulting  and  services  in  2001. 


ty    of    tough    questions    f< 
months  to  come. 

By  Nanette  Byrnes  in  Ne 
York  and  William  C.  Symoni 
in  Boston 
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IUST  HOW  MUCH 

IID  JOHN  MOORES  KNOW? 


eregrine's  chairman  says  he  wasn't  aware  of  any  financial  irregularities.  But  he  cashed  out 


any  Garlick  says  he  distrusted  ven- 
ture capitalist  John  J.  Moores  from 
the  moment  they  met  in  1991.  Gar- 
k  was  founder  of  Remedy  Corp.,  a 
Silicon  Valley  software  startup. 


Dores,  a  big-shot  tech  entrepreneur 
10  had  launched  BMC  Software  Inc. 
d  chaired  Peregrine  Systems  Inc., 
aggered  into  Garlick's  office  and  made 
offer  to  invest  in  Remedy,  Garlick 
'■{calls.  Put  off  by  behavior  that  he  felt 
is  overbearing,  Garlick  turned  down 
sje  offer. 

Last  year,  Garlick  changed  his  mind — 

4th  reservations — after  Peregrine  made 

:tn  a  generous  offer  to  buy  Remedy 

ir  $1.2  billion  in  cash  and  stock.  He 

tendered  how  Peregrine's  core  com- 

ter-support  software  business  could 

i  ow  at  a  peppy  25%  per  year  while 

ifpqy  other  software  companies  were 

tering.  Peregrine  execs  credited  their 

oducts  and  crack  sales  team.  Still, 

eirlick  adds:  "I  was  skeptical." 

Turns  out  his  gut  was  right.  In  the 

st  six  months,  San  Diego-based  Pere- 

ine  has  warned  that  it  may  have  to 

state  $250  million  of  the  $1.3  billion  in 

tikrenues  it  posted  from  1999  to  2001. 

tvo  top  executives  have  resigned,  and 

company    has    sued    accountant 

•thur  Andersen  LLP.  It's  also  under 

vestigation  by  the  Securities  & 

exchange    Commission.    Moores, 

no  was  Peregrine's  chairman  dur- 

4l  half  of  the  questionable  period 

yd  a  regular  board  member  dur- 

ig  the  rest,  finds  that  his  role  is 

.■iming  under  attack. 


ate 


HOT  SEAT: 

The  Padres 
owner  faces 
shareholder 
suits 


Moores's  critics,  who  have  filed  dozens 
of  shareholder  suits,  note  that  he  and 
entities  associated  with  him  sold  some 
14  million  Peregrine  shares  from  1999  to 
2001.  That  netted  more  than 
$630  million.  A  spokeswoman 
for  Moores,  best  known  as 
the  owner  of  the  San  Diego 
Padres  baseball  team,  says  a  large  por- 
tion of  the  profits  went  to  charities  and 
trusts  for  nonfamily  members.  But  oth- 


er investors  didn't  do  so  well.  Af- 
ter peaking  at  $79.50  in  2000,  the 
stock  was  delisted  in  August.  "He 
reaped  a  huge  prize  supported  by 
false  financials,"  says  Michael  J. 
Aguirre,    a    San    Diego    lawyer 
pressing  a  shareholder  suit  against 
Peregrine  and  Moores.  "There's  no 
way  he  wasn't  paying  attention." 
Moores  declined  to  comment. 
But  Peregrine  lawyer  Charles  G. 
LaBella     contends     that     since 
Moores    was    an    outside    board 
member    without 
operational       re- 
sponsibilities,  he 
had    no    way    of 
knowing  what  was 
behind  Peregrine's 
impressive  sales  results  and  no 
reason  to  question  them. 

Still,  Moores's  reputation  is  un- 
der assault — quite  the  comedown 
for  a  guy  who  is  a  hometown  hero 
in  both  San  Diego  and  Houston. 
Back  in  1980,  Moores,  58,  started 
BMC,  a  Houston  maker  of  corpo- 
rate software  that  now  boasts  $1.3 
billion  a  year  in  sales.  He  has  donated 
more  than  $200  million  to  charities  in 
Houston  and  San  Diego.  In  1994, 
Moores  bought  the  struggling  Padres 
for  $85  million  and  invested  in  hiring 
star  players  and  boosting  attendance. 
"He  built  support  for  the  team,"  says 
Padres  ceo  Bob  Vizas. 

But  it  is  Moores's  support  of  Pere- 
grine that  has  furious  investors  looking 
for  answers.  Peregrine's  problems  first 


TIMELY  SALES 

Venture  capitalist  John  Moores  held  a  62.8%  stake  in  Peregrine  Systems  as  it 

went  public  in  1997.  He  and  entities  associated  with  him  sold  much  of  their 

stake  when  the  stock  price  was  high,  between  1999  and  2001.  The  company  has 

warned  that  it  may  restate  revenues  for  those  years. 
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came  to  light  in  April,  when  BMC,  in 
which  Moores  is  no  longer  involved, 
nearly  acquired  Peregrine  for  about  $1.6 
billion.  An  audit  ordered  by  Peregrine 
uncovered  numerous  potential  account- 
ing violations.  For  example,  the  report 
cited  irregularities  in  the  way  Peregrine 
booked  sales  to  distributors.  Then-chair- 
man and  CEO  Stephen  P.  Gardner  soon 
resigned.  On  Sept.  22,  Peregrine  filed 
for  bankruptcy  protection.  Gardner  could 
not  be  reached  for  comment. 

So  what  did  Moores  know?  So  far, 
the  evidence  is  only  circumstantial. 
Former  employees  say  it  was  impossi- 
ble to  miss  disturbing  signs  right  under 
Moores's  nose.  They  say  the  constant 
pressure  to  hit  astronomical  sales  tar- 
gets was  so  oppressive  that  it  defined 
the  culture  of  Peregrine  and  forced  the 
staff  to  do  things  they  weren't  com- 
fortable with.  Former  employees  say 
Gardner  pressured  the  sales  staff  to 
boost  revenues  by  pushing  distributors 
to  buy  more  Peregrine  software  than 
they  could  ever  unload  on  their 
customers. 

Critics  complain  that  Peregrine's 
board  has  been  dominated  by  insiders 
who  didn't  question  the  company's 
methods.  For  instance,  the  board  in 
2000  and  2001  was  predominately  made 
up  of  company  executives,  one  of  its 
founders,  an  in-law  of  Gardner's, 
Moores,  and  two  of  Moores's  employ- 
ees. The  chairman  of  the  audit  com- 
mittee now  is  Charles  E.  Noell  III, 
ceo  of  jmi  Services  Inc.,  Moores's  in- 
vestment management  firm.  Noell  and 
other  board  members  would  not  com- 
ment on  the  matter. 

Moores  first  got  involved  with  Pere- 
grine as  an  investor  in  1989.  He  was 
named  chairman  in  1990,  a  role  he 
played  for  10  years  straight.  He  boost- 
ed his  total  stake  in  the  company  to 
62.8%  by  the  time  the  company  went 
public  in  1997.  Under  his  watch,  Pere- 
grine launched  an  aggressive  expan- 
sion strategy  in  the  late  1990s  by  ac- 
quiring more  than  a  dozen  software 
companies.  Most  of  the  deals  were  en- 
gineered by  Gardner.  Originally  hired 
in  1997  as  vice-  president  of  strategic 
acquisitions,  he  was  promoted  by 
Moores  and  the  board  to  ceo  in  1998 
and  chairman  in  2000. 

Moores  was  reappointed  chairman 
immediately  after  the  scandal  erupted 
last  spring,  but  he's  taking  a  backseat 
now.  He  quickly  hired  a  new  ceo,  Gary 
G.  Greenfield,  and  returned  to  focusing 
on  the  Padres  and  venture  capital.  But 
his  ties  to  Peregrine  could  haunt  him  for 
years  to  come. 

By  Arlene  Weintraub  in  Los  Angeles 
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AUTOS 


THE  SQUEAL  OF 
CAR  SALES  BRAKING 

Detroit's  incentive-fueled  frenzy  may  be  set  to  pause 


: 


Kurt  Ernst  is  the  U.S.  auto  indus- 
try's best  hope — and  greatest  un- 
certainty. This  spring,  he  and  his 
wife,  Kate,  bought  a  2002  Volk- 
swagen Jetta  wagon,  lured  in  part  by 
cheap  financing.  The  Jetta  shares  the 
garage  with  a  2001  vw  Passat  purchased 
two  years  ago.  The  37-year-old  Oak 
Ridge  (N.J.)  sales  exec  figures  he'll 
trade  in  his  1993  Mazda  Miata  next,  but 
cautions  that  before  he  buys  again,  "we 
need  the  economy  to  get  better." 

Therein  lies  Motown's  dilemma:  Will 
folks  like  Ernst  keep  trading  in  old  cars 


for  new,  or  are  economic  worries  gon  ^ 
to  stifle  the  incentive-inspired  bonanz 
News  on  Oct.  1  of  a  sharp  drop  in  Se 
tember  auto  sales  gave  new  creden 
to  nagging  fears  that  the  U.S.  mark 
can't  sustain  its  sizzling  pace.  Althouj  [j, 
September  sales  were  up  3%  from 
year  earlier,  when  terror  attacks  ke 
buyers  home,  the  seasonally  adjust* 
pace  of  16.3  million  vehicles  a  year  w: 
a  far  cry  from  August's  torrid  18.7  m 
lion  clip.  "I  think  we're  living  on  tl 
edge,"  frets  veteran  auto  analy 
Maryann  Keller. 


ii 
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This  year,  auto  sales  have  defied  grav- 
k  thanks  largely  to  rock-bottom  in- 
rest  rates  and  financing  deals.  But 
ely  they  look  vulnerable  to  a  host  of 
;tors:  the  possibility  of  a  war  with 
aq,  a  slowing  of  consumer  spending 
unemployment  rises  and  stocks  sink, 
d  an  eventual  end  to  the  mortgage  re- 
ancings  that  have  given  car  buyers 
tra  liquidity. 

Mounting  risks  have  some  economists 
edicting  that  auto  sales  are  heading 
x>  a  downturn  that,  at  least  temporar- 
,  could  send  annual  sales  tumbling  well 
low  the  roughly  17  million  units  the 
iustry  has  tallied  since  1999.  Warning 
at  recent  stratospheric  sales  may  be  a 
bble,  Diane  C.  Swonk,  chief  economist 
Bank  One  Corp.  in  Chicago,  figures 
03  auto  sales  could  fall  to  15.4  million, 
/hen  everyone  starts  saying  the  sky's 
3  limit,  that's  when  you  look  for  the 
y  to  start  falling." 

Not  surprisingly,  auto  execs  disagree, 
tey're  sticking  with  more  bullish  fore- 
sts, such  as  the  one  from  researchers 
.i-wefa,  which  predicts  that  car  sales 
11  hover  near  17  million  units  again 
is  year  and  next,  then  climb  to  17.5 


WAITING  Kate  and  Kurt  Ernst  want 
to  see  an  economic  upturn  before 
they  buy  another  vehicle 

million  by  2004.  Carmakers  contend  that 
the  September  results  were  temporari- 
ly distorted  because  dealers  ran  out  of 
incentive-laden  2002  models.  Says  Paul 
Ballew,  gm's  chief  market  analyst:  "It's  a 
one-month  aberration." 

So  why  are  bears  worried?  Many  of 
the  factors  driving  record  auto  sales  are 
ephemeral.  "Low  interest  rates  and  a 
home-mortgage  bubble  are  propping  up" 
consumer  spending,  especially  on  autos, 
Goldman,  Sachs  &  Co.  analyst  Gary 
Lapidus  wrote  in  a  recent  report.  "A 
spending  slowdown  should  hit  autos 
hard,  since  the  need  to  buy  cars  is  low." 

In  a  nutshell,  trading  in  a  car  every 
couple  of  years  is  a  discretionary  prac- 
tice— and  one  that  happened  more  and 
more  frequently  lately.  Lured  by  bar- 
gains, dealers  say,  consumers  have  been 
coming  in  often  to  swap  cars.  But  that 
habit  could  cease  overnight,  especially  if 
carmakers  can't  afford  to  keep  ratchet- 
ing up  rebates  that  now  average  $3,633 
per  vehicle — more  than  triple  the  $1,194 
of  a  decade  earlier.  "Consumers  don't 
need  to  buy  a  new  car,"  says  Arthur 
M.  Spinella,  general  manager  of  CNW 
Marketing/Research  Inc.  in  Bandon,  Ore. 
"What  they're  driving  now  is  good 
enough  until  the  next  round  of  incen- 
tives comes  out." 

Of  course,  few  expect  auto  makers 
to  cut  back  on  cheap  financing  volun- 
tarily anytime  soon:  They're  too  de- 
pendent on  it.  Every  time  they  try  to 
phase  out  0%  financing 
and  other  incentives,  as 
they  did  again  in  Sep- 
tember, car  sales  tank. 
So  to  avoid  getting  stuck 
with  excess  inventory, 
manufacturers  again  re- 
ward patient  buyers  with 
more  hot  deals,  as  Gen- 
eral Motors  Corp.  and 
Ford  Motor  Co.  both  did 
on  Oct.  1. 

The  question,  though, 
is  whether  they  can  af- 
ford to  continue  being  so 
generous.  Already,  auto 
makers  have  paid  a  stiff 
price.  "Sales  may  be 
high,  but  there's  a  reces- 
sion on  the  income  state- 
ment," says  Ford  sales 
analyst  George  Pipas. 
Combined  Big  Three 
profits  fell  from  $18.3  bil- 
lion in  1999  to  last  year's 
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collective  loss  of  $9.6  billion.  That  toll, 
added  to  worries  about  pension-fund 
shortfalls  and  lingering  concerns  about 
the  risks  in  the  credit  portfolios  of  the 
carmakers'  financing  units,  has  kept  a  lid 
on  auto  stocks. 

There's  another  reason  for  concern. 
Used-car  prices — a  leading  indicator  for 
a  weakening  new-car  market — are  down 
5%  this  year,  according  to  Manheim 
Auctions,  an  Atlanta  auto-auction  com- 
pany. Used  cars  are  considered  a  pre- 
dictor because  when  their  prices  dip 
low  enough,  budget-conscious  consumers 
snap  them  up  instead  of  new  models. 
Moreover,  the  used-car  supply  has  bal- 
looned. An  influx  of  trade-ins,  combined 
with  a  flood  of  vehicles  now  being  re- 
turned as  leases  signed  several  years 
ago  expire,  have  used-car  lots  stuffed. 

Why,  given  all  the  reasons  for  con- 
cern, does  optimism  persist  in  Detroit? 
Because  even  the  most  bearish  econo- 
mists and  analysts  see  strong  reasons 
for  long-term  sales  growth,  meaning  any 
slowdown  will  be  no  more  than  a  tem- 
porary "pause"  before  auto  sales  re- 
sume their  ascent  beyond  17  million  an- 
nually. Demographics  tell  a  big  part  of 
the  story.  Combine  population  growth  of 
1%  a  year,  the  fact  that  a  large  number 
of  Baby  Boomers  are  entering  their 
peak  spending  years,  and  the  driving 
needs  of  a  new  cohort  of  twentysome- 
things  now  entering  the  market,  and 
continued  strong  sales  are  just  about 
guaranteed,  they  say. 

Moreover,  while  it  may  seem  like 
everyone  has  fresh  wheels,  Americans 
aren't  any  more  loaded  up  on  new  cars 
than  they  were  a  decade  ago.  The  aver- 
age   age    of    cars    and 
trucks  on  the  road  has 
remained  just  over  eight 
years  since  the  early  '90s, 
according  to  auto  analyst 
R.L.  Polk&  Co.  That  im- 
plies there  will  be  plenty 
of  room  for  replacement 
purchases  in  the  future. 

The  relative  affordabil- 
ity  of  cars  will  help,  too. 
Credit  the  combination  of 
rising  incomes  and  falling 
auto  prices.  Even  as  in- 
comes surged  nearly  $800 
per  capita  this  year,  for 
example,  auto  prices 
dropped  an  average  of 
$200,  says  Comerica 
Bank,  which  tracks  auto 
prices.  The  result:  Car 
prices  hit  a  24-year  high 
in  afford  ability.  Buyers 
can  probably  afford  to  dig 
a  bit  deeper.  Spending  on 
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new  cars  shrank  from  2.1%  of  dispos- 
able income  in  1990  to  1.3%  by  mid-2002, 
according  to  the  Commerce  Dept. 

Besides,  Americans  like  the  Ernst 
family  have  been  gradually  increasing 
the  number  of  vehicles  they  own.  Auto- 
registration  data  compiled  by  Polk 
shows  that  the  average  number  of  ve- 
hicles per  household  crept  up  to  2.05 
by  last  year,  from  1.95  a  decade  earlier. 


As  Americans  add  a  sports  car  for 
weekend  drives  and  extra  cars  for 
teenage  children,  says  Chrysler  Group 
sales  chief  Gary  Dilts,  "two-car  garages 
are  going  to  three-car  "garages,  and 
three-car  garages  are  going  to  four." 

Still,  the  heady  environment  leaves 
even  auto-sales  bulls  such  as  dri-wefa 
forecaster  Rebecca  Lindland  worried 
about  forecasting  in  uncharted  territory. 


: 


"We're  so  far  out  of  range  we  d( 
have  any  benchmarks  anymore," 
says.  "It's  nerve-wracking."  Auto  mj 
ers  can  only  hope  that,  by  combinj 
Americans'  love  affair  with  the  car  i 
their  appetite  for  a  good  deal,  they 
keep  the  good  times  rolling. 

By  Kathleen  Kerwin  in  Detroit,  i\ 
Peter  Coy  in  New  York,  and  bur\ 
reports 


THOSE  PERENNIAL 
KINGS  OF  THE  ROAD 
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Car  sales  will  always  ebb  and 
flow,  influenced  as  they  are  by 
the  vagaries  of  the  economy, 
consumer  confidence,  and  the  offers 
dealers  brandish  to  make  sure  poten- 
tial buyers  drive  a  model  off  the  lot 
today.  But  some  cars  just  seem  to 
sell  themselves,  day  in  and  day 
out,  even  if  the  industry 
at  large  suffers  a  slow- 
down, as  some  ana- 
lysts expect  it 
to  do  soon. 

As  it 
happens, 
most  peren- 
nial hot  sell- 
ers are  for- 
eign, although 
they  come  in  various  flavors.  There 
are  the  trendsetters — new  cars  that 
are  long  on  good  looks  but  often  a 
little  short  on  staying  power.  (Re- 
member the  New  Beetle  or  the  PT 
Cruiser?)  There  are  the  exotics:  the 
Lamborghinis  and  Maseratis,  with 
the  occasional  Dodge  Viper  thrown 
in.  There  are  lots  of  luxury  cars 
bought  by  the  wealthy,  no  matter  the 
current  state  of  their  stock  portfo- 
lios. And  there  are  the  stodgy  cars 
that  succeed  as  long  as  they  set  the 
benchmark  in  their  categories — espe- 
cially if  they're  Hondas. 

Take  that  proverbial  beige  mini- 
van,  the  aging  Honda  Odyssey.  Last 
redesigned  four  years  ago,  a  bare- 
bones  2003  model  goes  for  about 
$25,000.  And  don't  look  for  cash  back 
or  0%  financing:  Odysseys  are  in 
such  short  supply  that  buyers  have 
to  pay  a  dealer  some  $3,000  over  the 
sticker  price  just  to  get  one,  accord- 
ing to  auto-pricing  expert 
Edmunds.com  Inc.  Honda  dealers 
also  exact  a  premium  for  the  $27,000 
Pilot  sport-utility  vehicle  and  aim  to 


do  the  same  for  the  brand-new 
Honda  Accord  family  sedan,  which 
hit  showrooms  last  month.  Other 
seemingly  recession-proof  cars  in- 
clude the  Toyota  Camry,  Nissan  Alti- 
ma,  and  Volkswagen  Passat. 

The  current  darling  of  the  fashion- 
istas  is  BMW's 
Mini  Cooper, 
the  stubby 
retromobile 


WHEEL  APPEAL 

Customers  will  pay  premiums 
for  the  likes  of  a  Honda  Pilot 
EX,InfinitiG35,orMini 
Cooper-no  matter  how  badly 
the  economy  is  doing 

with  an  appeal  far  beyond  that  of  the 
original's  cult  following.  But  the  Mini 
isn't  quite  the  jaunty,  affordable  ride 
that  its  designers  envisioned:  The  in- 
crowd  is  happy  to  fork  over  $3,000 
more  than  its  $17,000  list  price.  Still, 
BMW  should  have  no  trouble  moving 
the  20,000  Minis  it  hopes  to  sell  in 
the  U.  S.  this  year. 

At  least  it's  possible  to  get  a  Mini. 
Not  so  Nissan's  sporty  350Z.  For 
now,  at  least,  it's  still  being  built  to 
order — for  those  who  put  down  their 
deposits  before  the  July  31  cutoff 


date.  Come  December,  the  sports  cail 
which  starts  at  $27,000,  will  be  more| 
widely  available  at  whatever  markuj 
the  market  will  bear.  Other  cars  witl| 
buzz:  Toyota's  $15,000  Matrix  and 
Mazda's  $17,000  Protege5,  both  sport| 
wagons. 

Sales  of  luxury  cars  always  hold 
up  better  than  those  of  their  down- 
market brethren  when  the  industry 
starts  to  slip.  The  rich,  it  seems,  can| 
better  withstand  the  vicissitudes  of 
shaky  economy.  A  prestige  image 
counts:  Witness  the  bulletproof 
prices  of  the  Mercedes-Benz  SL 
($87,000  to  $115,000)  or  BMW's  7  Se- 
ries ($68,000  to  $72,000.)  BMW's 

sporty  3  Series,  now  in  the 

crosshairs  of  every  luxury  aut<[ 
maker,  continues  to  sell  at  a| 
whopping  10,000-a-month 
pace.  But  value  doesn't 


inatiMflH 


hurt,  either.  The  hottest  seller  in  the 
entry-luxury  category  is  Infiniti's 
$28,000  G35  sedan.  Outfitted  in 
leather,  the  car  costs  $5,000  less  thar 
the  much  smaller  BMW  330i. 

Even  the  luxury  trade  has  its 
fads.  This  year's  is  a  militaristic 
fetish  led  by  a  trio  of  big,  bellicose 
SUVs:  the  $50,000  Hummer  H2, 
$70,000  Range  Rover,  and  the  Mer- 
cedes G500  at  $73,000.  Given  the 
heightened  concern  with  personal  se- 
curity, that  just  goes  to  show  that 
sometimes  the  cars  people  buy  sim- 
ply reflect  the  national  Zeitgeist. 

By  Larry  Armstrong  ii 
Los  Angele 
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Lose  yourself  in  the  new 
Samsung  Portable  DVD  Player. 

Retreat  to  anywhere  with  your  favorite  movies  or 
music.  It's  all  in  one  simple,  stylish  device.  Watch 
or  just  listen  and  let  go. 
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AOL  IS  RELEARNING 
ITS  ABCs 

With  advertisers  scarce,  the  focus  is  on  retaining  subscribers 

onathan  Miller,  the  new 
ceo  of  America  Online 
Inc.,  is  a  man  with  one 
tough  mission.  But  after 
two  frenetic  months  on  the 
job,  the  45-year-old  execu- 
tive's battle  plan  is  start- 
ing to  take  shape. 

Miller  brings  with  him  a 
proven  track  record  as  a 
top  lieutenant  at  Barry 
Diller's  USA  Interactive, 
where  he  helped  build  the 
media  company's  e-tailing 
unit.  But  that's  small  pota- 
toes compared  with  what 
he  has  to  pull  off  now  at 
AOL:  a  thorough  overhaul  of 
the  lumbering  online  serv- 
ice. Gone  will  be  the  heavy 
reliance  on  online  advertis- 
ing to  fuel  growth.  Gone, 
too,  will  be  the  incessant 
drive  to  acquire  new  sub- 
scribers at  any  cost.  In- 
stead, Miller  will  be  focus- 
ing on  the  80%  of  aol's 
revenues  that  it  currently 
gets  from  its  online  sub- 
scriptions. "It's  back  to  ba- 
sics now,"  Miller  told  Busi- 
nessWeek in  one  of  his  first 
in-depth  interviews  since 
joining  AOL. 

Of  course,  it's  not  as  if 
he  has  much  choice,  given 
the  evaporation  of  all  those 
online  banner  ads  and  the 
accounting  questions  being  raised  about 
some  of  aol's  earlier  ad  deals.  Still, 
Miller  thinks  he  can  hold  on  to  aol's 
35  million  subscribers  worldwide  by  in- 
troducing smart  new  content  and  serv- 
ices. That,  he  figures,  will  help  AOL 
shave  costs  and  even  make  a  new  nick- 
el or  two. 

It's  not  going  to  be  easy,  though.  Ri- 
val Internet  service  providers,  including 
Earthlink  and  Microsoft  Network,  offer 
cheaper  subscriptions.  And  Miller  has 
made  little  progress  attacking  aol's 
biggest  challenge:  finding  a  way  to  retain 
subscribers  as  more  people  switch  from 
aol's  dial-up  to  broadband  ISPs  offered 
by  telcos  and  cable  companies. 

So  how  will  Miller's  back-to-basics 


.ER'S  Rx  FOR  AOL 
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RETAIN  AOL's  35  million 
current  subscribers  rather 
than  relentlessly  pursuing 
new  ones.  That's  far  cheap- 
er— and  has  fatter  margins. 

DEVELOP  new  services 
that  can  extract  more  fees 
from  members.  In  October, 
for  example,  AOL  will  launch 
Call  Alert,  a  $3.95-a-month 
service  that  answers  the  phone 
and  takes  messages  while 
members  are  logged  on. 

VARY  services  and  pricing  to 
lure  different  types  of  users, 
with  packages  ranging 
from  simple  dial-up 
service  to  broadband 
access  and  a 
multiple-de- 
vice plan. 


STATION  IDENTIFICATION 

AOL  8.0  will  offer  users 
CD-quality  radio  and  let 
them  choose  from  six 
profile  types 
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approach  play  out?  For  starters,  poten- 
tial customers  may  no  longer  get  bom- 
barded with  aol  free-trial  disks.  In- 
stead of  spending  lavishly  to  sign  up 
an  ever-dwindling  number  of  new  online 
users,  Miller  figures  AOL  can  make  more 
money  by  doing  a  better  job  of  keeping 
the  ones  it  already  has  and  squeezing 
more  out  of  them. 

Even  reducing  a  small  fraction  of  the 
members  AOL  loses  every  month  to  oth- 
er ISPs  will  yield  huge  gains  in  margins. 
While  aol  won't  disclose  its  monthly 
churn  rate,  market  researcher  IDC  esti- 
mates that  the  large  ISPs  shed  3%  to  4% 
of  their  subscribers  each  month,  adding 
up  to  a  loss  of  one-third  to  one-half  of  all 
the  new  subscribers  they  acquire  in  a 


year.  With  signup  costs  of  $150  to 
for  each  new  user,  departures  hurt, 
during  churn  will  go  a  long  way  tow; 
profitability,"  according  to  idc  re& 
manager  Steven  Harris. 

Miller  is  counting  on  improved  a 
tent — and  marketing  buzz.  The  compa 
will  launch  its  new  version,  aol  8.0 
Oct.  15  with  a  splashy  New  York  p; 
featuring  Alanis  Morissette  for  2, 
aol  members.  Designed 
part    to   lure   users    on 
broadband,  8.0  will  featui 
enhanced  video  and  au 
features,  including  CD-qu 
ity  radio. 

Both  dial-up  and  broa 
band  users  will  also  be  atl 
to  select  from  among  s 
profiles — such    as     ne 
hound    or    entertainme 
junkie,  with  content  tailo: 
to  their  interests.  And 
Interactive  Services  Pre 
dent  James  de  Castro  w 
borrow    from    his    bac 
ground  in  radio  by  creat 
fresh    content    for    ea 
group  throughout  the 
Says  de  Castro:  "We  wi 
you  to  come  back  to 
again  and  again." 

aol  also  hopes  to  gc 
revenues  by  selling  pre: 
um  services.  Along  with  8. 
aol  will  introduce  a  $3.95- 
month  Internet  call-waitiri 
service  that  will  take 
sages  from  incoming  pho 
calls  while  members  are  o 
line.  In  addition,  it  may  d 
velop  varied  tiers  of  pricing 
access  by  dial-up,  broadban 
and  from  mobile  devices 

Still,  the  risk  of  more  def< 
tions  looms  large  as  the 
to  enroll  broadband  usei 
heats  up.  MSN  and  Yaho( 
have  just  struck  deals  with  DSL  open 
tors  Verizon  Communications  and  SB 
Communications  Inc.,  respectively,  to  b 
their  preferred  online  services — at  price 
as  much  as  20%  below  aol's.  Rivals  ar 
also  beefing  up  features.  The  new  vei 
sion  of  MSN  "will  get  people  to  switch 
says  Yusef  Mehdi,  Microsoft's  vice-pres 
ident  for  MSN.  That  may  spur  aol  t 
redouble  its  efforts  to  sell  broadban 
access  through  its  powerful  cable  part 
ners,  Time  Warner  Cable  and  Comcast 
Will  getting  back  to  basics  b 
enough?  It's  not  exactly  a  bold  new  v 
sion.  But  Miller's  plan  just  may  be  th 
best  thing  the  much-troubled  aol  ha 
had  going  for  it  for  a  long,  long  time. 
By  Catherine  Yang  in  Dulles,  Vc 
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BUSINESS  TECHNOLOGY  OPTIMIZATION 

The  intelligent  way  to  reap  the  rewards  of  your  IT  investment. 


our  company  has  paid.  And  built.  A  lot.  All 
ecause  of  an  exciting  vision.  The  vision 

:hat  IT  would  send  your  company  charging 

toward  its  business  goals  faster  than  ever 

>efore.  So  have  you  paid  enough?  You  have. 

Vith  Mercury  Interactive's  new  Business 

,'echnology  Optimization  suite 

iour  company  will  at  last  realize 

ihe   full    power   of   your    IT 

investment.  You'll  finally  see 


% 


IT  costs.  Improving  the  quality  of  IT-enabled 
business  processes.  And,  most  importantly, 
aligning  IT  with  your  business  goals.  Can  it 
really  work?  Mercury  Interactive  has  spent 
the  last  thirteen  years  helping  75%  of  the 
Fortune  500  in  remarkable  ways.  Be  absolutely 
sure  to  learn  more  about 
Mercury  Interactive's  new 
comprehensive  BTO  solutions 
by  viewing  our  Webcast  today  at 


angible   results   by   reducing     mercury  interactive     www.mercuryinteractive.com/cxo_corner/bw 
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KEEP  IT  SIMPLE, 
CENDANT 

Wall  Street  is  slamming  the 
company  for  complex  financials 

Cendant  Corp.  Chairman  and  ceo 
Henry  R.  Silverman  recently  got  a 
rude  reminder  that  investors  hate 
surprises.  On  Sept.  25,  Cendant,  the 
New  York-based  travel,  real  estate,  and 
financial-services  concern,  announced  that 
its  mortgage-servicing  unit  was  taking 
an  aftertax  charge  of  $175  million,  gut- 
ting third-quarter  earnings.  Why? 
Thanks  to  the  current  refinancing  wave, 
many  of  the  mortgages  on  which  Cen- 
dant collects  servicing  fees  have  been 
prepaid,  forcing  the  costly  write-down. 
The  market's  response  wasn't  long  in 
coming:  By  day's  end,  Cendant's  stock 
plunged  13%,  to  $11.25.  But  nasty  sur- 
prises aren't  the  only  thing  dragging 
down  Cendant,  which  traded  at  around 
$20  in  December.  After  a  year  of  corpo- 
rate and  accounting  scandals,  investors 
have  also  turned  bearish  on  companies 
such  as  Cendant — a  deal-driven  conglom- 
erate with  a  complex  web  of  businesses 
whose  individual  performance  is  difficult 
to  assess.  "The  market  doesn't  like  ac- 
quisition-a-day  companies  anymore,"  says 
Gregory  L.  Jackson,  portfolio  manager 
at  Harris  Associates  LP,  which  held  14.3 
million  Cendant  shares  as  of  mid-year. 
"People  are  craving  simplicity." 

Unfortunately,  simplicity  was  never 
Silverman's  forte.  Through  a  string  of 
deals  over  12  years,  he  built  a  diverse 
roster,  including  such  brands  as  the 
Howard  Johnson  and  Days  Inn  hotel 
chains,  real  estate  brokerage  Century 
21,  and  Avis  rental  cars,  as  well  as 
travel  reservations  operator  Galileo  In- 
ternational and  a  hodge-podge  of  finan- 
cial services,  including  tax  preparation 
and  insurance.  Silverman's  rationale: 
Such  diversity  produces  stable  but  sol- 
id earnings  growth.  He  argues  that 
Cendant's  two  primary  businesses,  trav- 
el and  real  estate,  make  sense  together, 
for  example,  because  when  the  busi- 
ness cycle  drags  one  down,  the  other  is 
usually  up. 

While  investors  initially  cheered,  they 
now  want  him  to  halt  the  acquisitions. 
For  starters,  not  everyone  is  convinced 
the  fit  is  right.  Legg  Mason  Wood  Walk- 
er Inc.  analyst  Thomas  S.  Underwood, 
for  one,  argues  Cendant  is  unlikely  to 
find  big  synergies  in  the  travel  business 


I  HEAR  YOU: 

Silverman 
says  he  is 
ready  to  curb 
acquisitions 
for  now 


^ 


CENDANT 


WHAT  INVESTORS  WANT 

CLARITY  Cendant  should  simplify 
its  web  of  companies  and  make  it 
easier  to  assess  individual  units 

FOCUS  The  pace  of  dealmaking 
must  slow,  allowing  the  company 
to  pay  down  debt  and  buy  back 
shares  to  boost  the  stock  price 

BREAKUP  If  the  stock  doesn't  re- 
cover, Cendant  may  need  to  con- 
sider separating  its  travel  and  real 
estate  arms 


with  Galileo,  which  Cendant  bought  r 
$1.9  billion  last  October.  If  the  reser'iri 
tions  service  favors  Cendant's  franchLHi 
hotels  or  car  rentals,  Underwood  say^ 
may  alienate  potential  customers. 

Just  as  important,  deal-weary 
vestors  today  would  prefer  Silver 
pay  down  Cendant's  $5.2  billion  in  d<| 
and  buy  back  shares.  Stripping  out  I 
external  boost  from  acquisitions,  til 
argue,  would  provide  a  clearer  viewf 
how  strong  profit  growth  and  cash 
are  at  the  various  Cendant  units,  wl 
this  year  are  expected  to  earn  $1.3 
lion  on  revenues  of  $14.2  billion. 

But  a  clearer  view  alone  may 
quiet  the  critics.  Cendant's  stock  is 
trading  at  a  price-earnings  ratio  of  jl 
under  7,  based  on  projected  2003  pro] 
of  $1.7  billion.  Even  embattled  Tyco 
ternational  Inc.  is  trading  at  7.6  ti 
forward  earnings — a  sign  of  how  ski 
tical  Wall  Street  has  become  of  C\ 
dant.  Some  now  argue  that  Silver 
may  eventually  need  to  break  up  of 
company  if  the  stock  weakness  persid 
Lehman  Brothers  Inc.  a  ] 
lyst  Jeffrey  T.  Kessler, 
one,    says    Silverman 
need  to  separate  its  tra 
and  real  estate  businesses 
the  stock  continues  to  lag 
underlying  value  of  Cendaij 
various  units,  which  most 
alysts  estimate  in  excess! 
$20  a  share.  But  Kessler 
gues  that  should  happen  oj 
if  Cendant's  units  can  be  c| 
italized  to  receive  an  inve 
ment-grade  rating  that  wol 
allow  them  to  borrow  at  cc| 
petitive  rates. 

For  his  part,  Silverman  I 
sists  a  breakup  is  not  on  the  agen| 
But  he  appears  to  be  listening  to 
critics.  After  closing  a  string  of  dt 
worth  $3  billion  in  the  past  12  monj 
alone,  he  says  he's  curbing  acquisiticf 
for  now.  To  improve  transparency, 
paid  $230  million  earlier  this  year  fo| 
real-estate  brokerage  firm  that  was 
viously  part  of  an  off-balance-sheet 
tity.  And  Silverman  says  Cendant  pi;  I 
to  sell  its  financial-services  unit,  wh| 
lacks  competitive  advantage. 

Having  survived  a  near-meltdown 
the  company  after  accounting  irregul 
ities  surfaced  in  the  wake  of  the  11 
merger  of  Silverman's  HFS  Inc.  and  c 
sumer-services  company  cue  Inter 
tional  Inc.,  Silverman  clearly  wants 
prove  the  Cendant  model  works.  Wl 
he  made  his  name  as  a  dealmaker,  I 
verman  has  to  show  once  and  for 
that  he's  also  a  solid  operator. 

By  Amy  Barrett  in  Philadelp. 
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objective  research  leads  to 
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At  Prudential  Financial,  objectivity  is  the  cornerstone  of  our  investment  products 
and  programs.  Why?  Because  we  believe  it  leads  to  results.  By  applying  objective, 
proprietary  research,  we  seek  out  leading  investment  management  firms  to 
subadvise  our  investment  products.  So  you  can  leverage  the  strength  of  Prudential 
Financial  along  with  other  top  names  from  throughout  the  investment  industry. 

Money  management  at  Prudential  Financial 


1  Individuals  deserve  the  same  advantages 
that  institutions  enjoy.  That  means 
institutional-quality  research.  More  than 
25  years  ago,  Prudential  Financial's 
Strategic  Investment  Research  Group 
was  established  to  provide  investment 
management  research 
to  institutions.  Today, 
you  can  benefit  from  their 
disciplined  approach  to 
manager  research. 


Prudential  Financial's 

Strategic  Investment 

Research  Group 


4  The  investment  managers  we  hire  must 
consistently  meet  our  high  standards, 
or  well  replace  them.  We  monitor  each 
manager's  performance  closely,  watching 
carefully  for  potential  hazards  like  style 
drift  and  unexpected  increases  in  risk. 
So  you  can  be  confident  we'll 
take  action  to  ensure  consistent, 
competitive  performance. 


Q  If  an  outside  firm 


20  seasoned  analysts 

Average  of  9  years 
in  manager  research, 
20+  years  for  senior 
management 

Highly  accredited 

members 

(PhD,  MBA,  CFP,  CFA) 

Covers  more  than 
4,000  asset  managers 


can  help  us  achieve 
a  product's  goal  better, 
we'll  find  them.  And 
hire  them.  Our  goal 
is  to  provide  the  best 
manager  for  each 
product's  investment 
style.  So,  we  evaluate 
managers  from 

throughout  the  investment  industry 
to  identify  the  one  with  the  right  fit. 

3  All  of  our  investment  products  benefit 
from  the  same  research-driven  approach. 

At  Prudential  Financial,  you'll  find  a  range 
of  products — from  mutual  funds  to  variable 
annuities  and  managed  money  programs — 
that  cover  the  entire  risk-reward  spectrum. 


5  A  professional  financial 
advisor  brings  it  all  together. 

Only  an  experienced  financial 
professional  can  analyze  your 
investment  needs,  help  you 
select  the  right  asset  allocation, 
design  an  investment  program, 
monitor  performance  and  make 
adjustments  along  the  way.  Look 
to  Prudential  Financial  for  guid- 
ance, sound  advice,  and  unbiased 
investment  recommendations. 


Call  today  to  find  a 
Prudential  Financial 
professional  near  you. 

And  ask  for  your  free 
guide  to  the  Strategic 
Partners  mutual  fund  family. 
1-800-THE-ROCK  ext.  9828  prudential.com 


Prudential  (M  Financial 

Crowing  and  Protecting  Your  Wealth® 


or  more  informotion  and  a  free  prospectus  that  describes,  in  detail,  o  specific  fund's  investment  objective,  sales  charges,  expenses,  management  fees,  and  other  matters  of  interest,  call  your  financial  professional.  Please  read 
le  prospectus  carefully  before  you  invest  or  send  money.  Shares  of  the  Strategic  Partners  funds  are  distributed  by  Prudential  Investment  Management  Services  LLC  (PIMS),  Three  Gateway  Center,  14th  Floor,  Newark,  NJ 
7102-4077.  PIMS  is  a  member  SIPC  and  a  Prudential  Financial  company.  Prudential  Financial  is  a  service  mark  of  The  Prudential  Insurance  Company  of  America,  751  Broad  Street,  Nework,  NJ  and  its  affiliates.  IFS-A0721 48 
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FILLING  IN  AT&T'S 
MANAGEMENT  CHART 

THE   NEW  LEADERSHIP  TEAM 

at  AT&T  is  nearly  complete. 
On  Oct.  2,  AT&T  tapped  its 
consumer-division  president, 
Betsy  Bernard,  to  be  presi- 
dent. Bernard  will  head  the 
business-services  division, 
network  services,  interna- 
tional operations,  and  AT&T 
Labs.  She  returned  to  AT&T 
17  months  ago  from  a  stint 
at  Qwest  Communications. 
Bernard  will  report  to  Chair- 
man and  CEO-elect  David 
Dorman,  who  will  succeed  C. 
Michael  Armstrong,  expect- 
ed to  leave  when  AT&T  sells 
its  cable-TV  unit  later  this 
year.  With  WorldCom  on  the 
ropes,  Bernard  has  a  chance 
to  boost  the  fortunes  of  the 
new,  stripped-down  AT&T. 

MESSAGE  TO  BIG 
PHARMA:  BEHAVE 

THE  BUSH  ADMINISTRATION  IS 
warning  drugmakers  not  to 


CLOSING    BELL 


LOSING  BLOOD 

Guidant  shares  skidded  15.5%, 
to  $27.73,  on  Oct.  2,  after  the 
company  lost  a  federal  court 
battle  with  Boston  Scientific 
over  access  to  a  drug-coated 
stent  from  Cook  Group.  Un- 
less Guidant  gets  a  stay  of 
the  Oct.  1  ruling,  it  says 
2003  earnings  will  fall  9% 
below  earlier  forecasts,  with 
sales  down  at  least  20%. 


25 


^ 
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reward  doctors  in  order  to 
increase  sales  and  not  to  mis- 
lead the  government  about 
drug  prices.  On  Sept.  30,  the 
inspector  general  of  the 
Health  &  Human  Services 
Dept.  issued  a  draft  "guid- 
ance" to  the  pharmaceutical 
industry  suggesting  that 
every  company  set  up  "effec- 
tive compliance  programs"  to 
prevent  such  abuses.  Among 
the  practices  that  could  be 
seen  as  illegal:  paying  bonus- 
es to  physicians  or  health 
plans  to  switch  drugs;  offer- 
ing entertainment,  consulting 
fees,  or  trips  to  doctors  to  in- 
fluence prescriptions;  or  fudg- 
ing data  on  the  price  of  drugs 
to  regulators  and  government 
reimbursers.  The  standards 
are  voluntary  and  could  still 
be  changed  after  a  comment 
period.  But  even  public  in- 
terest groups  agree  that  the 
government  is  sending  a  sig- 
nal that  it  will  crack  down 
more  aggressively  on  abuses. 

A  FAT  QUARTER 

FOR  DELL 

MOST  TECHNOLOGY  COMPANIES 
may  be  in  the  doldrums,  but 
Dell  Computer  is  on  a  roll. 
On  Oct.  1,  the  pesky  PC  giant 
raised  sales  estimates  for  its 
third  quarter,  which  ends 
Nov.  1.  In  August,  the  Austin 
(Tex.)  company  had  predicted 
sales  would  jump  19%,  to  $8.9 
billion,  up  from  $7.5  billion  a 
year  earlier.  Now,  Dell  ex- 
pects its  revenue  for  the 
quarter  to  climb  22%,  to  $9.1 
billion.  Dell's  prosperity  isn't 
coming  from  an  uptick  in  de- 
mand for  information  tech- 
nology. Instead,  Chief  Finan- 
cial Officer  Jim  Schneider 
said  it  is  gaining  market 
share  from  rivals. 


ALL  QUIET  ON  THE 
WESTERN  DOCKS 

IMPORTERS     RANGING     FROM 

clothiers  and  toymakers  to 
auto  factories  could  find 
themselves  empty-handed  as 


HEADLINER:    JOHN    BIGGS 


THIS  COP  ISN'T  ON  THE  BEAT  YET 


For  weeks,  it  looked  like 
the  appointment  of  John 
Biggs  as  chairman  of  the 
new  Public  Company  Ac- 
counting Oversight 
Board  was  a  done 
deal.  Sources  say 
Securities  &  Ex- 
change Commis- 
sion Chairman 
Harvey  Pitt  had 
informally  offered 
the  job  to  Biggs, 
who  is  the  chair- 
man of  giant  pension 

fund  TIAA-CREF. 

But  opposition  from  ac- 
counting professionals  and 
their  Republican  allies  has 
put  Biggs'  appointment  in 
jeopardy — prompting  Pitt 
to  deny  on  Oct.  1  that  an 
offer  had  been  made.  Why? 
Biggs,  66,  would  be  a  tough 
chief  cop  at  the  board, 


which  has  a  broad  mandat 
to  regulate  the  industry 
and  discipline  accountants 
He  was  an  early  supporte 
of  a  ban  on  accountin 
firms  doing  consult 
ing  work  for  audit 
clients.  And  he 
testified  before 
Congress  on  the 
need  for  just  the 
sort  of  agency  hfr 
would  head. 
House  Financial 
Services  Committee 
Chairman  Michael  Oxley 
(R-Ohio),  whose  panel 
oversees  the  sec,  is  leadinj   ; 
the  anti-Biggs  brigade. 
Still,  Pitt  may  stick  with 
Biggs.  Backing  out  would 
invite  fresh  criticism  that 
Pitt  is  soft  on  the  account- 
ing firms  he  represented. 
Amy  Borru 


goods  from  overseas  languish 
at  29  West  Coast  ports.  Ship- 
pers on  Sept.  27  ordered  a 
lockout  of  10,500  dockwork- 
ers  in  a  dispute  largely  over 
the  use  of  new  technology 
that  the  International  Long- 
shore &  Warehouse  Union 
contends  will  eliminate  exist- 
ing jobs  and  create  new  but 
nonunionized  positions.  Nego- 
tiations broke  down  Oct.  1, 
despite  federal  mediation. 
The  fallout  has  been  swift: 
While  some  tech  outfits  that 
move  goods  by  air  aren't  feel- 
ing much  pain,  many  other 
companies  are  already  scram- 
bling to  divert  shipments  to 
other  ports. 

NOTHING  STANDS  IN 
WAL-MART'S  WAY 

EVEN  THOUGH  IT  HAS  FALLEN 
short  of  projected  sales  gains 
in  recent  months,  Wal-Mart 
Stores  is  moving  ahead  with 
an  aggressive  expansion  plan 
for   its    fiscal   2003,    which 


starts  in  February.  In  t 
U.S.,  the  company  plans 
open  as  many  as  210  massi 
"supercenters"  that  combi 
groceries  and  general  mt 
chandise.  It  also  intends 
open  up  to  55  new  discoi 
stores,  25  Neighborhood  M; 
kets,  45  Sam's  Clubs,  and  1 
stores  in  its  existing  intt 
national  markets.  Despite  t 
difficult  retail  environmei 
analysts  figure  Wal-Ma 
stands  a  good  chance  of 
ing  market  share,  especia 
as  discount  rival  Kmai 
flounders. 


ET  CETERA . . . 

■  kpmg  Consulting  will  chanl 
its  name  to  BearingPoint  a:| 
will  move  to  the  Big  Board 

■  Northwest  Airlines  war 
1,600  flight  attendants  to  ta 
voluntary  leave  for  up  to  a  ye 

■  Comerica  restated  secon 
quarter  earnings,  to  $161  n 
lion  from  the  previously  i  | 
ported  $184  million. 
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HE  ENERGY  WATCHDOG  FINALLY  BARKS. 
IUT  WILL  IT  BITE? 


When  an  administrative  law  judge  at  the  Federal  En- 
ergy Regulatory  Commission  ruled  on  Sept.  23  that  El 
Paso  Corp.  had  manipulated  California  natural-gas 
pplies,  it  was  sweet  vindication  for  Governor  Gray  Davis. 
1  along,  the  beleaguered  Democratic  incumbent  had  insist- 
that  market-rigging,  not  his  own  incompetence,  lay  at 
e  heart  of  the  2000-2001  electricity  crisis — a  charge  Re- 
blicans  dismissed  as  whiny  desperation. 
But  the  El  Paso  bombshell  has  done  a  lot  more  than 
eathe  life  into  Davis'  reelection  bid.  The  rul- 
y  could  herald  tougher  oversight  by  the  tra- 
cionally  industry-friendly  folks  at  ferc,  in- 
iding  a  probe  of  possible  price-gouging  by 
ctricity  companies  across  the  nation.  It  also 
uld  be  the  catalyst  for  billions  in  refunds  to 
I  [grieved  consumers  and  deficit-strapped 
ates — an  idea  gop  pols  ridiculed  as  grand- 
Inding  when  Davis  first  broached  it. 
Like  many  California-inspired  convulsions, 
e  case  is  a  trendsetter.  Says  Peter  Navarro, 
pusiness  professor  at  the  University  of  Cali- 
rnia  at  Irvine:  "You  have  to  look  at  it  as 
i  b*t  of  a  broader  pattern  involving  companies 
at  manipulated  the  markets  at  enormous  ex- 
nse"  to  ratepayers. 

The   prospect   that   market-rigging   isn't 

ique  to  deregulated  California  has  the  po- 

itial  to  transform  ferc,  traditionally  more  ' 

Mssycat  than  watchdog.  "If  we  find  bad  behavior,  we've  got 

(  respond,"  pledges  ferc  Chairman  Patrick  H.  Wood  III. 

he  market  should  have  a  cop  who  knows  what's  appropri- 

Indeed,  agency  insiders  say  that  ferc  is  now  actively 

firing  for  new  hints  of  wrongdoing.  After  the  Enron  Corp.  fi- 

io,  "the  landscape  changed  so  much  that  ferc  felt  it  had  to 

fjing  back  a  head  on  a  stake,"  says  one. 

t  In  the  short  run,  the  agency  will  intensify  efforts  to  ferret 

more  market  games  in  the  West.  In  mid-August,  ferc 


DAVIS:  Sweet  vindication 


»b 


it 


found  that  several  companies — Avista,  El  Paso  Electric  (not 
related  to  El  Paso  Corp.),  and  three  Enron  affiliates — may 
have  manipulated  California  electricity  prices. 

Experts  say  the  finding  that  El  Paso  withheld  supplies  to 
drive  up  prices  increases  the  chances  that  California  will  get 
back  at  least  $1  billion  of  the  $9  billion  in  refunds  Davis  has 
sought.  "The  El  Paso  case  is  the  first  domino  in  quite  a 
chain,"  says  Robert  McCullough,  managing  partner  at 
McCullough  Research,  an  Oregon  energy  consultant  that 
works  for  refund-seekers.  Among  the  potential 
beneficiaries:  businesses,  consumers,  and 
municipalities. 

In  the  post-El  Paso  world,  electricity  dereg- 
ulation— already  staggered  by  the  Enron  scan- 
dal— seems  even  more  farfetched.  There's  little 
sentiment  on  Capitol  Hill  for  national  deregu- 
lation, long  an  industry  priority.  And  some  20 
states  that  were  thinking  about  freeing  up 
their  energy  markets  have  become  wary  in 
recent  months  amid  allegations  of  corporate 
abuse,  according  to  Ken  Malloy,  ceo  of  the 
Center  for  the  Advancement  of  Energy  Mar- 
kets, a  pro-competition  think  tank. 

Wall  Street  is  also  getting  skittish.  Even 
before  the  El  Paso  ruling,  investors  were  grow- 
ing increasingly  bearish  about  the  future  of 
the  energy-trading  industry.  The  latest  decision 
sent  shares  of  the  entire  energy  sector  even 
lower,  although  El  Paso  officials  dismissed  the  ruling  and 
predicted  they  will  eventually  get  it  overturned. 

For  now,  however,  the  only  stock  that  hasn't  been  battered 
by  the  case  against  El  Paso  is  that  of  Davis.  He's  leading  Bill 
Simon  by  10  points  in  the  latest  Los  Angeles  Times  poll  and 
gloating  over  the  fact  that  his  gop  opponent  owns  shares 
worth  up  to  $100,000  in — you  guessed  it — El  Paso. 

By  Laura  Cohn  in  Washington  and  Christopher  Palmeri 
in  Los  Angeles 


CAPITAL  WRAPUP 


IEMS  IN  DISARRAY 


-  As  they  barrel  toward  Nov.  5  elec- 
ions  that  once  held  bright  promise,  the 
saderless,  issueless  Democrats  are  gird- 
ig  for  a  new  round  of  recriminations. 
oi  Vhile  Dems  are  likely  to  make  major 
-  iroads  at  the  state  level  (page  104),  na- 
ional  pols  have  done  little  to  dent 
e  Jeorge  W  Bush's  popularity  or  tie  gop 
andidates  to  the  rotten  economy  and 
Corporate  scandals. 

How  badly  are  the  Dems  hurting? 

JiTor  starters,  Senator  Robert  G.  Torri- 

r  elli's  abrupt  exit  in  New  Jersey  led  to 


a  Keystone  Kops  scramble  for  a  re- 
placement that  smacked  of  a  backroom 
deal  and  made  the  party  look  hopeless- 
ly inept.  Where  were  national 
leaders  when  Trenton  pols 
raced  through  the  first  three 
choices  to  settle  on  78-year-old 
ex-Senator  Frank  Lautenberg? 

Dems  also  continue  to  be 
frustrated  as  the  Bush  Admin- 
istration's frenzied  war  talk 
smothers  their  message  of  new 
social  programs.  In  addition, 
Iraq  has  exposed  huge  intraparty  rifts. 
One  minute,  doves  Ted  Kennedy  and  Al 


TORRICELLI: 

Keystone  Kops 


Gore  make  a  forceful  case  for  multilater- 
alism— i.e.,  doing  nothing  about  Saddam 
Hussein  anytime  soon — and  the  next, 
Presidential  wannabes  from 
House  Minority  Leader  Dick 
Gephardt  to  Senator  John  Ed- 
wards (N.C.)  line  up  behind 
Bush.  With  no  national  heavy- 
weight to  cut  through  the  ca- 
cophony, Dems  sound  like  retro- 
peaceniks  even  as  they  prepare 
to  give  Bush  a  congressional 
sign-off  for  an  Iraq  invasion. 

By  Richard  S.  Dunham 
and  Lee  Walczak 


BusinessWeek  /  October  14,  2002  57 


UP  UNTIL  NOW,  THIS  WAS  AS 


CREATIVE 

AS  THINGS 


EVER  GOT 


IN   THE   SUPPLY   CHAIN 


MANAGEMENT  BUSINESS 


Let's  face  it,  the  term  "creative"  is  sel< 
used  to  describe  supply  chain  managerr 
companies.  But  if  creativity  means  fine 
innovative  solutions  to  familiar  problems 
the  perfect  way  to  describe  Menlo  Wortdv 
By  combining  the  most  inventive  mind 
the  business  with  leading  technology,  gle 
reach  and  operational  excellence,  w^ 
finding  more  intelligent  ways  for  compai 
to  source  supplies,  manage  inventories 
distribute  products  around  the  world.  We 
it  perpetual  innovation:  continually  creat 
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cost.  Find  out  what  a  creative  appro; 
to  supply  chain  management  can  do 
your  business.  Visit  menloworldwide.cl 
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SRAZIL:  BUSINESS  LIKES  LULA- 
SUT  WALL  STREET  DOESN'T 


nternational  investors  are  holding  their  breath  as  Brazilians 
head  to  the  polls  on  Oct.  6  to  elect  a  new  President.  No 
one  knows  how  Wall  Street  will  react  if  Luiz  Inacio  Lula 
a  Silva  wins  outright  or  if  voting  goes  to  a  second  round  on 
ct.  27.  Known  simply  as  Lula,  the  56-year-old  leader  of  the 
ft-wing  Workers  Party  (pt)  is  ahead  of  his  closest  rival,  gov- 
rnment-backed  candidate  Jose  Serra,  by  some  25  points  in 
pinion  polls,  with  45%  support.  Brazil's  currency,  bonds,  and 
tocks  have  been  hammered  as  Lula's  popularity  has  risen. 
Vorse,  billionaire  investor  George  Soros  has 
redicted  that  Brazil  could  default  on  its  $260 
illion  in  net  government  debt  if  Lula  wins, 
riggering  an  emerging  markets  crisis. 
So  there  would  be  no  honeymoon  for  this 

:  netime  metalworker  if  he  is  finally  victorious 
i  his  fourth  presidential  bid.  While  he  wouldn't 
ike  office  until  Jan.  1,  Lula  would  have  to 

;  end  strong  signals  right  away  to  calm  the 
larkets.  What's  interesting  is  that  Brazilian 

t  usinesspeople  seem  far  less  alarmed  than  Wall 
treet  at  the  prospect  of  a  Lula  presidency. 
Lula  has  grown  up  a  lot,"  says  Sergio  Haber- 
?ld,  chairman  of  Dixie  Toga,  a  packaging  com- 
any  with  $333  million  in  sales,  who  backs  the 

K  jrmer  union  leader.  "He  became  less  of  a  rev- 
lutionary  man  and  more  of  a  statesman.  I 

i^ould  never  have  supported  him  in  the  past." 
It's  not  just  that  Lula  has  swapped  his  jeans  ~ 

;  >r  dark  suits.  He  has  also  traded  his  anticapitalist  rhetoric  for 

i  pragmatic  approach  that  accepts  the  need  to  meet  fiscal  tar- 
ets  negotiated  with  the  International  Monetary  Fund.  His 

it  tinning  mate,  Jose  Alencar,  a  Liberal  Party  senator,  is  pres- 
lent  of  one  of  Brazil's  biggest  textile  manufacturers,  Cotem- 

:  ias.  And  Lula  is  backed  by  senior  figures  in  the  powerful  Sao 
aulo  Federation  of  Industry. 
Indeed,  much  of  big  business  is  behind  Lula  because  he's 

t)  romising  to  speed  up  growth  and  to  take  a  tough  line  with 


LULA:  More  pragmatic 


the  U.  S.  in  negotiations  for  a  Free  Trade  Area  of  the  Amer- 
icas. During  President  Fernando  Henrique  Cardoso's  eight 
years  in  power,  Brazil  contained  inflation,  but  the  economy  ex- 
panded by  just  slightly  more  than  2%  annually.  Lula  wants 
state  programs  to  encourage  companies  to  make  goods  for  ex- 
port and  as  substitutes  for  pricey  imports.  And  he  has  de- 
clared that  he  would  be  "as  intransigent  in  protecting  the  in- 
terests of  Brazil  as  the  U.S.  has  been  in  protecting  its  own 
interests."  He  has  also  vowed  to  overhaul  Brazil's  near-bank- 
rupt pension  system  and  simplify  its  night- 
marish tax  code — reforms  business  favors. 

But  before  he  can  make  any  of  these  moves, 
Lula  will  have  to  deal  with  an  impending  debt 
crisis.  The  big  problem  is  the  $205  billion  the 
government  owes  to  Brazilian  lenders,  one- 
third  of  which  is  pegged  to  the  U.S.  dollar. 
That's  dangerous,  since  the  amount  of  debt  in- 
creases as  the  real  falls — and  the  real  plunged 
22%  in  September  alone,  to  a  record  against 
the  dollar.  Although  Lula  has  pledged  the  gov- 
ernment will  pay  its  debts,  some  investors  fear 
he  may  be  forced  to  reschedule  payments  if  the 
real  keeps  weakening.  Worries  about  default 
are  also  driving  up  interest  rates  on  Brazil's 
foreign  debt.  To  try  to  ease  investor  worries, 
Lula  is  expected  to  make  an  early  announce- 
ment of  his  choice  for  Central  Bank  president  if 
"  he  wins.  Local  press  reports  have  said  a  lead- 
ing candidate  is  Henrique  Meirelles,  former  president  of 
BankBoston  Corp.  and  well  known  to  Wall  Street. 

Lula's  problem  is  that  even  if  he  is  the  victor,  he  can't  do 
much  more  than  assemble  his  team  and  make  initial  policy  an- 
nouncements before  he  takes  power.  Still,  the  fiery  former  la- 
bor leader  has  done  a  surprising  job  of  convincing  Brazilian 
business  to  climb  onto  his  bandwagon.  Now  he  must  get 
Wall  Street  on  board. 

By  Jonathan  Wheatley  in  Sao  Paulo 


GLOBAL  WRAPUP 


EICHEL'S  BALANCING  ACT 


►  Hans  Eichel  faces  the  toughest  chal- 
lenge of  his  career.  Germany's  newly 
reappointed  Finance  Minister  must 
rein  in  this  year's  budget  deficit,  which 
■could  top  2.9%  of  gross  domestic  prod- 
uct— perilously  close  to  the  3%  ceiling 
set  by  the  European  Union's  Growth 
and  Stability  Pact.  Then,  he  has  to 
tackle  a  forecast  $9.8  billion  shortfall 
in  2003  tax  revenues,  the  result  of 
slower-than  expected  economic  growth. 
What's  more,  he  must  do  both  without 
alienating  either  fellow  ministers  in 


Chancellor  Gerhard  Schroder's  coali- 
tion of  Social  Democrats  (spd)  and 
Greens,  or  powerful  interest  groups. 
Some  spd  left-wingers  have  called 
on  Eichel  to  solve  Berlin's  financial  cri- 
sis by  increasing  inheritance,  wealth, 
and  other  levies.  And  the  Greens  want 
ecological  taxes  raised.  But  Eichel, 
backed  by  Schroder,  fears  tax  hikes 
would  hurt  the  economy,  which  looks 
set  to  grow  by  just  1.5%  next  year 
compared  with  the  2.5%  forecast  the 
Finance  Ministry  based  its  budget  on. 
So  Eichel  plans  to  cut  spending  and 
slash  subsidies. 


Subsidies  to  agriculture,  mining, 
and  other  protected  industries  cost 
the  government  an  estimated  $28  bil- 
lion, almost  1.5%  of  GDP,  a  year.  But 
farmers  and  miners  wield  clout  in 
Berlin  and  will  strongly  oppose  cuts. 
Nor  are  the  Transport  and  Defense 
Ministers  likely  to  welcome  expected 
budget  reductions.  Even  the  Bush  Ad- 
ministration is  weighing  in.  Already 
irked  with  Schroder's  opposition  to 
war  with  Iraq,  the  U.  S.  is  lobbying 
against  Eichel's  plans  to  curb  military 
spending,  analysts  say. 

By  David  Fairlamb  in  Frankfurt 
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MERGERS 

Why  Most  Big  Deals 
Don't  Pay  Off 


A  BusinessWeek  analysis 
shows  that  61%  of  buyers 
destroyed  shareholder  wealth 

By  David  Henry 


he  spring  of  1998  was  a  fast  and  furious  time  for 
dealmakers.  As  stocks  soared  in  one  of  the  most  ex- 
uberant phases  of  the  decade's  great  bull  market, 
multibillion-dollar  merg- 


Ters  poured  forth.  Two 
and  even  three  compa- 
nies unveiled  major  deals  in  a 
single  morning.  At  times,  busi- 
ness in  the  ballrooms  of  New 
York's  Waldorf-Astoria  Hotel — a 
favorite  spot  for  press  confer- 
ences— was  so  brisk  that  as  one 
ceo  tangoed  out,  he  risked  col- 
liding with  the  next  one  waltz- 
ing in. 

These  deals  were  solid  under- 
takings— purchases  of  long-es- 
tablished companies  with  proven 
business  models,  tangible  assets, 
and  thousands  of  workers,  un- 
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MERGER    BOOM 


Nearly  $4  trillion  worth  of  mergers  were  done 

from  1 998  through  2000— more  than 

in  the  preceding  30  years 

1.600 


'68 

k THOUSANDS 


like  the  ephemeral  Internet  affairs  that  came  later.  On  A  r. 
for  example,  Sanford  I.  "Sandy"  Weill's  Travelers  Grou  s 
nounced  a  $70  billion  merger  with  the  banking  beht>  o 
then  known  as  Citicorp,  a  deal  so  bold  that  it  required 
gress  to  repeal  Depression-era  laws  about  bank  meiBi 
The  next  day,  insurer  Conseco  Inc.  announced  it  was  p  t 
$7.1  billion  and  a  huge  86%  premium  to  buy  mobile-  >r 
lender  Green  Tree  Financial.  The  following  Monday  mo 
Bank  One  Corp.  offered  $28.8  billion  for  First  Chicago 
and  NationsBank  bid  $59.3  billion  for  BankAmerica  Co> 
it  was  then  called.  Three  weeks  later,  Germany's  Ds 
Benz  snapped  up  Chrysler  Corp.  for  $38.6  billion. 

But  an  exclusive  new  study  by  BusinessWeek  show 
fully  17  out  of  the  21  "winners"  in  the  heady  merger  spr  g 

1998  were  a  bust  for  in  v. 
who  owned  their  shares.  11 
had  kept  their  checkbooks 
lock  and  key  and  simply  ms  h 
the  stock  market  performa  e 
their  industry  peers,  shar  o 
ers  would  have  been  far 
off.  For  example,  in  the  y« 
ter  the  Green  Tree  bid,  C( 
shares  lost  47%  of  their 
That's  bad  enough,  but  Coi  a 
relative  performance  was  v 
worse.  Snares  of  insurers  t 
Standard  &  Poor's  500-stc ;  : 
dex  rose  8%  in  the  same  ut 
meaning  that  Conseco  lagg  t 
hind  its  peers  by  55  perci  ta 


'02* 
'THROUGH  SEPT  30       ▲  BILLIONS  OF  DOLLARS 
Data:  Mergerstat 
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Companies  that  PAID  for  their  acquisitions  SOLELY  WITH  STI 
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points — and  that  was  before  its  stock  spiraled  down  to  10# 
amid  a  debt  restructuring,  now  under  way.  Daimler  share- 
holders didn't  fare  much  better:  Their  total  returns  under- 
performed  s&p's  index  of  auto  stocks  by  30%.  Travelers 
shareholders  were  among  the  few  who  were  in  the  money  af- 
ter a  year,  garnering  returns  that  were  a  slim  2%  better  than 

other  insurers. 

Similar  patterns  ap- 
peared across  the  302 
major  mergers  from 
July  1,  1995,  to  Aug.  31,  2001,  covered  by  our  study,  de- 
signed with  Mark  L.  Sirower,  head  of  the  mergers-and-ac- 
quisitions  practice  of  Boston  Consulting  Group  (bcg).  We 
used  data  from  Standard  &  Poor's  (like  BusinessWeek,  part  of 
The  McGraw-Hill  Companies)  and  deal  tracker  Mergerstat. 
There  was  plenty  to  dig  into.  The  M&A  bonanza  during  those 
six  years  shattered  record  after  record.  It  was  five  times 
greater  than  any  previous  m&a  boom  in  U.S.  economic  his- 
tory: In  the  three  busiest  years,  1998  to  2000,  deals  totaled 
nearly  $4  trillion — more  than  in  the 
preceding  30  years  combined.  And, 
of  course,  it  included  the  biggest- 
ever  merger:  America  Online  Inc.'s 
$166  billion,  all-stock  bid  for  Time 
Warner  Inc.  in  January,  2000. 

Why  were  shareholders  left  with 
such  a  hangover  after  the  binge? 
Primarily  because  the  bidders  paid 
too  much.  They  were  afflicted  by 
what  economists  call  the  "winners' 
curse":  So  eager  were  they  to  snare 
a  deal  that  the  premium  they  paid 
gobbled  up  the  merger's  whole  po- 


tential  economic  gain  from  the  get-go.  Meanwhile,  sellei 
laughed  all  the  way  to  the  bank:  They  were  suddenly  offere 
36%  more  than  their  shares  were  worth  a  week  earlier. 

Managers  sometimes  bought  a  pig  in  a  poke — not  full 
understanding  what  they  were  getting.  Often,  they  env 
sioned  grand  synergies  that  proved  illusory  or  unworkabl 
They  underestimated  the  costs  and  logistical  nightmares  » 
consolidating  the  operations  of  companies  with  very  differei 
cultures.  They  overestimated  cost  savings  and  failed  to  kee 
key  employees  aboard,  sales  forces  selling,  and  customei 
happy.  "Some  companies  fail  to  recognize  that  integratin 
acquisitions  well  is  both  an  art  and  a  science,"  says  Jac 
Levy,  co-chairman  of  M&A  at  Goldman,  Sachs  &  Co. 

While  many  managers  are  inept  at  picking  winning  deal 
investors  aren't.  They  have  an  uncanny  knack  of  assessin 
quickly  and  accurately  what  impact  a  merger  will  have  on 
company's  future  cash  flows  and,  thus,  the  value  of  its  stocl 
That's  why  we  used  the  stock  market  returns  of  buye* 
one  year  after  their  bids  to  measure  whether  a  merger  wg 

$1  BILLION  CE0S    disagre| 

ACQUISITION         with  assessment 
OF  CORPORATE     of  their  perform 

*Xci!rrirc«'AS  ance  ^  investor, 
but  the  marke 
remains  the  most  reliable  measure 
And  while  a  year  may  seem  cruel! 
brief  for  judging  a  merger,  researc 
by  Sirower,  author  of  The  Synerg 
Trap,  and  Stephen  F.  O'Byrm 
president  of  Shareholder  Value  A< 
visors  Inc.,  has  shown  that  the  wa  . 
prices  move  shortly  after  an  acqu 


BIG    WINNERS 


The  mergers  that  produced  outstanding  returns  for  buyers  a  year  later  were  mostly  in  well-established 


ndustries 

RETURNS*" 


BUYER 

INDUSTRY 

SELLER 

DATE 

VALUE* 

(MILLIONS) 

PREMIUM** 

SELLER 
INITIAL 

BUYER 
INITIAL 

BUYER 
1  YEAR 

BUHRMANN 

COMMERCIAL  SVCS. 

CORPORATE  EXPRESS 

7/99 

1,017 

23.7% 

14 

26 

129% 

METROMEDIA  FIBER  NTWK. 

TELECOM  SVCS. 

AB0VENET  COMM. 

6/99 

1,553 

94.9 

31 

-12 

114 

SHIRE  PHARM. 

PHARMACEUTICALS 

ROBERTS  PHARM. 

7/99 

992 

28.9 

24 

0 

109 

WESTWOOD  ONE 

MEDIA 

METRO  NETWORKS 

6/99 

878 

0.0 

-6 

9 

93 

DEVON  ENERGY 

OIL  &  GAS 

PENNZENERGY 

5/99 

676 

5.9 

15 

6 

68 

ANADARKO  PETROLEUM 

OIL  &  GAS 

UNION  PACIFIC  RESOURCES 

4/00 

5,440 

44.4 

22 

1 

59 

M&T  BANK 

BANKS 

KEYSTONE  FINANCIAL 

5/00 

1,028 

41.6 

29 

-4 

54 

JAMES  RIVER 

PAPER  &  FOREST  PRODS. 

FORT  HOWARD 

5/97 

3,163 

28.0 

22 

7 

46 

SUIZA  FOODS 

FOOD  PRODUCTS 

DEAN  FOODS 

4/01 

1,462 

26.4 

19 

3 

45 

NORTHROP  GRUMMAN 

AEROSPACE  &  DEFENSE 

LITTON  INDUSTRIES 

12/00 

3,641 

32.2 

28 

-3 

44 

STAR  BANC  (1) 

BANKS 

FIRSTAR 

7/98 

7,046 

44.1 

32 

-2 

44 

N.Y.  COMMUNITY  BANCORP 

BANKS 

RICHMOND  COUNTY  FINL. 

3/01 

779 

7.2 

11 

7 

43 

KING  PHARM. 

PHARMACEUTICALS 

JONES  PHARMA 

7/00 

3,348 

15.2 

-11 

-13 

42 

FLEXTRONICS  INTL. 

ELECTRONIC  EQUIPMENT 

Dll  GROUP 

11/99 

2.405 

30.3 

30 

9 

42 

PRAXAIR 

CHEMICALS 

CBI  INDUSTRIES 

10/95 

1,440 

49.2 

55 

12 

40 

'Value  of  offer  when  announced 

"Difference  between  the  offer  price  and  the  seller's  market  price  one  week  before  the  announcement 

***Percentage-point  difference  between  company  returns  and  indexes  of  S&P  500  peers  from  one  week  before  announcement  to  one  week  (initial)  and  one  year  after 

Current  name:  (1)  U.S.  Bancorp 

Data:  Standard  &  Poor's.  Mergerstat,  Boston  Consulting  Group.  Thomson  Financial 
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5%  of  the  cases  -  showed  the  WORST  results 


ition  is  announced  is  a  very  good  predictor  of  the  buyer's  op- 
rating  performance  over  the  next  five  years.  "Knowledgeable 
hvestors  can  understand  the  economics  of  a  deal  in  a  minute," 
ays  Sirower. 

To  ensure  that  they  were  significant  economically  to  the 
ompany,  we  focused  on  deals  worth  at  least  $500  million, 
liminating  any  in  which  the  buyer  offered  less  than  15%  of 
ps  market  capitalization.  The  average  buyer  in  our  sample 
laid  an  amount  equal  to  47%  of  its  own  market  value.  We 
veeded  out  deals  that  were  followed  within  a  year  by  another 
ignificant  acquisition  by  the  same  buyer.  That's  because  it's 
early  impossible  to  figure  out  the  impact  from  one  deal  if  an- 
ther follows  soon  after.  Besides,  we  suspected  some  compa- 
res were  more  interested  in  playing  accounting  games  with 
erial  acquisitions  than  in  making  deals  likely  to  add  real  val- 
e  to  their  businesses  (page  68). 

The  main  conclusions  of  our  study: 
i  Fully  61%  of  buyers  destroyed  their  own  shareholders' 
health.  A  year  after  their  deals,  the  losers'  average  return 
/as  25  percentage  points  below 
heir  industry  peers'.  The  gains  of 
le  winning  minority  couldn't  make 
p  for  the  buyers'  losses:  The  av- 
rage  return  for  all  buyers  was 
.3%  below  their  peers  and  9.2% 
elow  the  s&P  500. 
|  The  buyers  lost  largely  because 
jiey  paid  too  much,  transferring 
health  to  the  sellers'  shareholders, 
'rom  the  week  before  the  deals  to 
ie  week  after,  sellers  collected  a 
efty  19.3%  extra  return  on  their 
;ock  market  value  vs.  their  peers. 


■  Bad  deals  don't  get  better  on  the  whole  if  you  wait  longer 
to  assess  them.  Among  a  150-strong  group  of  losing  buyers 
whose  purchases  were  not  overshadowed  by  another  deal 
in  the  second  year,  about  four-fifths  still  showed  negative 
returns  after  24  months.  About  two-thirds  of  those  showed  no 
improvement  at  all. 

■  Companies  that  paid  for  their  acquisitions  solely  with 
stock — 65%  of  the  cases — showed  the  worst  results.  After  a 
year,  they  lagged  behind  their  peers  by  8%.  By  contrast, 
those  paying  entirely  cash  gained  0.3%. 

■  Investors'  initial  reactions  were  good  predictors  of  subse- 
quent price  action.  Of  the  bidders'  stocks  that  traded  down 
relative  to  their  peers  in  the  first  week  after  their  deals,  66% 
were  still  laggards  a  year  later,  by  an  average  of  25%.  The 
stocks  that  were  up  initially  went  on  to  score  even  bigger, 
turning  a  smallish  5.6%  gain  into  a  31%  leap  a  year  later. 

The  worst  deal  of  the  lot  by  our  reckoning  was  an  Internet 
play.  On  Feb.  14,  2000,  WebMD  Corp.,  then  known  as 
Healtheon/WebMD,  announced  a  bid  to  buy  Medical  Manager 

Corp.  and  a  sub- 
sidiary,   Careln- 
site  Inc.,  for  $3.2 
billion   in   stock. 
It  was  a  verita- 
ble St.  Valentine's 
Day  Massacre.  Forged  at  the  peak 
of  the  Internet  stock  bubble,  it 
burned  shareholders  of  both  seller 
and    buyer.    The    48%    premium 
quickly  evaporated.  And,  a  year  on, 
the  company  limped  152%  behind 
its  health-care  peers  as  doctors  and 
insurers  balked  at  using  WebMD's 


WEBMD'S 

MERGER  WITH 

MEDICAL 

MANAGER 

BURNED 

INVESTORS 


BIG    LOSERS 


Disappointing  mergers  were  done  in  a  variety  of  industries,  throughout  the  bull  market 


RETURNS* 


BUYER 

INDUSTRY 

SELLER 

DATE 

VALUE* 

(MILLIONS) 

PREMIUM** 

SELLER 
INITIAL 

BUYER 
INITIAL 

BUYER 
1  YEAR 

HEALTHEON/WEBMD  (1) 

HEALTH  CARE 

MEDICAL  MANAGER 

2/00 

$3,208 

48.0% 

48% 

16% 

-152% 

RATIONAL  SOFTWARE 

SOFTWARE 

PURE  ATRIA 

4/97 

851 

23.3 

-59 

-36 

-114 

HARMONIC 

C0MM.  EQUIPMENT 

C-CUBE  MICROSYSTEMS 

10/99 

1,690 

0.0 

-9 

-40 

-99 

COMPUTER  SCIENCES 

SOFTWARE 

CONTINUUM 

4/96 

1,440 

35.7 

26 

-5 

-85 

MINDSPRING  ENTERPRISES 

INTERNET  SOFTWARE 

EARTHLINK  NETWORK 

9/99 

1,705 

28.5 

-15 

-16 

-84 

EGL 

AIR  FREIGHT 

CIRCLE  INTL. 

7/00 

543 

42.2 

13 

-24 

-71 

STARWOOD  LODGING 

HOTELS,  RESTAURANTS 

IH  CORP. 

10/97 

9,564 

98.3 

9 

7 

-65 

ADVANCED  MICRO  DEVICES 

SEMICONDUCTOR  EQUIP. 

NEXGEN 

10/95 

860 

4.9 

-12 

-16 

-63 

PEREGRINE  SYSTEMS 

SOFTWARE 

REMEDY 

6/01 

1,087 

94.8 

71 

-12 

-63 

PROFFITT'S  (2) 

RETAIL 

SAKS  HOLDINGS 

7/98 

2,135 

25.6 

-3 

-23 

-63 

KANA  COMMUNICATIONS 

INTERNET  SOFTWARE 

SILKNET  SOFTWARE 

2/00 

3,527 

45.6 

31 

-1 

-62 

PLACER  DOME 

METALS  &  MINING 

GETCHELL  GOLD 

12/98 

1,067 

139.2 

80 

-16 

-62 

CONSECO 

INSURANCE 

GREENTREE  FINL 

4/98 

7,092 

85.9 

35 

-15 

-55 

IILLARD'S 

RETAIL 

MERCANTILE  STORES 

5/98 

2,940 

11.9 

3 

4 

-55 

JFFICE  DEPOT 

SPECIALTY  RETAIL 

VIKING  OFFICE  PRODS. 

5/98 

2,930 

42.4 

15 

-15 

-55 

Value  of  offer  when  announced 
•Difference  between  the  offer  price  and 
"Percentage-point  difference  between 
lurrent  name:  (1)  WebMD  (2)  Saks 


the  seller's  market  price  one  week  before  the  announcement 

company  returns  and  indexes  of  S&P  500  peers  from  one  week  before  announcement  to  one  week  (initial)  and  one  year  after 

Data:  Standard  &  Poor's,  Mergerstat,  Boston  Consulting  Group,  Thomson  Financial 
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WHY  MERGERS 
GO  WRONG 

Companies  sabotage 
their  deals  by 
making  the  same 
basic  mistakes  again 
and  again: 


►  Overpay  by 
offering  a  sizable 
premium,  which 
hands  the  bulk  of 
future  economic 
gains  from  the  merg- 
er to  shareholders  in 
the  target  company 


►  Overestimate 
likely  cost  savings 
and  synergies, 
setting  themselves 
up  for  poor  perform- 
ance and  sharehold- 
er disappointments 
in  the  future 


►  Dither  over 
integrating 
operations  after  the 
merger,  frustrating 
customers  and 
employees  and 
delaying  capturing 
potential  benefits 


►  Obsess  about 
cost-cutting,  damag- 
ing the  business  by 
giving  short  shrift  to 
maintaining  rev- 
enues and  keeping 
top  salespeople 

Data:  BusinessWeek 
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services.  Roger  C.  Holstein,  a  member  of  WebMD's  office  of 
the  president,  says:  "We  were  a  health-care  company  with  an 
Internet  valuation.  It  makes  for  a  difficult  comparison." 

By  contrast,  the  no-nonsense  purchase  of  office-supply 
company  Corporate  Express  Inc.  by  Amsterdam-based 

business-supply  giant 
Buhrmann  turned  out 
to  be  a  big  winner. 
Everything  about  the 
deal  was  right.  The  Dutch  company's  $1  billion  bid  was  in 
cash,  a  sure  sign  of  management's  confidence  in  the  acquisi- 
tion. It  paid  a  below-average  premium  of  24%  for  a  company 
whose  stock  had  been  falling.  And  since  Buhrmann  already 
owned  a  major  U.  S.  business  in  the  field,  BT  Office  Products 
International,  the  deal  was  a  great 
consolidation  play.  The  market  liked 
the  deal  from  the  start,  with 
Buhrmann's  stock  rising  20%.  A 
year  later  it  was  up  110%,  while 
rivals'  stocks  fell  19%. 

Despite  their  patchy  record,  CEOs 
are  still  compulsive  dealmakers.  In- 
deed, after  a  brief  lull,  their  ap- 
petites will  likely  quicken  when 
they  see  prices  of  other  companies 
falling  faster  than  their  own.  This 
year,  about  5,400  deals  worth  $346 
billion  were  announced  through 


Sept.  30,  according  to  Mergerstat.  Even  though  that's  way 
hind  1999's  record  $1.4  trillion,  it  could  match  the  1996  sco 
of  $470  billion. 

Still,  individual  investors  can  draw  some  useful  pointei 
from  our  study.  Their  best  strategy  is  usually  to  sell  as  so 
as  they  see  a  pair  of  CEOs  approaching  a  podium.  If  they' 
lucky  enough  to  own  stock  in  the  target  company,  they're 
ly  to  get  the  lion's  share  of  the  gains — within  the  first  we 
The  buyer's  shareholders  do  best  three  times  out  of  five 
selling.  But  if  their  stock  rises  in  the  first  week,  they  mig 
do  better  by  holding  on. 

Our  results  come  at  a  time  when  the  public  is  demandi 
that  corporate  directors  do  a  better  job  overseeing  top  m; 
agement.  They  show  that  there  has  been  no  improvement 

ceos'  dealmaki 
LEVIN-  TRAD-         skills  since  19' 
ING  INFLATED        when    Busine&\ 
STOCK  FOR  Week's  major  s 

VALUABLE  vey  0f  mergers 

MEDIA  ASSETS       J    ^/^ 

found  that  half  were  failures.  Sin 
then,  an  army  of  consultants  ai 
bankers  has  tried  to  help  ceos  ii 
prove  their  success  rate.  B 
they've  failed. 

That's  alarming,  because  t 
price  of  failure  is  rising  sharp 
Until  this  year,  companies  cou 


BIG    DEALS 


Megamergers  have  done  little  for  buyers'  share  prices.  A  year  later,  many  lagged  their  peers  or  just  kept  pace 

RETURNS*** 


BUYER 

INDUSTRY 

TARGET 

DATE 

VALUE* 

(BILLIONS) 

PREMIUM** 

SELLER 
INITIAL 

BUYER 
INITIAL 

BUYER 
1  YEAR 

AMERICA  ONLINE 

INTERNET  SOFTWARE 

TIME  WARNER 

1/00 

$165.9 

55.8% 

11% 

1% 

17% 

PFIZER 

PHARMACEUTICALS 

WARNER-LAMBERT 

11/99 

93.9 

29.7 

20 

-12 

1 

EXXON 

OIL  &  GAS 

MOBIL 

12/98 

77.2 

34.7 

18 

1 

-5 

TRAVELERS  GROUP  (1) 

INSURANCE 

CITICORP 

4/98 

70.0 

10.4 

8 

6 

2 

SBC  COMMUNICATIONS 

TELECOM  SVCS. 

AMERITECH 

5/98 

61.4 

23.1 

3 

-8 

-19 

NATIONSBANK  (2) 

BANKS 

BANKAMERICA 

4/98 

59.3 

48.4 

2 

4 

4 

AT&T 

TELECOM  SVCS. 

MEDIA0NE  GROUP 

4/99 

55.8 

24.3 

18 

-6 

^4 

BELL  ATLANTIC  (3) 

TELECOM  SVCS. 

GTE 

7/98 

52.8 

3.8 

-1 

5 

6 

VIACOM 

MEDIA 

CBS 

9/99 

40.4 

4.0 

5 

6 

32 

QWEST  COMMUNICATIONS 

TELECOM  SVCS. 

US  WEST 

6/99 

40.3 

27.5 

4 

-23 

21 

DAIMLER-BENZ 

AUTOMOBILES 

CHRYSLER 

5/98 

38.6 

54.3 

16 

-6 

-30 

JDS  UNIPHASE 

COMMUNICATIONS  EQUIP. 

SDL 

7/00 

38.1 

59.7 

24 

-19 

-14 

CHASE  MANHATTAN  (4) 

FINANCIAL 

J. P.  MORGAN 

9/00 

36.3 

28.9 

1 

-16 

-10 

CHEVRON 

OIL  &  GAS 

TEXACO 

10/00 

35.8 

24.8 

12 

-3 

10 

NORWEST  (5) 

BANKS 

WELLS  FARGO 

6/98 

33.9 

0.9 

-3 

-11 

10 

*Value  of  offer  when  announced  "Difference  between  the  offer  price  and  the  seller's  market  price  one  week  before  the  announcement  ***Percentage-point  difference  between  company  returns  and  in- 
dexes of  S&P  500  peers  from  one  week  before  announcement  to  one  week  (initial)  and  one  year  after    Current  name:  (1)  Citigroup  (2)  Bank  of  America  (3)  Verizon)  (4)  J.P.  Morgan  Chase  (5)  Wells  Fargo 

Data:  Standard  &  Poor's,  Mergerstat.  Boston  Consulting  Group,  Inc.  Thomson  Financial 
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1 0  Free  Trades 


Open  an  account  online  at 

tdwaterhouse.  com/promotion/ 

10freetrades.html  and  enter 

offer  code:  MCLBWT  to  get 

your  10  free  trades. 

CONTACT  US  AT: 

1.800.td  water  house 
tdwaterhouse.com 
Online  trades  as  low  as 


You  want  drama?  Watch  a  soap  opera. 
You  want  to  stay  in  control  of  your 
investments,  TD  Waterhouse.  Around 
here,  the  only  performance  you're 
going  to  see  comes  from  doing  your 
homework.  And  from  having 
confidence  in  your  own  decisions. 

So  if  you're  looking  for  a  place 
with  the  financial  tools  you  need  to 
get  serious  with  your  money, 
congratulations.  You're  here. 

And  once  you  open  an  investment 
account,  no  one's  going  to  pull  a 


disappearing  act  on  you.  Which  means 
you  can  get  answers  online,  by 
phone,  or  believe  it  or  not,  in  person, 
at  one  of  150  branch  locations  across 
the  country. 

The  investment  tools  and 
information  you  need  to  help  you  stay 
in  control  are  at  TD  Waterhouse.  And 
mat's  what  separates  the  dramatists 
from  the  realists. 

^]  Waterhouse 

You're  in  Control. 


ETD  WatertKwse  investor  Servtes,  he.  Martef  ffi?£/SIPC.  ta»ss  to  sef^^ 

3  more  Trades  c>ver2.50X)  shares  inair  a  1cerrtr»  share  charo^  fa 

<tal  partnership  and  corporate  accounts  are  not  efcjHe.  Funds  transfer  fnwenstingTDWtettwuse  accounts  are  rtte 

and  conditions  apply;  offer  subject  to  change  at  any  time  without  rota /Source:  SrartMoneyMapaare.A^^ 

MCLBWT  TDW3002 


NEW  accounting  rules  will  REQUIRE  companies  to  explain 
in  more  detail  WHY  they  are  making  an  acquisition 
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bury  their  bad  deals  on  their  balance  sheets  as  goodwill — ba- 
sically the  difference  between  what  they  paid  and  the  value  of 
the  assets  that  they  acquired.  Goodwill  was  quietly  expensed 
over  a  period  as  long  as  40  years.  No  longer.  As  AOL  Time 
Warner  Inc.  shareholders  are  painfully  aware,  companies 

now  have  to  take 
a  write-off  straight 
away  if  the  assets  de- 
teriorate in  value.  In 
April,  AOL  took  a  $54  billion  charge,  a  record.  Other  painful 
big-ticket  reminders  of  bad  deals  have  followed. 

Scrutiny  of  mergers  is  only  going  to  become  more  intense. 
Under  rules  adopted  by  the  Financial  Accounting  Standards 
Board  last  year,  companies  have  to  explain  in  more  detail  why 
they  are  making  an  acquisition.  They  have  to  tell  what  assets, 
including  intangible  ones,  such  as  goodwill  and  patent  rights, 
they  are  getting  for  their  money. 

Why  did  CEOs  do  so  many  deals  in 
the  six  years  we  studied?  The  bull 
market  was  a  big  reason,  of  course. 
Executives  were  brimming  with  confi- 
dence and  rich  stocks.  "Mergers  are  a 
valuation-driven  phenomenon,"  says 
Robert  W  Vishny,  a  professor  at  the 
University  of  Chicago  Graduate  School 
of  Business  who  specializes  in  corpo- 
rate financial  behavior.  Only  the  high 
and  disparate  stock  valuations  across 
companies  in  the  market  could  fuel  so 
many  deals  in  so  many  industries  at 
premium  prices  at  the  same  time,  he 
says.  Of  course,  executives  had  to  of- 
fer plausible  strategic  reasons  to  their 
shareholders  for  putting  their  compa- 
nies through  the  wringer  of  a  merger. 
The  most  common  rationales  for 
change  were  industry  deregulation 
(such  as  in  telecom  and  energy),  the 
need  for  consolidation  and  productivi- 
ty gains,  and  opportunities  to  expand 
into  global  markets.  "The  market  does- 
n't always  believe  it,  but  you  do  your 
best  to  make  a  good  synergy  story,"  says  Vishny. 

In  the  late  1990s,  growth  stocks  dominated  the  market  and 
investors  clamored  for  companies  with  rising  earnings  per 
share.  One  easy  way  to  juice  earnings  was  to  buy  other 
companies.  A  company  with  a  high  price-earnings  ratio  could 
easily  juice  its  own  short-run  earnings  by  buying  one  with  a 
low  p-e — even  if  the  purchase  delivered  poor  returns  in  the 
long  run.  At  the  same  time,  big  institutional  investors  favored 
companies  with  bigger  stock  market  valuations  so  they  could 
trade  in  and  out  in  a  hurry.  So  desperate  CEOs  began  paying 
high  premiums  to  snare  any  deal  that  would  push  up  their 
earnings  and  market  cap. 

Meantime,  the  bull  market  handed  ceos  a  potent  deal  cur- 
rency: highly  valued  stock.  It's  better  than  cash,  because 
ceos  can  print  stock  almost  at  will.  But  when  they  pay  with 
paper,  ceos  tend  to  get  into  riskier  deals.  Some  executives 
even  argued  that  high  stock  valuations  were  the  market's  way 
of  telling  them  to  buy.  "Companies  were  focused  on  the  sig- 
nals they  were  getting  from  the  market,  and  those  signals 
were  misleading,"  says  one  banker. 

Of  course,  stock  does  have  some  big  advantages.  Unlike 


AMD'S 

NEXGEN  DEAL 
HELPED 
SANDERS 
COMPETE 
AGAINST  INTEL 


cash  ^borrowed  to  make  an  acquisition,  it  doesn't  have  to 
repaid.  Besides,  it  reduces  debt-to-equity  ratios  and  c< 
serves  cash  reserves.  It  also  dilutes  shareholders'  interests 
a  real  cost,  but  one  that  is  often  ignored.  "Paying  with  st< 
is  a  strong  signal  that  not  only  do  you  think  your  shares  < 
overvalued  but  that  you  are  not  totally  confident  about  t 
success  of  the  deal,"  says  Sirower. 

Another  telltale  mark  of  fatal  chutzpah  was  the  premiu 
ceos  offered:  an  average  of  36%  above  the  seller's  marl 
price  one  week  before  the  deal.  With  high  premiums,  buy« 
are  destined  to  fail  unless  they  can  create  a  lot  more  vai 
from  the  takeover  than  the  stock  market  had  recognizt 
"On  a  $1  billion  deal  [with  a  30%  premium  and  fees  ] 
lawyers  and  bankers],  you're  taking  on  $300  million  of  inc 
mental  costs,"  says  Jack  Prouty,  principal  at  Step-Chan 
Management  LLC,  an  Annapolis  (Md.)  consulting  firm.  "Tr 

you're  going  to  ha 

some   critical  me 

bers   of  your   sa 

force  walking  out  t 

door  with  key  c\ 

tomers.  You're  goi 

to  get  a  dip  in  business  and  dig  yoi 

self  a  hole  of  another  $50  million 

$100  million." 

Of  course,  companies  blame  po 
merger  blues  on  anything  but  the  ft 
ings  of  their  own  managers.  Consid 
Office  Depot  Inc.'s  $2.9  billion  sto 
deal  for  Viking  Office  Products  Inc. 
May,  1998.  It  paid  a  42%  premium.  T 
market  hated  the  deal  and  knocked  ( 
fice  Depot  stock  down  12%  on  t 
news.  Over  the  next  year,  Office  Dep 
underperformed  other  specialty  reta 
ing  stocks  by  55  percentage  points.  I 
vestor  relations  chief  Eileen  Dunn  sa 
Office  Depot  had  to  pay  up  to  get  fa.' 
growing  Viking  with  its  internatior 
and  mail-order  businesses,  perfe 
launch  pads  for  e-commerce,  which  t 
company  wanted  to  enter.  The  pro 
lem,  she  adds,  is  that  the  regulators  had  months  earli 
scotched  Office  Depot's  planned  merger  with  Staples  Inc.:  1 
real  estate  acquisition  team,  key  to  meeting  its  growth  tt 
gets,  had  bolted  in  anticipation  of  the  consolidation. 

In  a  roaring  bull  market,  paying  the  going  rate  leaves 
margin  for  error.  Clear  Channel  Communications  Inc.  g 
into  a  fix  by  pursuing  the  then-hot  properties  of  rival  rac 
station  operator  AMFM  Inc.  in  October,  1999.  The  $17.3  billi 
price  tag  was  a  41%  premium.  Over  the  following  year,  Cle 
Channel  shares  lost  31%,  as  advertising  slowed,  cultur 
clashed,  and  the  amfm  stations  needed  more  investment  th 
planned.  Meanwhile,  media  stocks  in  the  s&P  500  rose  19' 
Clear  Channel  spokeswoman  Diane  Warren  says  the  price  w 
fair.  "The  merger  has  been  an  outstanding  acquisition,"  s' 
says,  and  still  holds  "enormous  upside  potential."  It  ma> 
Clear  Channel  the  largest  radio  operator  in  the  nation 
sheer  size  that  has  spawned  lawsuits  alleging  anticompetiti 
behavior.  The  company  calls  the  allegations  "absurd." 

Some  deals  just  seem  poorly  thought  out  to  begin  with.  E 
partment  store  chain  DQlard's  Inc.'s  May,  1998,  acquisition 
Mercantile  Stores  Co.  for  $2.9  billion  in  cash  seemed  a  logic 


POWER  PORTFOLIO 


[ANOTHER   REASON   PSEG   HAS    WALL    STREET'S   ATTENTION 


In  today's  economy,  the  savvy  investor  knows  a  well-designed  portfolio 


can  help  mitigate  downdrafts  in  the  market.  PSEG's  philosophy  is  no 


different.  By  continuously  expanding  our  foundation  of  strategically 


related  businesses,  including  both  domestic  and  international  power 


generation  and  delivery,  PSEG  can  not  only  weather  marketplace  storms, 


but  thrive.  It's  exactly  this  diversity  that  can  provide  solid  long-term 


profitability  through  turbulent  economic  times.  Now  that's  the  kind  of 


power  that  energizes  any  investor. 


PSEG 

We  make  things  work  for  you. 


www.pseg.com 


expansion  from  the  South  into  Ohio  and  the  Midwest.  But  the 
two  retailers  had  dramatically  different  marketing  strategies. 
Mercantile  was  well-known  to  its  customers  for  its  "Midnight 
Madness"  sales;  Dillard's  was  far  more  conservative  and  avoid- 
ed promotions  in  favor 
of  an  everyday-low- 
pricing  strategy.  Dil- 
lard's overstocked  the 
Mercantile  stores  as  it  switched  strategies.  Customers  balked, 
forcing  Dillard's  to  deeply  discount  the  goods.  Its  shares  lagged 
peers  by  55  percentage  points  a  year  after  the  deal.  "The  ac- 
quisition set  Dillard's  back  a  couple  of  years,"  says  analyst 
Robert  F.  Buchanan  of  A.  G.  Edwards  Inc.  "It  gave  them  a  pro- 
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longed  case  of  indigestion."  Dillard's  did  not  return  calls  asl| 
for  comment. 

Indigestion  is  a  common  post-merger  malady.  It  affli<j 
Harmonic  Inc.  after  it  bought  the  core  of  the  former  C- 
Microsystems  Inc.  for  $1.7  billion  in  October,  1999.  Harmc 
whose  stock  had  risen  elevenfold  within  a  year,  wantec 
Cube's  equipment  to  carry  broadband  delivery  of  the  Inte^ 
by  satellite.  But  several  key  execs  left,  sales  growth 
lapsed,  and  so  did  Harmonic's  stock,  down  86%  a  year  h 
99  percentage  points  below  communications  equipment  stol 
ceo  Anthony  J.  Ley  says  the  stock  fall  reflects  weaker  f 
mand  from  his  customers,  and  that  the  merger  was  a 
cessful  and  neeessary  step  to  diversify  his  products:  "Wl 


ADDICTED  TO  ACQUISITIONS 


In  the  bad  old  days  in  New  York's 
Times  Square,  con  men  used  to 
fleece  tourists  at  three-card  monte. 
The  cops  cleaned  that  up  in  the 
1990s.  But  other,  quite  legal,  fast- 
shuffle  games  thrived  nearby  on  Wall 
Street  during  the  merger  boom. 

The  blur  of  deals  can  hide  a  multi- 
tude of  sins.  Constant  changes  make 
it  hard  for  outsiders  to  follow  what's 
going  on  in  a  company.  Worse  yet, 
there's  a  veritable  cookbook  of  legal 


each  bought  more  than  100  companies 
between  June,  1995,  and  August, 
2001.  All  have  badly  lagged  their 
peers'  returns. 

Tyco  International  Ltd.,  under  dis- 
graced ex-CEO  L.  Dennis  Kozlowski, 
was  a  big  user  of  one  the  simplest 
recipes  for  obfuscating  what  the  likely 
effect  of  a  merger  would  be  on  a  com- 
pany's business:  selective  disclosure. 
Companies  have  only  to  report  deals 
they  judge  to  have  a  material  impact 


A  SAMPLER 
OF  SERIAL 
AQUIRERS 

These  CEOs 
built  up  their 
companies  with 
a  blitz  of  deals. 
The  finances  were 
often  opaque.  But 
GE's  Jack  Welch 
paid  in  cash, 
making  his  results 
more  credible  to 
investors 


ways  to  play  with  the  timing  and  ac- 
counting of  a  merger.  Companies  can 
slow  the  target's  sales  and  not  collect 
bills  till  the  deal  closes  so  they  can 
mine  a  bonanza  afterward.  They  can 
get  an  appraiser  to  undervalue  in- 
ventory so  that  sales  margins  look 
healthier.  They  can  restructure  the 
target  and  treat  the  costs  as  a  liabili- 
ty— not  an  expense  that  must  be  de- 
ducted immediately  from  earnings. 
Understanding  merger  cuisine  is 
important  as  investors  reevaluate 
companies  that  became  addicted  to 
acquisition  in  the  '90s.  Tyco,  AutoNa- 
tion, U.  S.  Office  Products,  and  AT&T 


^ 
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KOZLOWSKI 

TYCO               169 

HUIZENGA 

AUTONATION     114 

on  them.  Each  undisclosed  addition 
boosts  sales,  but  the  growth  seems  to 
come  from  the  business.  Kozlowski 
made  great  use  of  this  loophole. 
Thomson  Financial  counts  169  deals 
over  the  six-year  period,  but  Tyco  has 
admitted  it  did  700  between  1999  and 
2001  that  it  never  named.  It  recorded 
the  costs,  however. 

The  bull  market  made  small  acqui- 
sitions very  appealing  for  companies 
with  high  price-earnings  ratios.  Merg- 
ing with  a  company  with  a  low  p-e 
mathematically  boosts  per-share  earn- 
ings, making  the  acquirer's  stock  look 
like  a  better  buy.  Trouble  is,  the  next 


fiscal  year  they  have  to  do  another 
deal  to  keep  that  up.  Using  his  high- 
priced  stock,  H.  Wayne  Huizenga, 
chairman  of  AutoNation,  went  on  a 
shopping  spree  in  the  mid-'90s.  He 
bought  114  companies  worth  more 
than  $7  billion:  car-rental  agencies, 
dealerships,  scrapyards.  EPS  soared, 
then  plunged.  As  Wall  Street  became 
wary,  the  stock  fell  more  than  70%. 
The  company  says  that  it  now  does 
far  fewer  deals  and  pays  cash. 
^^^^^         Questions  even  arose 

briefly  about  General  ElecJ 
trie  Co.  Under  now-retired 
ceo  Jack  Welch,  it  had 
bought  534  companies  in 
six  years,  according  to 
Thomson,  more  than  sever| 
a  month.  In  a  Mar.  20  in- 
vestor newsletter,  William  I 
H.  Gross,  managing  direc-  ] 
tor  of  Pacific  Investment 
Management  Co.,  said  GE 
bought  scads  of  tiny  com- 
panies with  its  pricey  stoc| 
to  boost  its  per-share  ea 
ings.  GE  shot  back  to  say  i| 
usually  pays  in  cash,  not 
stock.  (Thus  financial  alchel 
my  played  no  role).  That— | 
and  the  fact  that  ge's  re- 
turn on  capital  rose  as  it 
bought,  meaning  the  deals  added 
shareholder  value — restored  some 
trust.  But  GE  has  lost  the  premium  it 
had  before  the  Enron  scandal  made 
investors  leery  of  fancy  accounting. 

Serial  acquirers'  antics  are  a  recur 
ring  problem  of  bull  markets.  When 
companies  can't  grow  fast  enough  for 
investors,  they  often  do  deals.  And 
some  pull  tricks.  The  good  news  is 
many  companies  can't  play  the  deal 
game  now,  in  part  because  their  stoc 
is  too  cheap.  Companies  have  to  mak 
money  the  real  way.  See?  There  are 
good  things  about  bear  markets. 

By  David  Henry  in  New  Y&i 
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"Companies  should  ONLY  make  acquisitions  they  need  fo| 
a  SPECIFIC  PURPOSE,"  says  Boston  Consulting's  Sirower 


Cover  Story 


much  more  likely  to  be  around  for  the  long  haul,"  he  says. 
But  Ley  also  says  he's  wan-  of  M&A;  "It's  fraught  with  danger. 
It  requires  very  little  to  screw  up  completely." 

Acquisitions  also  go  bad  when  buyers  don't  know  exactly 
what  they're  getting.  That  happened  even  to  savvy  investor 

Warren  E.  Buffett.  He 
announced  his  $21.7  bil- 
lion deal  to  buy  Gener- 
al Reinsurance  Corp. 
for  stock  the  afternoon  of  Jun.  19,  1998,  right  after  Berkshire 
Hathaway  Inc.  shares  closed  at  their  all-time  high.  That  gave 
him  some  margin  for  error,  but  not  enough.  He  discovered  ul- 
timately that  General  Re  had  taken  risks  it  couldn't  evaluate  and 
had  underpriced  much  of  its  busi- 
ness. The  market  caught  on  early: 
By  the  time  the  deal  closed  six 
months  later,  Berkshire  shares  were 
down  259c.  A  year  after  the  initial 
announcement,  they  were  lagging  in- 
surance stocks  in  the  s&P  500  by  19 
percentage  points.  Later,  Buffett 
apologized  to  his  shareholders. 

Of  course,  some  deals  that  ap- 
pear to  be  flops  still  leave  share- 
holders better  off  than  they  would 
have  been  otherwise.  Indeed,  for  a 
CEO  whose  business  faces  a  disas- 
trous decline,  a  deal  may  be  a  vic- 
tory if  it  manages  just  to  keep  his 
company  alive.  "Because  the  mar- 
ket reacts  to  an  acquisition  nega- 
tively doesn't  always  mean  it  was  a  bad  idea,"  says  Chicago's 
Vishny.  "The  stock  may  have  gone  down  worse  if  it  hadn't 
been  used  to  buy  real  assets."  Consider  chipmaker  Advanced 
Micro  Devices  Inc.'s  October,  1995,  deal  to  buy  competitor 
NexGen  Inc.  for  $860  million.  a.md's  stock  lost  Sl^c  in  the  next 
year.  63  percentage  points  worse  than  peers.  But  had  AMD  not 
acquired  NexGen's  computer-processing  chip  technology,  it 
would  have  been  unable  to  compete  with  Intel  Corp.  and  go 
on  to  produce  its  successful  Athlon  rival  to  Intel's  Pentium 
chips.  "This  was  basically  a  Hail  Mary  play  to  stay  in  the 
game,"  says  founder  W.J.  Sanders  in,  who  made  the  deal. 
"Without  it,  we  were  out  of  the  processing  game  forever.  It 


BERKSHIRE'S 
BUFFETT 
APOLOGIZED 
FOR  THE 
GENERAL  RE 
ACQUISITION 


was  a  good  deal  then,  and  I  still  think  it  is  a  good  de 

The  ultimate  could-have-been-worse  case  is  AOL 
Warner.  Measured  as  a  media  deal  it  was  a  bust,  aol  shc| 
lost  37%  over  a  year  relative  to  other  media  companies, 
at  the  time,  aol  was  an  Internet  company.  So,  althoughl 
shares  plummeted  49%  in  the  year  after  the  announcemenj 
was  still  in  business  when  other  Net  stocks  crashed 
burned.  In  effect,  aol  boss  Stephen  M.  Case  persuaded 
Warner  CEO  Gerald  M.  Levin  to  trade  valuable  media  as.l 
for  bloated  aol  stock.  That  may  be  cold  comfort  to  aol  I 
vestors — and  infuriating  to  Time  Warner's,  who  could  hi 
sold  in  the  first  week  and  cashed  in  the  17%  premium  on  tj 
stock.  A  year  later,  Time  Warner  shares  were  9%  below  vi 

they  had  bee I 
week  before 
bid.     aol     T| 
Warner    decl 
to  comment. 
Our  findii 
point  to  the  need  for  ceos  and| 
rectors  considering  deals  to 
them  right — or  let  them  pass  wj 
out  a  second  thought.  "The  tl 
thing  companies  can  do  is  ml 
sure  m&a  is  a  tool  used  in  corpon 
strategy."  says  Sirower.  "Instj 
of  reacting  to   deals   that   cc| 
along,  companies  should  only 
acquisitions  they  need  for  a  spt 
ic  purpose." 

With  their  stocks  limping, 
market  tumbling,  and  the  economy  faltering,  buyers  are 
cocky  about  deals  already.  "Going  forward,  there  willl 
heightened  concern  over  what  companies  pay  and  whether  [ 
synergies  are  real,"    says  Goldman's  Levy.  "Everyone  is 
ing  to  be  more  cautious."  After  what  buyers  put  their  sh^ 
holders  through  in  the  1990s,  it's  about  time. 

With  Frederick  F.  Jespersen  in  New  il 
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For  the  performance  of  302  deals,  go  to  the 
Oct.  14  issue  online  at  www.businessweek.com. 


MEASURING  MERGERS 

HOW  WE  PICKED  THEM 

BusinessWeek,  in  a  study  designed 
with  Mark  L.  Sirower,  head  of  Boston 
Consulting  Group's  M&A  practice,  ex- 
amined 1,000  deals  worth  at  least 
$500  million  announced  between 
July  1,  1995,  and  Aug.  31,  2001 
and  involving  at  least  one  U.S.  com- 
pany. We  eliminated  those  with  pri- 
vate severs  or  where  the  buyer  paid 
less  than  15%  of  its  own  market  cap 
or  made  another  major  acquisition 
within  a  year,  leaving  302. 
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HOW  WE  SCORED  THEM 

We  determined  the  returns  to 
holders  of  both  acquiring  and 
companies  by  calculating  the 
centage  change  in  their 
share  prices — including 
dividends  and  special 
distributions — over  two 
periods:  from  one  week 
before  the  deal  an- 
nouncement (to  factor 
out  the  impact  of  rumors 
and  leaks)  to  one  week 
after,  and  from  one  week 
before  to  one  year  after. 
Then,  we  calculated  the 


share- 
target 
per- 


difference  in  percentage  points  be- 
tween the  companies'  returns  and 
those  of  their  peers  in  the  Standard 
&  Poor's  500-stock  index. 


DATA  SOURCES 

Mergerstat  reports  on 
U.  S.  mergers  and  acqui- 
sitions; S&P's  Compustal 
database  of  returns  on  ir 
dustry  indexes  and 
stocks;  S&P  and  Morgan 
Stanley's  Global  Industry 
Classification  Standard 
for  U.S.  and  foreign 
companies. 
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A  FOREIGN  POLICY 
HARMFUL  TO  BUSINES 

Unilateralism  imperils  global  economic  stability,  says  Yale's  Jeffrey  Garte 


Jeffrey  E.  Garten  is  dean  of  the  Yale  Scliool  of  Man- 
agement and  an  Economic  Viewpoint  columnist  for 
Business  Week.  He  served  on  the  staffs  of  Secretaries  of 
State  Henry  Kissinger  and  Cyrus  Vance  and  was  an 
officer  in  the  82nd  Airborne  Division  and  the  U.S. 
Special  Forces.  Garten  was  an  investment  banker  from 
1979  to  1992.  He  was  Undersecretary  of  Commerce  for  Inter- 
national Tirade  in 
the  first  Clinton 
Admin  istration. 

In  an  upcoming 
book,  he  analyzes 
the  economic  risk  of 
President  Bush's 
foreign  policy. 


Not    long    from 
now,      American 
forces  may  be  en- 
tering Baghdad.  We 
can  only  hope  that 
the     U.S.      and 
whichever  of  its  allies  join  it  are 
successful  in  toppling  Saddam 
Hussein  and  making  way  for  a 
less  malevolent  regime.  Count 
me  among  those  who  believe 
that  the  Iraqi  dictator  must 
be  forced  out  and  that  what- 
ever weapons  of  mass  de- 
struction he  possesses  must 
be     eliminated.     But     we 
should  not  lose  sight  of  the 
fact   that   whenever   the 
war  begins,  however  it  is 
conducted,  and  however 
it  ends,  the  underlying 
direction   of  American 
foreign  policy  has  veered 
sharply  from  its  course 
of  the  last  decade.  It  is  a 
dangerous  shift,  based  on 
a  mistaken  reading  of  the 
most    important    forces 
shaping  the  world  and  the 
way  to  exert  constructive 
influence  over  them. 

In  the  Bush  Administra- 
tion's disdain  for  the  hard 
work  of  cultivating  allies  until 
the  U.S.  is  pressed  to  the 
wall;  in  its  radically  new  doc- 
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TOO  QUIET 
CEOs  can  offer 
a  multinational 
alternative  to 
the  Bush  camp's 
policies 


trine  that  the  U.  S.  has  the  right  to  preemptively  attack  othe 
in  the  name  of  self-defense  when  it  alone  determines  there 
enough  of  a  threat;  in  the  way  it  has  given  short  shrift  to  i 
ternational  trade,  finance,  development,  environmental  po 
cies,  and  the  strengthening  of  international  institutions—, 
these  and  other  areas,  America  has  militarized  its  foreign  p 
icy  at  the  expense  of  a  large  number  of  other  goals.  As  a  rest 
it  has  widened  the  gap  between  America's  immedia 
security  goals  and  its  critical  longer-term  requit 
ments  for  international  cooperation.  No  o: 
should  argue  that  national  security  isn't  pai 
mount,  but  the  more  urgent  issue  is  he 
should  we  define  and  pursue  it  so  that 
broader  range  of  our  critical  interests  a 
advanced,  too. 

When  you  look  around  at  the  Americ 
political  landscape,  however,  who  is  it  that  c 
and  will  forcefully  raise  this  issue?  Certainly 
one  in  the  Bush  Cabinet  is  going  to  challen 
the  President,  Vice-President  Dick  Chent 
Secretary  of  Defense  Donald  H.  Run 
feld,  and  the  other  hard-line  n 
tionalists.  Don't  look  to  our  Cc 
gress,  rarely  known  for 
global  viewpoint,  let  alone  f 
taking  principled  stands  th 
could  cost  votes.  As  for  t. 
public,  there  won't  be  ai 
state  or  local  referendums 
the  upcoming  midterm  ele 
tions  offering  alternatives  f 
how  America  wields  its  enc 
mous  influence  abroad. 

Only  one  group  has  the  e 
perience,  the  knowledge,  tl 
perspective,  and  the  cle 
self-interest  to  provide  son 
countervailing  influence  to  t 
dangerous  ways  that  Was 
ington  is  throwing  aroui 
American  military  power 
and  that  is  the  nation's  t« 
business  leaders. 

They  are,  after  all,  the  m< 
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md  women  whose  operations  depend 
leavily  on  revenues  from  abroad.  Their 
•omplex  logistical  systems  and  research 
•apabilities  span  continents.  Their  busi- 
lesses  rely  on  financing  from  interna- 
ional  banks  and  local  stock  markets. 
Hieir  workforces  include  millions  of 
)verseas  employees.  Their  companies 
lave  planted  increasingly  deep  roots 
n  diverse  local  cultures.  The  best  of 
hem  are  pro-market  while  under- 
standing the  need  for  sound  regula- 

ion  within  and  among  nations.  They  are  the  only  obvious 
hampions  for  an  internationalist  approach  appropriate  to  an  era 
n  which  globalization  and  the  expansion  of  markets  are  the 
lefining  forces. 

The  problem  is  that  the  voices  of  America's  ceos  are 
lowhere  to  be  heard,  and  understandably  so.  Their  stature  and 
jredibility  have  been  seriously  tarnished  by  corporate  scandals, 
ind  they  have  little  standing  on  public  policy  these  days.  They 
lave  their  hands  full  in  regaining  public  trust  while  still  com- 
peting successfully  in  a  hypercompetitive  global  economy.  It  is 
jny  hope,  nevertheless,  that  they  can  dig  themselves  out  of 
heir  reputational  hole.  It  is  a  hope  based  on  my  sense  that  the 
heightened  vigilance  to  ceo  responsibility  and  corporate  gov- 
rnance,  forced  on  Corporate  America  by  public  outrage,  in- 
/estor  behavior,  congressional  legislation,  and  more  aggres- 
ive  regulators,  will  have  an  immediate  and  positive  impact  on 
business  conduct  and  public  perceptions  of  it.  If  there  is  a 
.urnaround,  I  would  like  our  top  business  leaders  to  have  a 
trong  voice  on  a  range  of  the  nation's  most  vital  policies,  in- 
luding  its  foreign  relations. 
After  all,  until  World  War  I,  U.  S.  diplomacy  was  based  pri- 
marily on  the  advice  of  President 
George  Washington  that  we  should 
have  commercial  relations  with  all 
countries  and  entangling  alliances 
with  none.  For  well  over  its  first 
century,  American  foreign  policy 
was  a  partnership  between  govern- 
ment and  business,  driven  by  ef- 
forts to  keep  markets  open  for  ex- 
ports and  investments. 

It  wasn't  until  after  World  War 
II,  when  the  U.  S.  undertook  respon- 
sibilities for  defending  the  free  world 
against  the  Soviet  Union,  that  eco- 
nomic and  commercial  considerations 
were  overshadowed  by  political  and 
military  goals.  But  even  then,  Washi- 
ngton's notion  of  containing  Moscow  and  its  strategy  for  win- 
ling  the  Cold  War  was  based  in  large  part  on  a  goal  of  ensur- 
ng  the  social  cohesion  and  economic  prosperity  of  the  West, 
freeing  up  trade  and  investment  flows  across  borders  was  a 
,najor  part  of  that  effort.  And  building  multilateral  institu- 
.  ions  as  a  foundation  for  the  global  economy  was  central.  From 
he  Marshall  Plan  to  the  creation  of  the  International  Monetary 
■^md  and  the  World  Bank  to  the  push  for  successive  rounds  of 
(  rade-liberalizing  talks,  business  leaders  worked  hand-in-glove 
vith  Washington. 

When  the  Berlin  Wall  was  torn  down  in  1989,  the  overlap  of 

America's  foreign  policy  and  its  global  economic  and  business  in- 

,  erests  was  even  clearer.  Indeed,  the  environment  seemed 

nore  like  the  pre- World  War  I  days  than  post- World  War  II. 

( ^s  Under  Secretary  of  Commerce  for  International  Trade  in 

;he  first  Clinton  Administration,  I  helped  shape  policy.  The 

,  nggest  issues  the  Administration  faced  were  not  military  in  na- 

ure  but  competition  with  Japan  and  Europe,  financial  crises  in 

^.atin  America  and  Asia,  negotiations  over  the  North  American 


BALANCING  ACT 

With  their  global  needs 
and  savvy,  corporations 
should  serve  as 
constructive  critics 


Free  Trade  Agreement,  and  the  estab- 
lishment of  the  World  Trade  Organiza- 
tion and  China's  entrance  into  it. 

In  Washington's  eyes,  the  policies  of 
the  IMF,  the  World  Bank,  and  the  WTO 
were  bigger  issues  than  the  future  of 
NATO.  The  opening  of  Japan's  markets 
was  more  critical  than  its  military  pos- 
ture in  Asia.  The  ratings  that  Standard 
&  Poor's  gave  to  Indonesia  was  of 
greater  significance  than  sending  our 
military  advisers  there.  We  pushed 
deregulation  and  privatization.  We  mounted  massive  trade 
missions  to  help  U.  S.  companies  win  big  contracts  in  emerging 
markets.  Strengthening  economic  globalization  became  the  or- 
ganizing principle  for  most  of  our  foreign  policy.  And  American 
corporations  were  de  facto  partners  all  along  the  way. 

I'll  admit  that  the  Clinton  Administration  probably  went 
too  far  in  conducting  a  foreign  policy  so  oriented  to  commercial 
and  economic  interests.  For  one  thing,  a  vast  global  terrorist  or- 
ganization, al  Qaeda,  emerged  under  our  noses.  Saddam  Hussein 
was  allowed  to  flaunt  the  U.  N.  directives  with  impunity.  Even 
when  it  came  to  issues  such  as  financial  deregulation,  it  is 
now  clear  that  we  pushed  for  too  much  change  in  too  short  a 
time  frame  and  that  many  countries  did  not  have  the  policy  un- 
derpinnings to  accommodate  turbulent  markets.  But  now  the 
pendulum  has  swung  too  far  in  the  other  direction.  It's  too 
much  force  of  arms,  too  little  focus  on  the  long-term  economic 
and  social  issues  that  are  also  a  part  of  national  security.  If  our 
foreign  policy  doesn't  swing  more  to  the  center,  disastrous 
consequences  could  follow. 

No  one  can  know  for  sure  how  globalization  will  play  out,  but 
there  are  two  equally  possible  scenarios.  The  first  is  a  rough  ex- 
trapolation of  what  has  already  taken  place:  a  steady  increase 
in  global  trade  and  investment  across  the  globe,  stimulated  by 
lower  trade  barriers  and  the  deregulation  of  industries  around 
the  globe.  In  this  scenario,  the  underlying  forces  of  global 
economic  integration  are  not  stopped. 


T! 


|  he  other  possibility  is  a  precipitous  slowdown  in  global- 
ization, with  nationalism  winning  the  day.  Trade  and  for- 
eign investment  do  not  stop,  but  the  intense  momentum  of 
the  last  20  years  dissipate.  There  is  a  tightening  of  borders  and 
new  regulations  on  money  flows,  immigration,  and  transporta- 
tion that  accompanies  the  global  war  on  terrorism.  These  act  as 
a  strong  drag  on  any  further  opening  of  the  world  economy.  A 
gradual  rise  in  protectionism  takes  place,  led  by  escalating 
tensions  between  the  U.  S.  and  Europe  over  export  subsidies, 
steel,  agriculture,  genetically  modified  food,  and  privacy  regu- 
lations. Whole  regions  of  the  world,  such  as  the  Islamic  coun- 
tries between  Morocco  and  Saudi  Arabia,  are  engulfed  in  po- 
litical turmoil.  An  increasing  number  of  governments,  beginning 
with  most  of  Latin  America,  reject  policy  prescriptions  de- 
signed in  Washington  and  on  Wall  Street.  Global  economic 
growth  enters  a  long  period  of  stagnation,  and  the  world  econ- 
omy increasingly  fragments. 

What  makes  the  present  moment  so  important  is  that  Amer- 
ican policies  may  well  be  the  decisive  factor  determining  which 
of  these  two  scenarios  describes  the  future.  The  global  econo- 
my is  already  quite  weak.  The  growth  of  trade  has  dropped  sig- 
nificantly, as  has  global  foreign  investment.  Massive  overcapacity 
in  industries — steel,  autos,  telecommunications,  air  transport — 
hangs  over  the  industrial  structure.  Stock  markets  everywhere 
are  heading  lower.  The  U.S.  economy  is  fragile,  and  Japan 
and  Germany  have  deeply  chronic  problems.  We  need  to  focus 
on  getting  the  global  economy  back  on  track,  but  we  aren't. 

For  the  U.  S.,  the  stakes  are  especially  high.  We  can  afford 
to  import  far  more  than  we  export  only  if  we  can  continue  to 
borrow  a  billion  dollars  a  day  from  foreign  sources.  Up  to  a 
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intel.com 


Will  Moore's  Law  stand 
forever? 

In  1965,  Intel's  Gordon  Moore 

created  a  "law"  that  became  shorthand 

for  the  rapid,  unprecedented 

growth  of  technology.  He  predicted 

that  the  number  of  transistors 

on  a  chip  would  grow  exponentially 

with  each  passing  year. 

At  the  time,  even  Gordon  never 

imagined  it  might  still  be  true  today. 

But  Intel  has  developed  new 

technologies  that  will  allow  us  to 

squeeze  one  billion  transistors  on  a 

chip  (a  far  cry  from  the  2,300 

on  our  first  processor). 


Gordon  Moore  sketched  out  the  amazing  pace  of  silicon  technology  development  in  1965.  His  "law"  remains  valid  today. 
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This  wafer  represents  Moore's  Law  at  work.  The  Inter  Itanium*  2  processors  here  hold  over  220  million  transistors  each. 

This  isn't  science  for  science's  sake. 

It's  science  for  your 
company's  sake.  Because  as  we  work 

to  fulfill  Moore's  Law,  year 

after  year,  companies  everywhere  can 

do  more  at  lower  cost. 

And  that's  not  just  a  good  law. 

It's  very  good  business. 
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Sophisticated  tools  perform 

tests  to  ensure  the 
highest -quality  processor. 


Processor  production,  constantly 

monitored  by  smart 

machines  and  smart  people. 


Book  Excerpt 


quarter  of  our  economic  growth 
depends  on  exports.  Our  low  inflation 
and  interest  rates  depend  on  low- 
price  imports.  Our  high  level  of 
productivity  reflects  sophisticated 
just-in-time  global  logistical  systems. 
Our  defense  capabilities  are  heavily 
tied  to  the  importation  of  electronic 
components  from  Asia.  Our  entrepre- 
neurial culture  is  fueled  by  large-scale 
immigration.  We  need  a  smoothly 
functioning,  open  world  economy  as 
never  before. 


EYES  ON  AMERICA 
U.S.  policies  may  deter- 


A  number  of  the  most  fundamental  tenets  of  the  Bush 
Administration's  foreign  policy  go  against  our  global 
economic  and  business  interests.  Take,  for  example,  its 
extreme  unilateralism.  Washington  may  well  gather  inter- 
national support  for  its  invasion  of  Iraq,  but  it  will  be  only  af- 
ter every  one  of  its  allies  except  Britain  has  strenuously  ob- 
jected to  the  U.  S.  going  it  alone.  It's  hard  to  recall  so  many 
nations  opposing  the  U.  S.  in  such  a  high- 
pitched  fashion. 

No  one  trying  to  defend  America's  na- 
tional interests  can  plausibly  argue  that 
we  shouldn't  pursue  our  interests  ag- 
gressively or  that  the  U.  S.  should  accept 
policies  just  to  appease  our  friends 
abroad.  But  we  have  an  Administration 
that  has  stridently  rejected  every  treaty 
that  has  come  along — those  designed  to 
protect  the  environment,  deal  with  nu- 
clear and  biological  weapons  proliferation, 
and  prosecute  international  criminals — 
without  signalling  that  it  is  willing  to 
make  modifications  or  to  offer  alterna- 
tives. It  is  the  kind  of  behavior  that  his- 
torically has  caused  nations  to  unite 
against  previous  superpowers,  from  the 
Roman  Empire  to  Britain. 

This  king-of-the-hill  approach  is  at  di- 
rect odds  with  achieving  what  America 
needs — more  cooperation  from  other  governments  on  a  huge 
range  of  global  issues.  Such  collaboration  includes  intelligence 
and  law  enforcement  to  pursue  terrorists,  but  goes  much  fur- 
ther. For  example,  America  needs  rules  for  international  trade 
to  give  the  U.  S.  access  to  markets  and  the  means  to  redress  in- 
fractions of  negotiated  rules.  The  same  goes  for  international  in- 
vestment. U.  S.  banks  would  be  helped  by  a  stronger  regime  for 
global  banking  regulation.  American  companies  could  benefit 
from  the  adoption  of  international  accounting  standards.  They 
would  be  helped  by  a  harmonization  of  antitrust  rules  in  place 
of  the  60  different  sets  now  in  force.  And  stronger  protection 
for  intellectual-property  rights  is  critical  to  high-tech  companies. 
How  could  we  possibly  believe  that  other  nations  will  cooper- 
ate with  us  on  these  issues  if  America  so  defiantly  depreciates 
agreed  rules,  treaties,  and  partnerships,  the  very  basis  of  glob- 
al prosperity  since  1945? 

A  second  big  problem  relates  to  Bush's  policy  that  the  U.  S. 
has  the  right  to  invade  another  nation  if  it  feels  threatened. 
Now  that  Washington  has  announced  that  we  are  unrestrained 
by  anything  but  our  own  sense  of  security,  what  right  do  we 
have  to  object  if  Russia  attacks  Georgia  because  of  alleged  ter- 
rorism, if  China  goes  after  Taiwan,  if  India  preemptively  strikes 
at  Pakistan  to  take  out  its  nukes? 

The  big  issue  is  disregard  for  international  law.  The  U.N. 


Charter  places  stringent  limits  on  t] 
right  of  self-defense,  saying  that  t 
unilateral  use  of  force  can  be  used 
against  imminent  threat  of  attack, 
danger  is  that  once  the  U.S.  braze: 
mine  Whether  the  global     departs  from  international  treaties, 

™       ,  invites  widespread  cynicism  about  „ 

eCOnOmV  enterS  a  periOd    global  agreements  and  opens  the  dot 

J  r    .  to  other  nations'  flaunting  them,  too. 

01  grOWth  Or  Stagnation  The  combination  of  a  strong  pei 

~  ~  chant  for  unilateralism  and  a  high-p™ 

file  policy  of  preemptive  attack  is  boi 
to  add  fuel  to  the  fire  of  anti-American  resentment  already  fla 
ing  around  the  world.  Given  escalating  possibilities  for  terro; 
ist  attacks  against  American  facilities,  U.S.  corporations  ar 
particularly  vulnerable.  The  State  Dept.  can  get  increasin 
support  from  our  own  Marines  or  local  police  or  it  can  clos 
embassies  when  these  threats  seem  imminent.  CEOs  have  n 
such  luxuries.  At  a  time  when  the  overseas  operations  c 
American  multinationals  loom  so  large  in  Corporate  America 
revenue  picture  and  when  so  many  of  our  essential  import 
come  from  American  subsidiaries  abroat 


AN  ANTIWAR 
DEMONSTRATION 
IN  WASHINGTON, 
SEPT.  29 


disruptions  to  corporate  operations  carr 
serious  economic  costs. 

America's  top  CEOs  should  be  figurin 
out  what  their  collective  interests  are  an 
how  to  communicate  their  views  effet 
tively.  They  should  at  least  lean  again* 
the  wind  of  highly  nationalist,  militaristi< 
unilateral,  and  preemptive  policies  an 
argue  for  a  more  global  approach  ths 
starts  with  the  premise  that  America  car 
not  defy  its  key  allies  and  expect  to  sue 
ceed  in  building  a  stronger  foundation  fo 
the  global  economy.  They  need  to  be  ai 
guing  for  higher-level  attention  to  trad* 
international  banking,  and  securities  reg 
ulation,  as  well  as  global  rules  for  merg 
ers,  accounting,  and  food  safety.  The; 
need  to  be  pushing  for  much  greater  sup 
port  for  international  institutions,  espe 
daily  the  IMF,  World  Bank,  and  the  wit 
while  making  efforts  to  enhance  their  el 
fectiveness.  They  need  to  focus  more  at 
tention  on  economic  policies  that  reduc 
world  poverty. 


W! 


'hile  Washington  is  obsessed  with  what  it  doesn't  like,  i 
needs  a  perspective  on  the  world  that  is  more  than  th 
overthrow  of  Saddam  and  the  end  of  terrorist  threats 
With  Washington  seeing  military  might  as  the  key  to  America) 
influence  in  other  spheres,  CEOs  ought  to  explain  why  stron; 
armies  alone  don't  translate  into  strong  economies.  Whil- 
Washington  is  behaving  as  if  American  sovereignty  and  securit; 
is  all  that  matters,  CEOs  ought  to  be  talking  about  the  rea 
world,  where  sovereignty  is  waning,  economic  security  an< 
progress  is  a  collective  endeavor,  and  having  allies  and  stronj 
international  institutions  is  essential. 

This  is  a  much  different  world  than  the  one  reflected  by  tb 
Bush  Administration's  foreign  policy.  In  their  private  conver 
sations  with  government  officials,  in  the  public  reports  of  thei 
business  associations,  in  their  support  for  foreign-policy  re 
search  in  think  tanks  and  universities,  business  leaders  ought  t 
be  doing  what  the  Administration  isn't:  presenting  a  vision  fo 
what  Secretary  of  State  Colin  Powell  has  labeled  the  post-post 
Cold  War  world.  I 
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DID  YOU  KNOW: 
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PRAVACHOL 

IS  THE  ONLY  CHOLESTEROL  LOWERING  DRUG 

PROVEN  TO  HELP  PREVENT 

BOTH  FIRST  AND  SECOND 
HEART  ATTACK. 

Landmark  clinical  studies  involving  more  than  20,000  people  show: 

For  people  with  high  cholesterol  or  heart  disease, 

Pravachol,  with  diet,  is  the  only  cholesterol  lowering  drug  proven 

to  do  this  much  to  help  protect  your  heart. 

When  diet  and  exercise  aren't  enough, 

I       ask  your  doctor  if  Pravachol  is  right  for  you. 

IMPORTANT  SAFETY  INFORMATION:  Pravachol®  (pravastatin  sodium),  a  prescription  drug,  is  not  for 


everyone,  including  women  who  are  pregnant  or  nursing  or  may  become  pregnant,  or  people  with 
liver  problems.  And  because  serious  side  effects  can  result,  tell  your  doctor  about  any  unexplained 
jmuscle  pain  or  weakness  you  experience  while  on  Pravachol,  and  about  any  other  medications 
"you  are  taking.  Your  doctor  may  do  blood  tests  to  check  for  liver  problems.  Some  mild  side  effects, 
I  such  as  slight  rash  or  stomach  upset,  occur  in  2-4%  of  patients. 


IT'S  ALL  IN  THE  PROOF. 


Please  see  important  product  information  on  following  page. 


1-a77-PRAVA-CALL 


Bristol-Myers  Squibb  Company 

Princeton,  NJ  08543  U.S.A. 


D3-K0110 


www.pravachol.com 


PRAVACHOL 

(pravastatin  sodium)  Tablets 


Rx  only 


1  consult  ofnaa  package  orutar 


CONTRAJNDlMTKX'fS:  Hyr*rsersitMty  to  ar^  i^^ 

vadons  n  iver  function  tests  (see  WARNMGS)  Pregnancy  anllaaalion.  ABBDSderosis  s  a  trtoic  process  and  (isconlnalion 
of  ipid-lrjwering  drugs  during  pregnancy  should  have  itfle  impact  on  me  outcome  of  long-term  therapy  of  primary  hyper- 
cholesterolemia. Cholesterol  and  other  products  of  cholesterol  bOsyrithesis  are  essentia  components  for  fetal  development 

Crickjting  syniriess  of  slemids  and  eel  niembranes)  Sm 
sttyttesyrthessd  06^  bologk^  active  substances  de^ 

«i  nursing  mores  Pravastatin  should  he  adniiiisiBed  to  women  of  criiMbearing  age  only  when  such  patients  are  righ- 
ly  unlikely  to  conceive  and  have  been  informed  of  the  potential  hazards,  it  He  pabert  Decomes  pnjgrart  *r*  talong  the 
aass  of  drug,  therapy  should  he  deconsnued  immedetely  and  She  patient  apprised  of  trie  potential  hazard  to  the  fetus  (see  PRE- 
CAUTIONS: Pregnancy 

vWVWGS:  Uw  Btzymes:  hllK^M  reductase  rtft*^ 

biochemcal  abrcrrnaities  of  iver  function,  m  three  kng-term  (4  8-5.9  years).  ptacebo-contDled  dncal  Hals  (WOS.  LPD.  CARE. 
see  CUNKAL  nufltUCOtjOGY:  CMr^  Slu^^ 

oo  .to  an  analyse  of  serum  transaminase  values  (ALT.  AST),  radences  of  marked  aonormairoes  were  compared  Between  the 
pravastatin  arc  placebo  treatment  groups:  a  marked  acnormaisy  vras  defned  as  a  post-treatment  test  value  greater  than  three 
times  the  upper  limit  of  normal  for  subjects  with  prelreatirert  values  less  trai  w  eo^  to  the  uprjff  in«  rrf  no 
the  uietimlmert  value  tor  subjects  Wi  preHeaftiient  values  greater  tan  the  upper  irrvi  of  normal  but  less  than  1.5  times  the 
upper  Imrt  of  normal  Marked  abnormalities  d  ALT  or  AST  occurred  vrmi  s»niar  low  frequercy  isi  2%)  r  bcim  treatmert  groups. 
Overal.  dncal  toal  enperience  showed  that  iver  tuncSon  test  abnormaaes  observed  during  uiavastatii  therapy  were  usuafy 
asytnplomatic.  not  asscoated  witn  chotestasis.  and  old  not  appear  to  be  related  to  treatrr«a<  ournbcri  tl  is  recon»T»3ric^  tfBt 
iver  function  tests  be  performed  prior  to  the  initiation  of  therapy,  prior  to  the  elevation  of  the  dose,  and  when  otherwise 
ckneaty  indicated.  Active  iver  dsease  or  unexplained  persistent  lYainsaminase  elevations  are  contranJcaboris  to  the  use  of 
pwaslatii  (see  COTflTUMUCATIONS)  Caution  should  be  exercised  when  pravastatin  is  administered  to  patients  who  have  a 
recent  history  of  iver  dsease,  have  signs  mat  may  suggest  iver  otease  (e.g..  ijieipla«ir^^iiiiutidiisl«JhK  elevations,  ^jicice). 
or  are  heavy  users  cfatonri -see  OJMCAintAflMACOLM 

who  develop  increased  transaminase  levels  or  signs  and  symptoms  of  iver  dsease  should  be  monitored  with  a  second  iver  func- 
bon  evaluation  to  confirm  the  finding  and  be  Mowed  hereafter  will  frequent  iver  tundion  teste  untl  tte  abno 
to  normal.  Should  an  ncrease  n  AST  or  ALT  of  three  bmes  the  upper  irrvt  of  rermal  or  greater  persst  witrtlravval  of  pravastatin 
therapy  is  recommended  Skeletal  Mtrsrip-  Rare  cases  of  rhabdornyofyss  with  acute  renal  failure  secondary  to  myoglo- 
binuria have  been  reported  with  pravastatin  and  other  drugs  in  this  dass.  Uncompicated  rnyalge  has  also  been  reported  in 
pravastatjn-treated  patients  (see  ADVERSE  REACTIONS  Myopathy,  defined  as  musde  acting  or  muscle  weakness  in  conjure  - 
bci  with  increases  in  creabne  phospnokjrase  iCPKj  values  to  greater  than  1 0  bmes  Vie  upper  normal  imrt.  was  rare  (<0.l%)  ii 
pidvdbUHi  clinical  trials.  Myopathy  should  be  consdered  in  any  patient  win  drftuse  myalgias,  muscle  tenderness  or  weakness. 
and/or  marked  etevabon  of  CPK.  Patients  shouk)  be  advised  to  report  prari^  urca^ained  rnus*  pain,  tenderness  w  w 
particularly  if  accompanied  by  malase  or  leve*.  Pravastatin  therapy  should  be  discontinued  if  markedly  elevated  CPK  levels 
occur  or  myopathy  is  diagnosed  or  suspected.  Pravastatin  therapy  should  also  be  temporarily  withheld  in  any  patient 
experiencing  an  acute  or  serious  condition  predrspossng  to  the  development  of  renal  failure  secondary  to  rhabdomyofy- 
sis.  e.g.,  sepsis,  hypotension:  major  surgery;  trauma;  severe  metabokc  enooenne.  or  electrolyte  disorders;  or  uncon- 
tnifted  epeepsy.  The  nsk  of  myopathy  during  treatment  with  another  HMG-CoA  reductase  inhibitor  6  increased  with  concurrent 
therapy  with  either  erythrornyon.  cydosponne  niacin,  or  fibrates.  However,  neither  myopathy  nor  significant  increases  ii  CPK  lev- 
els have  been  observed  ii  three  reports  involving  a  total  of  100  post-transplant  patients  (24  renal  and  76  carctac)  treated  for  up 
to  two  years  coi  currently  with  pravastabn  10-40  mg  and  cydosponne.  Some  of  these  patients  also  received  other  concornrtant 
imrnunosuppressrve  therapies.  Further,  ii  dncal  trials  involving  smal  numbers  of  patients  who  were  treated  concurrently  vritn 
pravastabn  and  niacin,  there  were  no  reports  of  myopathy.  Abo,  myopathy  was  not  reported  ii  a  thai  of  combiubon  pravastabn 
(40  rro/rjay)  and  ganfiUual  (1200  mg/day).  arfflough  4  of  75  patients  on  the  cornrjrialiui  showed  marked  CPK  elevations  versus 
one  of  73  patients  receiving  ptacebo.  There  was  a  trend  toward  more  fnsjjeffi  CPK  elevatxiis  and  rjatiert  vnttvjftwate  due  to  mus- 
culoskeletal symptoms  m  the  group  recemng  combred  treatment  as  compared  with  the  groups  recentng  placebo,  gaittiuzi.  or 
puvasHlii  rrorotherapy  <see  PRECAUTIONS:  Drug  Interactions  The  use  of  fibrates  atone  may  occasionally  be  associated 
with  myopathy.  The  combined  use  of  pravastatin  and  fibrates  should  be  avoided  unless  the  benefit  of  further  alterations 
in  lipid  levels  is  Beefy  to  outweigh  the  increased  risk  of  this  drug  rambinabon. 
PRECAUTIONS:  General:  PRAVACHOL  may  elevate  creabne  priosr^olmase  and  transaninase  levete  (see  AT«^ 
Hi  =  >":■- :  to  Dm  :?'e:  n  76  z^z'z'Zi  z  5:"-:ss :'  ">?>;  i2~  "  s  pBfet  n  —  -~zz<  RfJi  r^iiSts:-  httMwjtjnfl  fifcti  c 
/T>pertfiolssfErofernaPravastalii  has  nd  been 

;*:•-:  :J  :i:e~  I  ~iz  BBBl  infill  Ml  IMfrOnfl  'rZ-zzn^z  "  Mta  z<-.  rS:  efled  -z  zfrzi^x:  Ite  zzzr^zz  3d  ^-'rto^i 
uDL  raotjlon  rf  ~z  i.~ :  bbej  '-  s ~:  - V.  ~:  vz  don  :'  ponBUta  ••z<~  zz~  n  v~'~z  *:  2-  :itr"^  ■*< ~  w\  'z  z^y-^ 
of  renal  impairment  (as  rjeterrnred  by  oeattnine  cteararce).  No  effed  was  ocserved  w  the  pfairBcr*iTa^ 
3ti-nvdroiy  isomeric  metaboite  (SQ  31 .90S).  A  smal  ixrease  was  seen  ii  mean  AUC  values  and  haff-ife  rt' n  for  the  nacove 
enzymatjc  ring  tiyrJuxylauan  metaboite  (SO  31 ,945).  Gwen  nvs  smal  sample  see.  the  dosage  admnstered.  and  the  degree  of 
ndvtiuat  variability,  patients  with  renal  inpayment  who  are  receiving  pravastatin  should  be  closely  monitored .  kduniiduon  for 
Patients:  Patients  should  be  advised  to  report  rjrornptjy  unexplained  musde  pan .  tenderness  or  weakness,  particularly  if  accom- 
panied by  malaise  or  fever  (see  WARNMGS:  Skeletal  Muscle  Drug  Interactions:  Immunosuppressive  Drugs,  Gemtibnoi, 
Hiacm  (meotne  Ac*),  Erythromycin.  See  WARNINGS:  Skeletal  Musde  Cytochrome  P450  3M  Htotors: In  vitroM  in  mo 
data  ridicate  that  rjra<astaw  cs  rot  metaCckzed  tiy  cy^^ 
it  sturjes  with  krown  cytochrrOTe  P450  3A4  iliUrn  (s^ 

3A4  irwbitors  include  ketoconazole.  rrabefraoB.  and  erythrrjrnycin.  Dioazem  -  Steady-state  levels  of  dKazem  (a  known,  weak 
irMMcr  rjf  P450  3M)  had  no  effed  on  Ire  rjfarmarxianet^ 

reductase  inntxtor  when  is  known  to  be  metaboized  by  cvtochrorne  P450  3A4  increased  by  factors  of  3.6  and  4.3.  respectively. 
Itraconazole  -  The  mean  AUC  and  C-a,  for  pidYjstVitii  were  increased  by  factors  of  1 .7  and  2.5.  respectwety,  when  given  with 
iraccnazote  (a  potin  P450  3M  rtttitr  wtidi  also  iihib^ 

not  affected  by  itraconazole,  suggjesting  that  the  relatively  smal  increases  in  C-^,  and  AUC  were  due  solely  to  increased  boavai- 
aowty  rather  than  a  derjedse  n  clearance.  couHsteii  with  itvUbon  of  p-gfycoproter  transport  by  itraconazole  This  drug  tians- 
port  system  s  tnrjugn  to  afied  bioavai>abHy  artf 

C-^,  of  another  HMG-CoA  reductase  itvbrtor  wtucri  s  knewm  to  be  metaboized  by  cyttxavorre  P450  3M  increased  Dy 
19  and  17,  respectively,  when  gjrven  with  draconazole.  AnHpyvne  Sixe  corcornrtant  aomnstiauon  of  pravastabn  had  noefted 
on  the  clearance  of  anbpynne.  irtteradions  with  other  drugs  rnetabokzed  via  the  same  hepatic  cvtrxhrorrie  isozymes  are  not 
expected.  Criolestyramme.Coiesbpot:  Concomitant  admnstiduun  resulted  ii  an  approximately  40  to  50%  decrease  ii  the  mean 
AUC  of  pravastatin.  However,  when  pravastatin  was  administered  1  hour  before  or  4  hours  after  cholestyramine  or  1  hour  before 
cotestipol  and  a  standard  meal,  there  was  no  dncaty  sagnrhcart  decrease  ii  boavaiabity  or  therapeutjc  effect  (See  DOSAGE 
AND  ADMINISTRATION  fcincomrtanl  Therapy  Marfan)  Dxicornitant  acVmnstraticii  of  40  trvj  pravastatin  had  no  clixafry  sg- 
rrficant  efted  on  piugiuiHiii  time  when  arJmnstered  n  a  study  to  normal  ekteny  sutxects  wno  were  stabized  on  warfarin 
QreWkie:TheAUto-iziTtrjrj^v3Statinwtiengi^ 

when  gnen  alone  A  significant  drffengice  *3S  observeg  Between  the  AUCs  for  purdbUli i  wher  erven  with  cimebarie  conparec 
to  when  arjrrinstered  wilh  antaod.  ITidaxiT  ii  a  ar^ 

0.2  mg  crgrjBi  concurently  for  9  days,  the  bioavaiabity  rararriaets  c<  dkjt»an  were  rrt 

to  increase,  but  the  cveral  txoavaiabity  of  pravastatin  pis  us  metaboites  SQ  31.906  and  SO  31.945  was  not  altered 
Cycteporne  Some  rivestigators  have  measured  cydosponne  levels  ii  patents  on  uuvastalii  (op  to  20  mg),  and  to  date,  these 
results  (ideas  no  cfncaly  rrearaigfui  elevatore  it  cydosponrie  levels  ii  one  arxjK-dose  study,  pravastatin  levels  were  found 
to  be  increased  n  carotac  liarspfant  patents  recervng  cydosporine.  GemSmt  ii  a  crossover  study  ii  20  healthy  mate  vokn- 
teersg>wicnic^iia«singte  doses  of  uijvasiaii  and  yeiiito 
ten  bindhj  d  pravasfatr  to  arjdteon.  iiere  was  a  si^^ 
31 ,906.  Corrarebrjimerapy  witt  pravastatin  aril  g 
to  irteradion  sturJn  iiM  aspm  anraoos  (1  n^ 
nifxarit  rjfferences  r  r»avatefj*ty  were  seen  when  PfW 
■ntnotors  interfere  with  cholesterol  synthesis  and  lower  circiJatirc:  dirjestert  i^ 
rnai  or  goriaca  steroc  normore  rxcojctvx  ResuK 

<  mxishlent  with  regard  to  possne  effects  of  the  drug  on  basal  stenxd  hormone  levels,  ii  a  study  of  21  males,  the  mean  testos- 
terrjne  resporse  to  hurrian  cforidric  gororjr^^ 

pravastatin  However,  the  percertage  of  pat1er«s  sr«Mnj  a  zS0%  rise  to  rjiasrra  testosterone  ato 
sbrnufation  oSd  not  change  sx^rrfcanSy  after  Ihenipy  to  tiese  psterts.  The  etfett  d  HMG-Ccv\  red 
genesis  and  terHny  have  rot  been  sturked  in  adequate  lumbers  of  patents.  The  effects,  if  any.  d  pravastatin  on  the  pitutary- 
gonaraaxsnrj^rnenopausalterrglesareirtnom 
dysfuricWn  srxxM  be  evaluated  apprapretely.  Cauo^ 

used  to  tower  chdesterd  levels  s  aomnsterea  to  patents  also  receiving  other  dugs  (e.g..  tetoconazole.  sprorolactone.  dmefj- 
dtoe)  that  may  rjrnrish  the  levels  or  activity  of  steroid  rormones.  CMS  Toxicity.  CNS  vascular  lesions,  characterized  by  penvas- 
cdar  hemorrhage  and  edema  and  rtxrorudear  eel  rdMaixxn  d  perivascular  spaces,  were  seen  ii  oocis  tinalrt 
at  a  dose  d  2S  rricvkg^.  These  eftecte  in  dor^  were  d 

on  AUC.  Simtar  CNS  vascular  lesions  rave  been  observed  with  several  ceer  ci^  vi  thts  dass.  A  dnemca^  siniiar  ciug  ii  the 
dass  produced  optic  nerve  degeneration  Water  an  degeneration  ot  retiiocjenioulate  fters)  to  dncaty  normal  dogs  ri  a  dose- 
rjfpenaertasrirjn  starting  at  CTrrijIciyr^ 

drug  level  to  humans  taking  the  highest  rnxommerioM  dose  (as  rneasured  by  total  erizyr^ 

produced  vesbbdoccchiear  Walenan-flce  degeneration  and  retjnai  ganglion  eel  crromatorysrs  in  dogs  treated  for  14  weeks  at 
180  mg/kg/day.  a  dose  wneti  resulted  in  a  mean  plasma  drug  level  smJar  to  that  seen  with  the  60  mg/kg/day  dose 
Carcinogenesis.  Mutagenesis.  Impairment  of  Fertility:  Please  see  Ful  Prescrong  nkxnnaUxL  Propane,,  Piegruncy 
Cateoory  X.  See  CONTRAINDICATIONS  Safety n  pregnant  women  has  rot  been  estabtsned.  Pravastatr  was  nd  teratogenc  ri 
rats  at  doses  up  to  1000  mg/kg  oaiy  a  in  rabbits  at  doses  d  up  to  50  rro/ixgrJaiy.TreserJosesresufledto10x(rabbCdl20i 
(rao  the  human  exposure  based  on  suriace  area  img/meter?).  Rare  reports  of  uxxjeiJal  anomakes  have  been  received  fctowing 


ntautenne  exposure  to  otner  HMG-CoA  reductase  iifftitcis  to  a  revjew'  d  appraarnately  100  prospectively  tofk)wed( 

des  in  women  exposed  to  srrr«staan  or  ovastatiri  the  ncxtences  d  congenital  anomaies.  spontaneous  abortions  ; 

ifcaacAUtxilhs  dkl  rot  exceed  what  would  be  expected  in  the  general  poputation.  The  number  d  cases  s  adequate  t 

exdude  a  tiee-to-iour-totd  Increase  it  congenital  arnmaies  over  the  background  riddence.  to 

pregnancies,  ciug  treatment  was  iibatedrjrtor  to  rj^gra^ 

nancy  was  identified.  As  safety  ii  pregnant  women  has  nd  been  estabisried  and  there  is  ro  ar«arent  benefit  to  1 

PRAVACHOL  (piavasLUii  scoxrni  during  pregnancy  (see  OMTRAINDICATIOtcS'  treatment  shcud  be  iiniiMily  I 

as  soon  as  pregnancy  e  recogrized  PRAMACHOL  should  be  adrmsteied  to  women  d  cMd-beanng  potential  only  i 

patients  are  fighfy  unicely  to  conceive  and  have  been  rtormed  d  the  potential  hazards.  Nursing  Molars:  A  smal  i 

pravastabn  is  excreted  ii  human  breast  rr*.  Because  d  the  pctEinBal  for  senrjus  adverse  rearjcri5rrij^rijiiarls.v 

ingPrVwWI«)LshrjuUridiuse|seeCarnUM^  Pediatnc  use  Safety  and  effectiveness  n  niwjuas  t 

vears  txd  rave  rw  been  established  Herce.tieatrertr  patera 

Use:  Two  seconrjary  prevenbon  tnaks  with  pravastatin  iC>«arx1LI^)incijded  a  total  d  6593  subysr*  treated  weip 

40  mg  for{enods  ranging  up  to  6  years.  Across  these  two  studies.  36.1%  d  pravastatin  subjects  were  aged  65 1 

0.8%  were  aged  75  aWoMer  The  Brjir^oaleiTeddpi^ 

ifying  kpid  profiles  was  stoniar  to  that  seen  in  yonr^  subjects  Tte  ar*erse  evert  rjrofle  to 

dcralpopiiatioa  Otter  reported  rjdcalBqxgienre 

yourtgerpatieris.ivlear  pravastatin  AUCs  are  sir^ 

Can,  TM  and  ra  values  are  simiar  in  both  age  groups  and  substantial  accurnulafkvidpravastatnwourjrrt  Be  expected  I 

dderty  (see  CUNKAL  i^lAiTMACOLOGy:  F 


AIJvTRSE  RfiACTX»&  ^/astatto  s  cereraly  wel  tderated;  adverse  reaaxjns  reve  usualy  been  m«d  and  transent 
irxig  piar£br><xntrrxied  trials,  1.7%  d  pravastatin^ 

treatment  because  d  adverse  experiences  attrouted  to  study  drug  therapy,  tre  cifierercE  was  rot  staiisijcal 
=  s:PRrK^umOf«:rjen3thcuses«caoni 

Adverse  Clinical  Events:  Short-Term  Controlled  Trials:  All  adverse  cfncal  everts  (legardtea  d  atHufon)  reported  i 

than  2%  d  rxairastatii-treated  patere  o  r^ar^fx-cr^ 

also  shown  are  toe  percentages  d  patents  in  whom  toese  medcal  events  were  brjeved  to  be  related  or  possoy  related  \ 

drug: 

Adverse  Events  in  >2  Percent  of  Patients  Treated  with  Pravastatin  10-40  mg 
in  Short-Term  Placeto-Corrtroied  Trials 


At  Events 

Events  Attributed 

to  Study  Drug 

Body  System/Event 

Pravastatin 

Ptacebo 

Pravastatin 

Placebo 

(H  =  900) 

(N  =  411) 

(N  =  90O) 

("  =  411) 

%  of  patients 

%  of  patients 

--  0*  patients 

S  of  patients            1 

GnfPKjEEUar 

Cardac  Qiest  Pan 

4.0 

3.4 

0.1 

1 

D&maioiogc 

Rasn 

4.0" 

1.1 

1.3 

03                  I 

j^i^";  "rff^ 

'►a^ses.  *.:~t": 

73 

7.1 

2.9 

34                  f 

:£— t= 

62 

5.6 

to 

13 

^zc,"  ninti 

5.4 

63 

23 

33 

Constpatjon 

4.0 

7.1 

2.4 

5.1 

UUence 

3.3 

3.6 

27 

34                   1 

Hesrttxm 

za 

1.9 

23 

07 

General 

Fatigue 

%£ 

3.4 

13 

1.0                   1 

Chest  Par 

3.7 

13 

03 

0^               1 

"*-c"Z5 

2.4' 

0.7 

03 

0.0                ± 

Mus&MosksistsI 

LocaizedPan 

10.0 

9.0 

1.4 

1.5                 J 

mm 

2.7 

13 

0.6 

0.0                 ■ 

■nan  S.-r- 

Headacre 

6^ 

3.9 

1.7- 

0.2                 I 

I  zr  'fi; 

33 

32 

13 

rx5             ■ 

fler^BenSiurirary 

unnary  Abnrjrrnatty 

2- 

23 

0.7 

■\2                  1 

Respwatory 

Common  Cdd 

7.0 

6.3 

0.0 

0.0                  I 

nMts 

4.0 

4.1 

0.1 

0.0                  1 

::.:- 

2.6 

1.7 

:  • 

oo             1 

"Stabsbcaly  9r/ifcantry  rjfferent  torn  ptacebo. 

The  safety  and  tderabrity  of  PRAVACHOL  at  a  dose  d  80  mg  m  two  cortonSed  irate  wim  a  mean  exrjosure  d  8  6  r 

smiartotrtatdWv\WCrX)Lattovrerrjrjsesexrac4triat 

tion  d  CX  >1  Ox  ULN  ampared  to3  out  d  1 1 5  patients  tataig  40  rru,  d  rjravastabn. 

Long-Term  Controlled  MorMdrty  and  Mortality  Trials:  Adverse  event  data  were  pooled  from  seven  doubte-bind. 

dirtrrjled  itiate  (Mfest  d  ScctlarO  Coronary  Preve^ 

Intervention  with  Pravastatin  in  Ischemic  Disease  study  [UPC];  Pravastatin  Limitation  d  Atherosclerosis  it  the  I 

Arteries  study  [PLAC  I]:  Pravastatin.  Lotos  and  Amerosaerosis  in  the  broods  study  [PIAC  I).  Regression  Growth  f 

Statin  Study  (REGRESS);  and  Kuw  AltwosciercsE  Preventirxi  St^  [W 

pravastatin  40  mg  and  10.719  patients  treated  with  placebo.  The  safety  and  toterabfity  proflte  to  Vie  pravastabn  j 

comparable  to  that  d  the  placebo  group.  Patients  were  exposed  to  pravastatin  for  a  mean  d  4.0  to  5.1  years  to  i 

and  UHO  and  1 .9  to  2.9  years  in  PLAC  I.  PLAC  I.  KAPS.  and  REGRESS,  to  trese  lo^-term  tnafc.  W  rrost  common  r 

rjtecorttiiuation  were  mid,  non-specific  gastrointestinal  comptans.  CofiecBvery.  these  seven  mate  represent  47.6 

years  d  exposure  to  pravastatin.  Events  befeved  to  be  d  probable,  possoie  or  uncertain  relationship  to  study  drug,  o 

in  at  least  1%  d  patients  treated  with  pravastatin  in  these  studtes  are  identified  as  fotows.  Adverse  Events  in  z\  I 

Patients  Treated  with  Pravastatin  40  mg  in  Long-Term  Pte<xtio-Coi*eled  Wab  [rTivtsMin  (N  =  10,764)  %  o 

vs.  Placebo  (N  =  10,719)  %  of  patients]  in  each  Body  System/Event  Ca-oovascjar  Angina  Pectoris  (3.1 

Oerrnaabox:   Rash  (21  vs.  22);  Gastrontesbnst  Dysoepsa+leartBum  (35  vs.  3.7);  Abdomrol  Pail  (24 

teuseaVomrong  (1 3  vs.  1 .6):  Flatulence  0  2  vs.  1 .1  i:  Constipation ;  i  2  vs.  i  .3);  Generat  Fatigue  (3.4  vs  3.3);  Chest  P 

vs.  2JBt:  itocUteiVefefat  Musculoskeletal  Pan  finriurjes  artralr^  ffi.O  vs.  5  61  Musde  Oanva  a^ 

1  4).  Nervous  System  Dizziness  [2  2  vs  2  1),  Headacrie  (i  9vs .  1  8i  Sleep  Osturtarix  (1.0  vs  0.9);  repression, 1  Ovs  j 

Anxiety/Nervousness  (1 .0  vs.  1 2):  ftral«eri«Bwnarr  urinary  Abnorrnaity  fn 

Respiratory.  Dyspnea  (16  vs.  16);  Upper  Respratory  Infection  (13  vs  13):  Cougji  (13  vs.  1.0):  Speoar ; 

Disturbance  rndudes  blurred  vnston.  rjplopa)  (1 .6  vs.  1  3). 


Everts  d  probable,  possoie.  or  uncertain  irialiansrip  to  study  drug  that  occurred  in<1 .0%  d  [ 

the  ong-term  trials  tocfuded  the  fotowing;  frequencies  were  simiar  it  piacebo-teuted  patteife  DermatotogK  p 

matitis.  dryness  d  skii.  scalp  hair  aonormaity  (irtdudtog  alopeaa),  urticaria.  EnrjrxTirieMetafxxic  sexual  dysfunction,  I 

change.  Gastrointestinal:  decreased  appetite.  Genera/,  fever,  flushing    Immunologic:  allergy,  edema 

Musculoskeletal:  musde  weakness.  Nervous  System:  paresthesia  vertigo,  insomnia,  memory  mparment  tremor,  r 

(including  peripheral  neuropathy).  Special  Senses:  tens  opacity,  taste  disturbance  Prjstrnarketng  Experience:  In  a 

the  everts  reported  above,  as  with  oner  drugs  in  this  class,  the  Mowing  events  have  been  reported  rarely  during ; 

kebng  experience  with  PRAVACHOL  (pravastatin  sodun).  regardtess  d  causality  assessment  MsadMbMatjt  I 

rfiabrjornyofysts.  Nervous  System  dysfunction  d  certain  cranal  nerves  fixtudng  alteration  d  t 

ocular  movement  facial  paresis),  peripheral  nerve  palsy.  Wypeisersrtivffy:  anaphylaxis,  lupus  erythernatosus-ike  t 

pcfynryalgia  rneumatica  dermatDrnyosts  vascUrts  rxJTxra  hemc*yi^  anema.  rxBrijve  AM.  E^  increase  a 

go.  asthenia  pnotosensrtrvity,  cfits.  malase,  tone  epidermal  necrolysis,  erythema  nvJHiiii.  ndudtog  f 

syndrome  Gastrointestinat  pancreatitis,  hepatitis,  ockjckng  chrome  active  tieuahtK,  Uinlwtiti,  jauvfice,  fatty  change  i 

arhoss.  fulminant  hepatic  necrosis,  hepatoma  Oerrattpgic-  A  variety  d  skin  changes  (e.g..  ncdutes.  etscotorafton.  cry  | 

d  rrxjeous  rinerribraries.  dariges  to  hair/reis). /ter^  dented  aiainep 

priatase.  and  fc*rubm;  thyroid  function  abnormaibes  Laboratory  lest  Alxnormaitles:  tocn 

AST)  values  and  (^  rtave  been  observed  (see  tuUMHGS).  Trar^ 

counts  usually  returned  to  normal  despite  continued  therapy.  Anemia.  thrrjmbxytopenB.  and  teikopeno  have  bee 

wfli  HMG-CoA  reductase  irntxtors.  Cumi—aant  Therapy:  Pravastatin  has  been  adrrinstered  concurrently  wten  c 

rrine.  aiesttrid.  rirJJbnic  acto,  rjriyju^ 

forozi  to  therapy  with  tovastatin  or  pi  .rvastalx  i  s  not  associated  with  greater  reduction  n  LTX-cfiotesterd  tan  that  a 

with  ovastatin  or  uuvasmii  atone.  No  adverse  reactions  indue  to  the  comtxnalion  v  in  addition  to  those  previously  r 

ed  lor  each  drug  atone  have  been  reported.  Myopathy  and  rratxkxnyolyss  (with  or  without  acute  renal  takie)  have  I 

reported  when  another  HMG-CoA  reductase  irnUlv  was  used  to  dirrtinatOT  i>m 

erytrniriivcto,  or  IpkHowenng  doses  d  ricrjbnc  add  Concorrrtant  therapy  vnttn  HMG-CoA  reductase  rrvoiors  and  1 1 

aoems  s  generally  nd  recommended  iSee  WAJtMNGS:  Skeletal  Musde  a-:  PRECAUTIONS:  Drug  iita actions 

0VBIDOSAGE:  To  ctete.  triere  has  been  iniled  experienn  w» 

ed  symptomatic  w»  laboratory  innon 

RBBBCE:  ^Marson  JM  Freyssiir^  C.  Oucrrxq  MB.  Stediers^ 
Exposure  During  Piegnancy.  ReproOuctrve  Toxicology  10(61:439-446, 1996. 
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JTOMOBILES 


JAN  SATURN  GET  OFF 
rHE  GROUND  AGAIN? 

fter  years  of  neglect,  GM  is  giving  it  a  major  face-lift 


Michael  San  Clemente  has  no  big 
beef    with     General     Motors 
Corp.'s  Saturn  brand.  After  all, 
the  33-year-old  marketing  man- 
er  in  San  Francisco  has  had  almost  no 
chanical  problems  in  the  nine  years 
has  owned  a  1993  Saturn  SL  sedan, 
why  is  he  looking  to  trade  it  in  for  a 
w  Subaru  Impreza,  Toyota  Prius  hy- 
id,  or  Mini  Cooper?  He'd  like  some- 
ing    with    more    style.    Says    San 
emente:  "It's  hard  to  imagine  any- 
uig  less  glamorous  than  a  Saturn." 
Ouch.  Saturn  stands  out  as  one  of 
3  great  marketing  failures  in  recent 
tomotive  history.  After  accomplishing 
supremely    challenging    task    of 
inching  a  hot  new  car  brand  10  years 
0,  GM  proceeded  to  steadfastly  ignore 
new  division  as  the  Saturn  product 
|eup  got  stale  and  the  no-frills,  no- 


haggle  image  grew  old. 
From  its  start  in  1990, 
Saturn  racked  up  an  im- 
pressive 286,000  units 
sold  in  1994,  second  only 
to  Ford  Motor  Co.'s  en- 
trenched Escort  among 
compact  cars.  And  it  has 
been  losing  ground  ever 
since.  Now,  GM  says,  it's 
mounting  a  rescue  mis- 
sion for  the  money-losing 
division,  with  new  mar- 
keting and  an  array  of 
new  models,  some  of 
which  have  already  reached  showrooms. 
The  goal:  to  nearly  double  sales  by  2005, 
to  500,000  cars  a  year. 

Keeping  upwardly  mobile  young  Sat- 
urn owners  like  San  Clemente  is  a  big 
challenge.  Winning  new  entry-level  buy- 
ers who  have  barely  heard 
of  the  brand  is  an  even  big- 
ger task.  Right  now,  Saturn's 
entire  lineup  consists  of  just 
three  vehicles,  and  its  mar- 


STUCK  IN  NEUTRAL 

Once  viewed  as  GM's  brightest  hope  for 

growth,  Saturn  has  seen  its  sales  hit  a 

wall  at  less  than  300,000  units 
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;  iturn's  Sky  convertible 
^jop)  is  still  in  tests.  The 
n  (right),  debuting  now 
leasts  a  zippy  ride  and 
'arts  at  $12,000 


NEWVUE 

Saturn's  first-ever  SUV  gets 
24  mpg,  so  it's  being  promoted 
as  the  "guilt-free"  choice 

keting  budget,  though  growing,  is 
still  tiny.  Competitors  such  as 
Toyota  Motor  Corp.  and  Honda  Motor 
Co.,  meanwhile,  are  mustering  armadas 
of  gas-electric  hybrids,  coupes,  sedans, 
sports  cars,  and  sport-utility  vehicles  in 
a  range  of  sizes,  huge  dealer  networks, 
giant  marketing  budgets,  and  deep  fund 
of  consumer  loyalty.  Concedes  GM  ceo  G. 
Richard  Wagoner  Jr.:  "Saturn  is  still  a 
brand  in  transition." 

He  should  know.  After  all,  Saturn's 
toughest  competitors  aren't  from  Japan; 
they  are  sister  brands  within  gm,  from 
truck  lines  to  Oldsmobile,  which  rou- 
tinely got  the  new  products  and  big 
marketing  budgets  over  the  past  decade. 
Company  rivalries  left  Saturn  without  a 
single  new  car  for  almost  a  decade.  Its 
repeat  purchase  rates  dropped  from  al- 
most 50%  in  the  early 
'90s  to  39%  in  2000  as  GM 
squandered  the  brand's 
early  strength. 

GM  has  already  started 
rolling  out  the  new  Sat- 
urns.  The  compact  Ion, 
the  first  new  car  off  gm's 
all-new  Delta  small-car 
platform,  makes  its  debut 
this  month  at  $12,000. 
With  a  sportier  drive 
than  most  compacts  and 
inventive  styling,  Saturn 
expects  to  easily  top  the 
160,000  units  sold  annually  of  the 
S-Series  compact  that  the  Ion  replaced. 
That  follows  the  Vue,  Saturn's  first 
SUV,  starting  at  $17,600.  In  keeping  with 
Saturn's  alternative-car  image,  Vue's 
transmission  boosts  fuel  economy  10%, 
to  24  mpg,  via  a  series  of  pulleys  in- 
stead of  gears,  making  it  a  "guilt-free" 
suv.  So  far,  though,  the  newcomer  has 
enjoyed  only  modest  success,  toting  up 
sales  of  just  37,000  units  since  its  launch 
in  March.  The  last  car  in  the  current 
troika  is  the  recently  freshened,  midsize 
L-Series.  Pitched  as  an  ele- 
gantly styled  alternative 
to  the  Camry  and 
Accord  when  it 
launched  in 
1999,  it  has  been 
viewed  by  con- 
sumers as  a  me- 
too  product  and 
ranks  19th  of  25  in 
the  most  recent  qual- 
ity survey  of  midsize 
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sedans  by  J.  D.  Power  &  Associates  Inc. 
It  has  sold  less  than  half  the  230,000 
cars  annually  that  GM  projected. 

Clearly  that  lineup  won't  be  enough. 
So  GM  is  scrambling  to  figure  out  what 
other  models  might  work  under  the  Sat- 
urn umbrella.  By  yearend,  execs  will 
decide  whether  to  green-light  a  four- 
seat  convertible  concept  car  called  Sky 
and  a  vehicle  with  sport-utility  seating 
and  a  pickup-truck  bed.  A  hybrid  gas- 
and-electric  vehicle  is  also  being  eyed, 
says  Robert  A.  Lutz,  GM's  vice-chair- 
man of  product  development. 

To  combat  Saturn's  stodgy,  faded  im- 
age and  to  give  its  new  lineup  a  boost, 
GM  is  revving  up  the  marketing.  An  in- 
triguing TV  ad  from  agency  Goodby,  Sil- 
verstein  &  Partners  in  San  Francisco 
has  been  winning  high  marks  from  deal- 
ers for  generating  showroom  visits  from 
consumers  they  hadn't  seen  before.  It 
shows  squadrons  of  drivers  on  streets 
and  highways  making  carlike  maneu- 
vers, but  without  a  car  around  them. 
It's  meant  to  drive  home  the  point  that 
Saturn  designs  its  vehicles  around  the 
needs  and  lifestyles  of  its  drivers  and 
passengers.  Although  dealers  usually 
frown  on  ads  that  don't  focus  lovingly 
on  the  sheet  metal,  many  are  buying 
in.  Says  Reese  Hillard  from  his  Saturn 
lot  in  Fort  Worth:  "This  is  one  we  des- 
perately needed." 

Still,  the  ad  campaign's  estimated 
budget  of  $300  million,  though  up  from 
last  year,  won't  be  scaring  Japanese  ri- 
vals. In  the  import-heavy  Los  Angeles 
market,  for  example,  the  Toyota  dealer 
association's  $30  million  ad  budget  is  at 
least  five  times  what  Saturn's  retailers 
spend.  Gripes  L.A.  retailer  Russell 
Hand:  "We're  so  badly  outspent  that 
we're  getting  drowned  out." 

That's  why  Saturn  is  counting  on 
some  inventive  promotional  gambits  to 
reach  younger  buyers  where  they  hang. 
To  appeal  to  such  buyers'  appetites  for 
cheap  chic,  it  has  set  a  deal  with  hip 
discounter  Target  Corp.  to  sponsor 
weekend  events  and  Ion  giveaways.  It's 
highlighting  the  brand's  down-home  na- 
ture by  offering  test  drives  of  the  L-Se- 
ries  sedan  and  Vue  suv  at  minor  league 
baseball  games  in  28  cities.  And  it's  tak- 
ing the  Ion  on  the  road  with  rockers 
The  Goo  Goo  Dolls. 

Marketed  right,  these  new  models 
could  do  much  to  rehabilitate  Saturn. 
"The  brand  isn't  strong  now,  but  new 
product  changes  that,"  says  James  N. 
Hall,  vice-president  of  consultancy  Auto- 
Pacific  Group  Inc.  But  only  if  GM  stays 
committed.  Lutz  insists  Saturn  won't 
drop  off  the  radar  this  time.  "It's  a 
brand  that  can  and  will  be  grown,"  he 
vows.  GM  can't  afford  to  lose  another 
decade  before  getting  around  to  it. 

By  David  Welch  in  Detroit 
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LOOK  WHO'S  THROWING 
HIS  WEIGHT  AROUND 

Star  media  fund  manager  Gordon  Crawford  is  plenty  fed  up 


v^r 


By  late  August,  Gordon  Crawford, 
one  of  the  media  world's  savviest 
investors,  had  had  enough.  As  the 
chief  media  stockpicker  for  Los  An- 
geles-based money-management 
firm  Capital  Research  &  Man- 
agement Co.,  Crawford  had 
watched  Capital's  stake  in  AOL 
Time  Warner  Inc.  lose  $500 
million  in  value  in  a  single 
month.  That  was  on  top  of  the 
$7  billion  that  went  poof  the 
previous  year. 

Now  AOL  shares  were  getting 
slammed  yet  again  over  alleged 
accounting  irregularities  at  its 
America  Online  Inc.  unit.  In 
a  New  York  meeting  with 
AOL  Chairman  Stephen  M. 
Case,  Crawford's  message 
was   blunt:    Resign.    Of 
course,  Case  has  resis- 
ted— so  far,  anyway.  An 
AOL       Time       Warner 
spokesman  declined  to 
comment  on  the  meet- 
ing. "Case  is  hated  in 
his  own  company  by 
executives         whose 
stock    options    have 
lost  fortunes,"  says  a 
source  with  knowl- 
edge of  the  meeting. 
"Gordie     felt     AOL 
won't  turn  around 
until  he's  gone." 

No  doubt  about 
it — Crawford,  whose 


IMPATIENT 
$10  billion  has 
vanished  from 
Gordon's  port- 
folio since 
June,  2001,  so 
he's  demanding 
change  at  AOL 
and  elsewhere 


moves  in  and  out  of  media  stocks 
been  widely  watched  and  emulated 
three  decades,  has  been  throwing 
weight  around.  The  boyish-looking 
year-old  is  usually  reserved  and  lc 
key,  with  a  penchant  for 
complex  financial  documents, 
having  invested  billions  in  tl 
sector — holding  stakes  as  lail 
as  6%  of  shares  outstanding| 
such  giants  as  AOL,  Viacom, 
News  Corp. — Crawford  is  sti 
gling  with  the  worst  slump  j 
media  stocks  in  a  dec 
(table,  page  84). 
five  largest  hole 
have  lost  more 
$10  billion  in 
ue     since     Ji 
2001,  accor 
filings. 
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Even  before  unloa 
ing  on  Case,  Crawfo 
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muscle  across  his  po: 
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COULDA,  WOULDA,  SHOU 
THE  THREE  SCARIEST  WORDS 
FOR  ANYONE  WITH  AN  ANNUITY. 


e  last  thing  you  want  is  to  look  back  on  a  missed  investment  opportunity.         fidelit 

h  is  why  you  should  let  Fidelity'  help  you  get  the  most  out  of  your  annuity  from 

j  /ithout  paying  more  than  you  have  to.  Call  1 .800.544.471 3  today  for  a  compli-  35  lf, 


i 

<ary  consultation.  Because  you're  not  just  invested.  You're  personally  invested.™  I  low  fees,  no  surrender  charge 


GUIDANCES  TOOLS 
FROM  A  FIDELITY  SPECIALIST 


35  INVESTMENT  CHOICES 


TRANSFER2  YOUR  ANNUITY  TAX  FREE  TODAY,  CALL  1.800.544.4713 


800.544.4713 


FIDELITY.COM 


88  INVESTOR  CENTERS 


Fidelity 


investments 


delity  refers  to  Fidelity  Investments  Life  Insurance  Company  and  in  NY,  Empire  Fidelity  Investments  Life  Insurance  Company. 

sferring,  check  with  your  current  annuity  provider  to  see  if  it  will  assess  a  surrender  charge. 
nent  Reserves  has  a  0.80%  annual  annuity  charge.  Variable  annuity  values  and  investment  returns  will  fluct 

when  money  is  withdrawn. 7  counts  withdrawn  prior  to  age  59#  may  be  subject  to  a  10%  p  For  more  information, 

ng  charges  and  expenses,  call  1.800.544.4713  for  a  free  prospectus.  Please  read  it  carefully  before  investing  or  sending  money 
y  Annuity  Specialists  are  licensed  annuity  agents.  Fidelity  Retirement  Reserves  (policy  form  no.  NRR-96100,  et  al.)  is  issued  by 
stments  Life  Insurance  Co.  For  NY  residents,  Retirement  Reserves  is  issued  by  Empire  Fidelity  Investments  Li  ce  Co.,  NY,  NY. 

;  Brokerage  Services,  Member  NYSE,  SIPC,  Fidelity  Insurance  Agency,  Inc.  and  Fie  :.tments  Insurance  t  :.  are 

ributors. 
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OPEN  INFRASTRUCTURE 

INTEGRATION 
PLAY 


1]  In  the  game  of  e-business,  increased  speed  to  market 
never  goes  out  of  style.  With  a  seamless  infrastructure  b.j 
on  open  standards,  you  can  be  a  supply  chain  all-star. 

2]  IBM  has  end-to-end  open  e-business  infrastructure  solu| 
to  help  you  integrate  your  systems  with  your  vendors, 
suppliers,  buyers  and  customers.  So  they  can  connect  i 
you  inside  and  out.  Openness.  It's  what's  "in." 

3]  For  more  Winning  Plays,  visit  ibm.com/e-business 


@  business  is  the  game.  Piay  to  win: 


FIRST 
MARKET 


FIRST 

(AND  POSSIBLY  ONLY) 

TO  WEAR  IT 


Media 


BEHIND  THE  SCENES 


JOHN  RIGAS 

Crawford  urged 
cable  company 
Adelphia  to 
replace  Rigas 
with  Leonard 
Tow.  The  board 
said  no. 


Adelphia  investor.  That  was  after  Adel- 
phia revealed  accounting  irregularities 
that  eventually  led  to  the  indictment  of 
three  members  of  the  founding  Rigas 
family.  At  the  time,  Capital  owned  4.8% 
of  Adelphia  and  faced  losing  its  entire 
$160  million  investment  as  the  company 
lurched  toward  bankruptcy.  Crawford's 
camp  lost  out  when  Adelphia  named 
board  member  Erland  E.  Kailbourne,  a 
boyhood  friend  of  Rigas  patriarch  John 
Rigas,  as  ceo.  Adelphia  officials  declined 
to  comment. 

As  with  most  money  managers,  Craw- 
ford's ultimate  weapon  is  to  dump  his 
shares.  That's  exactly  what  he  did  last 
year  as  problems  began 
to  mount  at  Disney  and 
Crawford  became  dis- 
enchanted with  ceo 
Michael  D.  Eisner's 
leadership.  Crawford 
liquidated  Capital's  en- 
tire Disney  holdings, 
selling  nearly  66  million 
shares  that  had  been 
worth  $1.9  billion  in 
early  2001.  That  sent 
Shockwaves     through 


MICHAEL  EISNER 

Crawford  voted 
with  his  feet  by 
selling  off  his 
entire  Disney  .. 
holdings, 
66  million 
shares,  last  year. 


John  C.  Malone  among  his  close  friends. 
Ted  Turner  is  a  fly-fishing  partner,  and 
Crawford  was  among  the  confidants  who 
encouraged  Turner  to  sell  his  company 
to  Time  Warner  in  1996.  Today,  Turner, 
the  largest  individual  AOL  shareholder,  is 
waging  his  own  battle  inside  the  AOL 
boardroom  to  oust  Case,  winning  allies 
such  as  director  and  Hilton  Hotels  ceo 
Stephen  F.  Bollenbach,  say  sources. 
"Having  Gordie  take  the  lead  is  forcing 
other  large  investors  to  make  the  same 
calls  to  Case,"  says  a  Crawford  associate. 
Some  of  those  other  large  investors 
keep  a  close  eye  on  Crawford  because  of 
his  strong  industry  connections  and  en- 


GORDIES  BLUES 


Big-time  shareholder  Gordon  Crawford's  Capital  Re- 
search &  Management  Co.  owns  vast  stakes  in  some 
of  the  biggest  media  companies  whose  shares  have 
been  hammered  so  far  this  year.  Here's  a  tally: 


VIACOM 


COMPANY /TICKER  SYMBOL 


CAPITAL'S 
SHARES* 

MILLIONS 


%0F 

OUTSTANDING 

SHARES 


STOCK'S 
PERFORMANCE 
YEAR-TO-DATE 


VIACOM  (B  SHARES)   VIA         100  6  -4% 

AbniMEWARNER   AOL 191 475 -6l" 


the  investor  community  NEWS  CORP.  (ADRs)   NNS  23  4.4  -37.5 

and    prompted    other  CLEAR  CHANNEL   CCU  35  5.7  -27 

large      investors      to  USA  INTERACTIVE    USAI  33  8.7  -25 

lessen  their  positions, 


exacerbating  Disney's  *As  ot  June' 2002 
stock  woes.  "Gordie  thinks  Michael  has 
to  go,"  says  a  source  close  to  the  money 
manager.  "He's  voting  with  his  feet." 
Crawford's  moves  so  unnerved  Disney 
execs  that  he  had  to  assure  them  in 
a  recent  call  that  he  wasn't  involved 
with  dissident  Disney  board  member 
Stanley  P.  Gold  in  any  sort  of  coup  to 
oust  Eisner. 

Such  hard-edged  tactics  are  unusual 
for  Crawford,  who  has  mostly  spent  his 
31  years  at  Capital  nurturing  his  ties 
to  media  brass.  A  regular  at  investment 
banker  Herbert  Allen's  annual  Sun  Val- 
ley (Idaho)  mogulfest,  Crawford  plays 
golf  with  Yahoo!  Inc.  Chairman  Terry 
S.  Semel  and  counts  Barry  Diller  and 


Data:  Bloomberg  Financial  Markets 

viable  track  record.  "He's  a  great  sound- 
ing board,"  says  former  Seagram  Co. 
Chairman  Edgar  Bronfman  Jr.,  who 
sought  Crawford's  counsel  after  buying 
Universal  Pictures  in  1995.  "He's  a 
straight  shooter,  honest,  and  he  knows 
everything  that  is  going  on  in  media." 
The  son  of  the  chairman  of  Bowery  Sav- 
ings Bank,  native  New  Yorker  Craw- 
ford earned  his  MBA  from  the  Universi- 
ty of  Virginia.  He  was  among  the  first 
to  realize  the  money  that  could  be  made 
from  licensing  old  movies  and  TV  shows, 
making  a  large  killing  after  investing 
in  library-rich  mca  in  the  mid-1970s.  He 
amassed  large  stakes  in  cable  compa- 
nies in  the  '70s,  when  broadcasters  first 


STIVE  CASE 

In  late  August, 
Crawford  flew  t] 
New  York  to 
meet  with  AOL 
Chairman  Case  I 
His  message: 
Resign. 


started  losing  viewers  to  cable  operatl 
like  Tele-Communications  Inc.  and  Ccl 
cast  Corp.,  but  got  out  of  many  of  thl 
late  last  year  as  satellite  TV  began! 
siphon  off  cable  customers.  (He  s| 
holds  28.5  million  Comcast  shares). 

Crawford's  clout  is  unusual  in  monl 
management  circles.  He  runs  only  21 
the  29  funds  in  Capital's  Americl 
Funds  Group  but  serves  as  media  ai 
lyst  and  helps  on  investment  decisicl 
for  others.  With  media  stocks  hit  ha 
this  year  by  slow  ad  sales  and  otl 
problems,  four  of  the  five  Americl 
funds  with  large  media  holdings  hJ 
fallen  behind  peers,  according  to  mutii 
fund  rater  LI 
per     Analytij 
Services  Inc. 
No      worn 
Crawford 
been  antsy, 
this  is  just 
latest   round 
activism.  In  19| 
he     refused 
vote      Capiti 
shares  in  fa\l 
of  CBS  Chairrrl 
Laurence 
Tisch's   slate 
directors.  Aftl 
that    bruisi 
fight,  Tisch  s| 
the  network  to  Westinghouse  Corp. 
1996,  Crawford  blasted  Cablevision  S;| 
terns  Corp.  for  buying  Madison  Sqm 
Garden  and  Radio  City  Music  Hall, 
sets  he  feared  would  divert  the  Long 
land  company  from  its  core  business  I 
Pushing  Case  to  leave  AOL  won't  li]| 
ly  be  as  simple.  Crawford  bought 
more  AOL  shares  in  July,  just  before  t| 
accounting  problems  surfaced.  His 
tal  is  now  over  200  million  shares,  1| 
many  to  quickly  liquidate  Capital's 
sition.  So  Crawford  is  keeping  the  prl 
sure  on  Case  to  bow  out  on  the  grourl 
that  he  no  longer  inspires  the  troops  | 
himself  included. 

By  Ronatd  Grover  in  Los  Ange  I 
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The  flat  out  clear  ch 


wisevjew  at  any  angle. 


Now  you  can  get  distortion  free  viewing  1 .8"  to  40" 
displays  with  outstanding  clear  resolution.  The  choice 
is  clear.  The  choice  is  wisevjew  digital  displays  by 
Samsung. 

wiseview  technology  that's  ahead  of  its  time.  Every 
TFT-LCD  visual  display  on  a  cell  phone,  notebook, 
monitor,  PDA,  LCD  TV  or  game  with  the  wiseview   logo 


has  the    reliability,  clarity  and  quality  that 
expect  from  Samsung. 

wiseview  from  Samsung.  When  you're  looking  for  the 
perfect  view,  look  for  the  wisevjew  logo.  It's  flat  out  the 
clear  choice. 

For  more  information,  visit  us  at 
www.samsungTFTLCD.com 


isev;ew  is  a  trademark  owned 
r  Samsung  Electronics  Co.  Ltd. 
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The  Citi.®  AAdvantage*  credit  card.  Get  more  out  of  life. 

Whether  you  want  to  surf  the  perfect  wave  in  Oahu  or  observe  Ufe  through 

a  cafe  window  in  Paris,  we  believe  you  ought  to  get  there  easily.  And  with 

American  Airlines  and  the  oneworld'"  alliance,  we  can  get  you  almost  anywhere. 

What's  more,  with  no  blackout  dates  on  award  seats*  and  miles  that  may  never  expire,**  the  Citi*  AAdvantage" 

credit  card  can  help  get  you  there  almost  anytime.    1-800-FLY-4444    www.citibank.com/aadvantage 
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Business  Travelers  Enjoy  the 
View  from  the  Driver's  Seat 

Travel's  'Best  Customers'  Take  Over 


A   s  the  travel  industry  limps  along,  one  thing  has 

/_\  become  increasingly  clear:  The  people  driving 

_l.    jL  the  bus ...  are  us.  We  business  travel  consumers 

have  discovered  new  muscle  in  our  always-complicated 

relationship  with  the  providers  of  travel  services. 


While  low-fare  carriers  such 
as  Southwest,  AirTran  and 
JetBlue  are  thriving,  others 
in  the  industry  have  been 
forced  to  take  a  new  look 
at  their  pricing  models,  and 
the  concept  of  customer 
loyalty  —  how  they  earn 
it,  and  how  they  reward  it. 
For  us  consumers,  it's  a 
grand  time.  We're  sitting 
on  $500  billion  of  unre- 
deemed miles.  Blackout 
dates  are  disappearing. 
Free  seats  are  a  bargain 
if  booked  in  advance. 

A  year  ago,  we  were 
cashing  in  miies  for 
anything  but  travel. 
Now,  as  we  return  to 
the  skies  in  healthy 
numbers,  we're  trading 


in  miles  and  points  for  flights 
and  lodging  —  not  a  happy 
trend  for  the  people  who  sell 
that  space,  but  at  least  we're 
back  in  that  space.  To  get  us 
spending  real  dollars,  in  real 
numbers,  the  industry's  leading 
brands  are  seeking  new  ways 
to  define  themselves  as  the 
indispensable  solution  to 
our  personal  problems. 
Loyalty,  in  the  end,  is 
a  feeling  as  much  as 
it  is  a  pot  of  points. 
We're  going  to  spend 
our  money  with  the 
brands  that  make  us 
feel  better. 

In  the  section  that  fol- 
lows, you'll  learn  who's 
doing  what  to  earn  your 
loyalty  —  and  dollars. 
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Bonjour  London.  Welcome  to  tin 
new  Sofitel  St  James  London 
Monsieur  It  Concierge's  efficient) 
Heart  of  London.  Buckingham. 
Trafalgar  Square.  Jermyn  Street 
Smart  rooms,  board  meeting 
rooms.  Bathroom  gifts.  Beautiful 


rooms.  Library,  art  works,  books. 


French  Art  de  Vivre.  Champagne 
bar.     Typically      French,     very 


British.     Historic     architecture. 


Nomelle  cuisine.  Brasserie  Koux. 


High  ttth  commodities.  Business 
trip.  Weekend  escapade.  Tete-a-tete. 
Rendezvous.  French  (lair.  Message. 
massage,  fitness.  Business  everywhere. 


emotions  every  time. 


Paris.  London.  New  York,  Chicago,! 
Washington  DC.  Los  Angeles,  Montreal. 
Geneva,  Brussels,  Madrid.  Kio  del 
Janeiro.  Melbourne.  Tokyo,  Cairo.  Mora 
Bora.  Shanghai.  Buenos  Vires.  Bangkok! 
and  another  IIH)  destinations  to  new  ento- 


Sofitel 

ACCOR  HOTELS  &  RESORTS 


new  emotions 
in  London 


1 

new  hotel  Sofi 
St  James 

itel 

/  ? 


Sotltel  St  James  London  -  6  Waterloo  Plate  -  London  SW1Y  4AN 


Roses 


I 


RESERVATIONS  (USA/ CANADA) :  1800  SOFITEL  (Toll  free)      www.sofitel.com  or  www.accorhotels.com 


?4CCOR  ►     \  worldwide  leader  in  hotels  and 


services. 
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Awash  in  Miles, 

Travelers  Search  for  Redemption 

Abundant  Bonus  Miles  Let  Many  Travelers 
Cut  Travel  Costs  with  Reward  Tickets 


As  airline  after  airline  ponders  a 
possible  stopover  at  Chapter  11, 
business  travelers  couldn't  be 
blamed  for  a  nervous  glance  at  their 
fatted  miles  accounts.  Without  a  flight 
to  book  —  free  or  otherwise  —  what's 
the  value  of  a  miles  plan? 

Good  question.  There's  plenty  of 
value,  and  plenty  of  benefit  for  travel- 
ers, as  airlines  have  turned  to 
enhancing  their  programs  in 
efforts  to  keep  key  customers 
—  and  attract  new  ones. 

In  the  last  year,  for  example, 
frequent  United  Airlines  flyer 
Michael  J.  Rosenberg  has  noted 
"a  marked  improvement  in 
service." 

It  began  with  communi- 
cations to  customers,  both 
in  person  and  electronically. 
And  it  included  extending  elite  status 
to  Mileage  Plus®  members  whose 
travel  dipped  below  threshold  levels 
in  the  wake  of  the  September  1 1 
events.  "Even  the  flight  attendants 
and  crew  seem  more  personable  and 
caring  than  in  the  past,"  Rosenberg 
says.  "This  is  important,  given  all 
of  the  security  and  pre-boarding 
challenges  we  travelers  face." 

These  soft  benefits  are  just  part 
of  the  picture.  In  redeemable  value, 
miles  programs  offer  so  much  value 
that  some  industry  observers  see  the 
extremely  generous  reward  structure 
as  one  piece  of  the  industry's  financial 
problems. 

"Over  the  last  20  years,  people  have 
gotten  better  at  playing  the  game  than 
the  airlines  have  been  at  adjusting  their 


where  the  airlines  turn  to  balance  the 
books.  Right  now,  airlines  are  spendir 
more  on  reward  travel  than  travelers 
are  spending  to  earn  it.  And  the  failut 
of  most  programs  to  set  an  expiratior 
date  on  the  use  of  miles  has  given 
another  enormous  benefit  to  traveler: 
—  frequent  or  otherwise. 

In  a  year  of  soft  economic  news, 
British  Airways  has  used  its  Executiv 
Club®  to  boost  the  TLC  factor  for  its 
best  customers.  Renee  Levine,  directo 
of  relationship  marketing,  says  the  a 
line  responds  to  any  travel  disruption 
by  sending  a  letter  to  Executive  Club, 
members  —  apologizing  and  offering 
compensation.  "A  couple  thousand 
miles  and  up,  depending,"  Levine  say 
That's  for  adults.  Kids  12  and  under  g 
a  teddy  bear. 

When  the  airline  notices  that  a  clu  j 
member  hasn't  been  flying  as  much, 
someone  will  call  to  ask  if  anything  is 
wrong.  "Most  people  are  surprised  th; 
we  noticed,"  she  says.  Another  pro- 
gram, called  Special  Rewards,  delive§*.v 
unexpected  gifts  to  the  airline's  best 
customers,  "to  say  'thank  you'  and 
that  we  recognize  their  loyalty,"  Levir 


__luef  and  plenty  of  benefit  for  travele 
as  airlines  have  turned  to  enhancing  their  programs  in 
efforts  to  keep  key  customers  —  and  attract  new  ones., 


programs,"  says  Hal  Brierley,  chair- 
man of  Brierley  &  Partners  in  Dallas,  one 
of  the  original  architects  of  American 
Airlines'  AAdvantage®  program.  Increas- 
ingly, people  are  using  miles  to  avoid 
buying  a  full-fare  ticket. 

Combined  with  business  travel  fare 
wars,  it's  a  great  time  to  be  a  road  war- 
rior. Everything  they  buy  carries  a  fat 


■ 


bonus  of  miles.  But  there's  a  caveat. 
When  it  comes  to  spending  miles, 
options  abound.  However,  when  it 
comes  to  redeeming  miles  on  reward 
travel,  availability  and  price  are  at  a 
premium.  The  base  award  level  has 
crept  up  to  25,000  to  30,000  miles 
under  the  stratagem  of  removing 
blackout  dates.  Miles  programs  now 
have  less  to  do  with  actual  miles  flown 
than  with  spending  through  affiliated 
services  such  as  credit  cards,  cell 
phones  and  online  booking. 
How  long  can  it  last?  Depends  on 


says.  Here's  how  major  frequent  fly*  >: 
programs  are  fine-tuning  the  travel 
experience  for  you. 


■  - 

hi 


AeroMexico  (Club  Premiere®) 
Through  the  end  of  the  year,  AeroMexic 
is  announcing  monthly  specials  for  Clu 
Premiere  members.  Fly  once  every 
two  years,  for  example,  and  miles 
never  expire.  Clase  Premiere  (First 
Class)  flyers  can  earn  a  50  percent 
miles  bonus  on  international  flights 
easy  through  AeroMexico's  affiliation 
with  the  SkyTeam  alliance.  To  learn 


!nore,  or  to  earn  4,000  Premier  Miles 
vith  a  first  purchase  and  1,000  miles 
vith  each  subsequent  online  ticket 
Purchase  through  October  31,  click  on 
vww.aeromexico.com/. 

Kir  France  (Frequence  Plus®) 

o  reward  its  top  customers  for  buying 

premium  ticket,  from  October  15 
hrough  December  1 5,  2002,  Air  France 

offering  fat  bonuses.  Passengers  in 
business  Class  (L'Espace  Affaires)  earn 
i  bonus  of  5,000  miles  per  transatlantic 
bg  of  travel.  Flyers  in  First  Class  (L'Espace 
(remiere)  earn  7,000  miles  per  transat- 
antic  leg.  With  other  bonus  opportuni- 
ies,  someone  flying  round-trip  Business 

lass  between  New  York  and  Paris  this 

fall  could  earn  7,280  base  miles,  3,640 

nore  for  the  50  percent  Business  Class 

i .  onus,  7,280  more  for  the  100  percent 

jonus  to  Elite  Plus-level  flyers,  and 

0,000  Fall  bonus  miles.  That  comes  to 
(8,200  miles  —  from  one  round-trip 
light.  That  puts  Frequence  Plus  mem- 
bers well  on  the  way  to  the  50,000 
liles  needed  to  earn  a  free  round-trip 
icket  between  France  and  the  U.S. 
'earn  more  at  www.airfrance.com/us/. 

i\\  Nippon  Airways  (Mileage  Club®) 
hrough  October  31,  members  of  ANAs 
/lileage  Club  can  add  a  quadruple-mile 
onus  of  2,000  miles  every  time  they 
tay  at  any  of  four  participating  Star- 
wood hotels  in  Japan.  Travelers  booking 
Doms  in  advance  at  the  Sheraton  Hotel 
;  apporo,  the  Westin  Miyako,  the  Hotel 
;yoto  or  the  Sheraton  Grande  Ocean 
:esort  will,  in  addition  to  the  bonus,  get 
0  to  30  percent  off  the  standard  room 
ate.  To  book  a  room,  call  Starwood  at 
■88-625-5144  and  mention  rate  plan 
-  NHSUM."  And  if  you're  flying  within 
j  apan,  check  ANAs  discounted  business 
i  ares  at  http://  svc.ana.co.jp/eng/. 

American  Airlines  (AAdvantage®) 
5  Vith  a  grand  prize  of  100,000  AAdvan- 
n  age  miles  to  sweeten  the  pot,  Marriott 

'acation  Club  International's  All-Amer- 


ican  Adventure  Sweepstakes  offers  load 
even  for  runners-up.  The  grand-prize 
winner  can  spend  the  miles  for  four 
round-trip  tickets  to  take  the  family 
to  Williamsburg,  Orlando,  Branson  or 
Palm  Desert  —  or  stash  them  for  future 
business  travel.  An  American  Tourister 
luggage  set  and  Hertz  car  rental  are 
included.  Five  first-prize  winners  get 
25,000  Marriott  Rewards00  points,  and 
five  second-prize  winners  get  25,000 
AAdvantage  miles.  To  enter  (no 
purchase  necessary),  go  online  to 
www.vacationclub.com/vc/partners/ 
and  click  on  the  sweepstakes  link. 

Delta  Air  Lines  (SkyMiles®) 
After  eliminating  blackout  dates 
earlier  this  year,  Delta  continued  to 
offer  double  miles  with  users  of  its 
SkyMiles  charge  card  from  American 
Express.  For  flyers  who  still  don't 
have  enough  miles  in  the  bank, 
Delta  now  lets  you  go  online  and  buy 
miles  at  www.delta.com/buymiles/. 
Corporations  can  buy  miles  in 
blocks  of  60,000  or  more  to  use  as 
incentives.  Individuals  can  top  off 
their  tank  with  blocks  of  1,000  miles 
or  more.  When  it's  time  to  spend, 
SkyMiles  members  can  go  online  at 
www.delta.com/award-ticket  to  see 
available  seats  and  book  free  travel. 


JetBlue  Airways  (TrueBii 
Spinning  a  new  variation  on  the 
theme  of  "flight  credit"  awards 
programs,  earlier  this  year,  JetBlue 
rolled  out  a  loyalty  program  that 
matches  the  payback  to  the.  length 
of  flight.  Flights  are  rated  short, 
medium,  or  long.  For  a  short  flight, 
passengers  earn  two  credits  each 
direction.  For  a  medium  flight,  a 
round-trip  earns  eight  points.  And 
a  long  trip  earns  six  out,  six  back. 
When  your  account  hits  100  points 
in  a  year,  you  get  a  free  flight  —  and 
a  year  to  use  it.  Interested?  Check  out 
www.jetblue.com/. 

Lufthansa  (Miles  &  More 
Miles  &  More  members  couldn't  be 
blamed  for  thinking  Lufthansa  is  in  a 
"family  way"  these  days.  It's  changed 
rules  to  let  program  members  share  flight 
and  upgrade  awards  with  friends-and 
acquaintances.  And  program  members 
don't  have  to  accompany  the  recipient 
of  the  reward.  Maternity  leave  also  car- 
ries extra  benefits  —  extended  elite 
status.  Miles  &  More  members  who  have 
achieved  Senator  and  Frequent  Traveller 
status  but  need  to  take  a  baby  break 
can  simply  show  a  birth  certificate,  and 
Lufthansa  will  automatically  extend  their 
status  one  year.  To  learn  more,  stop  over 
at  www.lufthansa.com/. 

Malaysia  Airlines  U 

More  than  1.5  million  ir 
travelers  responding  to  a  poll  by  Skytrax 
Research  of  London  recently  agreed 
the  cabin  staff  of  Malaysia  Airlines  deliv- 
ers the  best  service.  Before  and  after 
the  flight,  too.  For  first  and  business 
class  passengers  booked  on  flights 
originating  in  North  America,  Malaysia 
Airlines  will  provide  a  complementary 
chauffer  and  car  to.  and  from  points 
within  40  miles  of  the  airport.  The  service 
is  worth  about  $150.  When,  you  call  to  ask 
for  a  ride,  the  airline  will  tell  you  if  there 
will  be  any  extra  cost.  Get -details,  at 
www.malaysiaairlines.com/frame7.html/. 
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To  Survive  and  Serve, 

Airlines  Share  Codes  and  Miles  Plans 

Expanding  Alliances  and  Proposed  New  Partnerships 
Show  Desire  to  Offer  Seamless  Global  Ticketing 


Welcome  to  the  age  of  the 
global  airline.  First  organized 
in  the  mid-1990s,  the  formal 
alliances  of  several  airlines  have  matured 
into  something  closely  resembling  a 
single  carrier,  a  long  way  from  the  days 
when  they  were  little  more  than  glorified 
code-share  arrangements. 

Look  to  the  technical  advances 
serving  network  travelers.  Star  Alliance® 
members  have  linked  their  computer 
systems  and  created  a  consolidated 
awards  program  called  Star  Alliance 
Rewards. 

A  Mileage  Plus®  member,  for  exam- 
ple, can  now  call  a  United  agent  who 
will  use  a  feature  called  Redemption 
Availability  and  Sell,  to  book  a  single 
reward  itinerary  connecting  any  of  the 
14  member  airlines. 

As  U.S.  carriers  tweak  the  service 
side  of  the  business,  alliance  travel  is 
introducing  American  travelers  to  inter- 
national carriers  consistently  rated  among 
the  best  in  the  world.  In  a  recent  poll  by 
Skytrax  Research  of  London,  U.K.,  travel- 
ers rated  oneworld®  partner  Cathay 
Pacific  and  Star  Alliance  members  Sin- 
gapore Airlines,  Air  New  Zealand,  Thai 
Airways  and  Austrian  Airlines  among 
the  world's  10  best  for  cabin  service. 

Technical  advances  smoothing  links 
between  airlines  also  help  alliance  mem- 
bers save  costs.  The  ability  to  carry  status 
across  all  member  airlines  means  more 
than  miles.  It's  about  access  to  execu- 
tive clubs,  it's  about  upgrades,  and  it's 
about  the  sense  that  all  those  miles 
mean  something. 

Here's  a  view  of  the  new  shape  in 
airline  alliances. 


Northwest  (World Perks®) 
Continental  (OnePass®) 
Delta  Airlines  (SkyMiles®) 
In  August,  Northwest  and  code-share 
partner  Continental  joined  Delta  in 
rolling  out  plans  to  create  a  code-share 
alliance.  If  approved  by  federal  regula- 
tors, the  alliance  would  let  each  carrier 
sell  travel  on  the  others,  extending  their 
effective  reach.  The  three  U.S.  carriers 
say  they  want  to  let  miles  program  mem- 
bers earn  and  stash  miles  in  accounts 
of  their  choice. 

They  also  want  to  allow  redemptions 
with  partner  airlines,  but  details  are 
still  being  ironed  out.  The  deal  opens 
the  door  to  future  membership  by 
Northwest  and  Continental  in  the  ' 
SkyTeam®  alliance,  of  which  Delta  was 
a  founding  member. 

oneworld® 

(www.oneworld.com) 
The  eight  member  airlines  of  the 
oneworld  alliance  have  created  new 
travel  packages  that  let  flyers  create 
global  or  regional  itineraries  at  fixed 


As  U.S.  carriers  tweak  the 
service  side  of  the  business, 
alliance  travel  is  introducing 
American  travelers  to 
international  carriers 
consistently  rated  among     4) 
the  best  in  the  world. 


cost.  The  oneworld  Circle  Trip  Explon 
derives  from  the  oneworld  Explorer 
program,  which  provided  circum  glo 
bookings.  The  Explorer  program  lets 
people  visit  several  continents,  witho 
circling  the  globe. 

Prices  vary,  depending  on  the  num 
ber  of  destinations  and  class  of  travel, 
just  as  it  is  with  the  new  oneworld  Circ 
Pacific  program  for  travelers  who  want 
to  fly  to  nations  served  by  partner  air- 
lines on  either  side  of  the  Pacific  Ocear 


United  Airlines  (Mileage  Plus®) 
US  Airways  (Dividend  Miles®) 
United  and  US  Airways  tried  sharing 
the  same  brand  a  year  ago,  and  that 
didn't  work,  so  now  they  have  agree( 
to  share  ticketing  codes.  The  result? 
A  virtual  merger,  which  will  allow 
travelers  in  either  airline's  miles  pro- 
gram to  cache  and  carry  credits  from 
flights  with  the  other. 

But  because  the  programs  remain 
independent,  members  of  Mileage 
Plus  and  Dividend  Miles  will  have  to 
choose  where  they  stash  the  miles 
they  earn.  They  can't  combine  miles 
from  separate  accounts  into  one, 
fatter  pot.  The  code-share  deal  simpl 
expands  the  reach  of  each  carrier, 
and  the  ability  of  frequent  travelers 
to  accumulate  miles  —  and  suppor 
elite  status  benefits. 


V. 
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:nly  Hilton  HHonors  gives  you  aMine  HlileS 

j  and  hotel  points, 

id  other  rewards  programs  an  inferiority  complex. 

vmat  makes  Hilton  HHonors®  rise  so  far  above  the  rest?  It's  the  only  hotel 
awards  program  that  lets  you  Double  Dip*— to  earn  both  Points  &  Miles™  for  the 
ame  stay,  at  more  than  2,300  hotels  worldwide.  Which  means,  unlike  other 
[rograms,  HHonors  doesn't  make  you  choose.  In  fact,  we'll  even  let  you  convert 
oints  to  miles-or  vice  versa.  It  all  adds  up  to  a  superior  program.  Become  an 
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Honors  member  or  make  reservations  by  calling  1-800-HHONORS,  or  earn  scanpTc 


..®, 


i  extra  1,000  bonus  points  by  enrolling  online  at  hiltonhhonors.com.  ThcHiltonlainiiv 
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getting  a  good  deal,  and  playing  on  o 
heartstrings  to  keep  us  coming  back. 
When  Fairmont  Hotels,  the  small 
chain  of  39  luxury  hotels,  re-launched 
its  President's  Club  program  nearly 
three  years  ago,  it  didn't  base  it  on 
points.  Yes,  Fairmont  lets  us  earn  goH 
and  ski  passes,  food,  beverage  and 

Your  Frequent  Hosts  are  Getting  to  Know 

All  About  You 

HJWi* JV  -  j\ « •  *'    »                                                         zj£L                        t 'V \  • -ySi Aflfc^T '%^BHt 

Hotels  Still  Offer  Points  and  Miles, 
But  Add  Personal  Service  Touches 

X^v  n  the  road  this  year,  we  frequent     practice  at  The  Forum  Corporation 
f      1  travelers  have  been  nothing  if       agrees.  "If  a  loyalty  program  is  the  only 
\^r  not  emotional.  So  it's  appropri-       thing  a  firm  is  using  to  gain  loyalty,  they 
ate  that  hotels  are  spending  as  much         might  not  get  the  outcome  they  want, 
time  thinking  about  how  we  feel  as        The  loyalty  card  is  a  surrogate  for  a  price 
they  are  about  how  many  points          promotion.  Where  we  see  them  working 
we're  earning.                                          well  is  when  they're  part  of  a  program 

room  awards,  but  the  big  thing  is 
recognition.  The  company's  computer 
system  lets  it  track  our  every  heart's 
desire  at  any  hotel,  so  what  we  wants 
in  New  York  (such  as  sushi  at  1 1  p.m 
or  the  Wall  St.  Journal  at  6  a.m.)  will 
be  waiting  for  you  when  you  visit  thJ 
San  Francisco  property. 

Keeping  track  of  guests'  every  desi 

To  get  at  what  really  makes  us  loyal, 
hotels  are  turning  to  companies  such 
as  Market  Metrix,  a  San  Rafael,  Cali- 
fornia, customer  satisfaction  market 
research  firm  that  launched  the  Market 
Metrix  Hotel  Index  last  year.  The  MHMI 
is  based  on  interviews  with  30,000 
hotel  guests  each  quarter  and  measures 
16  feelings,  from  comfortable, 
welcome  and  secure,  to  hip  and 
cool.  The  authors  of  the  index 
believe  a  guest's  emotions  during 
a  hotel  stay  are  critical  compo- 
nents of  satisfaction  and  loyalty. 

Not  surprising,  our  sense  of 
comfort,  relaxation  and  security 
went  down  significantly  —  even 
at  our  favorite  hotels  —  after 
September  11,  2001.  "There 
were  some  cutbacks  in  the  indus- 
try in  services  due  to  economic 
reasons,  bjt  that  kind  of  drop 
can't  be  chalked  up  to  that," 
says  Dr.  Jonathan  Barsky,  Market 
Metrix  partner  and  University  of 
San  Francisco  professor.  Surpris- 
ingly, the  ratings  of  loyalty  program 
members  dropped  even  further 
than  for  guests  overall.  Why?  "Well, 
that  tells  me  the  programs  are 
not  addressing  these  critical  emo- 
tional components,"  says  Barsky. 

Joe  Wheeler,  executive  vice  presi- 
dent of  the  customer  experience 


that  drives  customers'  experience.  Loyalty 
occurs  when  there's  a  strong  emotional 
engagement  between  products  and 
services  and  the  guest." 

Thankfully,  many  hotels  are  looking 
beyond  customers'  passing  interest  in 


can  get  complicated  when  you  have  o\| 
1 3  million  members  in  your  frequent  gu( 
program.  Just  ask  Jeff  Diskin,  presider 
and  COO  of  Hilton  HHonors  worldwic 
HHonors  members  will  book  more  thc| 
30  million  room  nights  this  year. 


yalty  occurs 
'hen  there's  a 
trong  emotional 
engagement  between 
products  and  services 
and  the  guest. 


"Our  philosophy  is  that  different 
groups  are  motivated  by  other  thing 
—  some  by  miles,  some  by  recognitic 
some  amenities,"  Diskin  says.  "The  mc 
they  stay  with  us,  the  more  we  learn 
about  them,  the  more  we  can  tailor 
the  benefits  and  offerings  for  them." 
As  even  frequent  travelers  stuck  clos 
to  home  this  year,  Hilton  put  its  gue 
information  to  work,  sending  e-ma 
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WIRELESS  E-MAIL 

BUILT  AROUND 

YOUR  BUSINESS. 


XPRESS  MAIL1 

Whatever  the  size  of  your  company,  Cingular  Wireless 
offers  a  robust  portfolio  of  Xpress  Mail  solutions  that 
offer  on-the-go  access  to  your  vital  corporate  informa- 
tion. The  best  part  of  our  solutions?  Each  one  is  simple 
to  use  and  easy  to  manage. 

Our  new  Xpress  Mail  GoodLink  Edition  provides  a  syn- 
chronized wireless  connection  with  Microsoft  Exchange 
Server*  so  you're  always  up  to  speed  with  the  ability  to 
read  and  view  attachments  on  the  go.  Additionally, 
with  our  "touch-it-once"  simplicity,  any  updates  on 
your  wireless  handheld  are  mirrored  on  the  desktop. 


Xpress  Mail  Network  Edition  is  also  easily  deployable, 
eliminating  the  need  for  software  or  hardware  installation 
while  maintaining  control  and  security.  The  solution 
works  over  a  wide  array  of  phones  and  devices  so 
you're  connected  to  your  corporate  e-mail  in  real-time. 

Cingular  provides  wireless  voice,  data,  e-mail  and 
interactive  services  to  almost  half  the  Fortune  1000. 
With  nearly  10  million  e-mails  securely  sent  over  the 
Cingular  network  each  day,  you  can  trust  Cingular  to 
handle  your  business  needs.  Call  1-877-330-7577  or 
visit  cingular  com/business. 
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X  cingular 


WIRELESS 


1-877-330-7577      www.cingular.com/business 


What  do  you  have  to  say?' 
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offers  for  special  rates  at  properties  just 
a  drive  away  from  frequent  guests. 

If  points  and  miles  are  what  it's  all 
about  for  you,  there  are  still  plenty  of 
fabulous  rewards  out  there.  Starwood 
(brands  include  Sheraton,  Westin  and 
W  Hotels)  was  voted  number  one  in 
hotel  loyalty  programs  in  the  country 
for  the  third  year  in  a  row  at  this  Spring's 
Freddie  Awards.  No  blackout  dates, 
no  capacity  controls,  and  plenty  of 
emotional  rewards,  too. 

Here  are  other  places  —  and  reasons 
—  to  stay: 

Hilton  Hotels  (Hilton  HHonors®) 
Hilton  is  making  it  especially  easy  this 
year  to  earn  points  and  spend  them, 
including  at  five  new  Hampton  Inn  hotels 
in  New  York  City.  Make  your  reservations 
online  at  www.hiltonhhonors.com/ 
and  earn  500  Hilton  HHonors  bonus 
points,  between  now  and  December 
31,  2002.  And  with  those  extra  points, 
shop  and  earn  with  HHonors  this 
holiday  season.  From  now  through 
January  31,  2003,  shop  with  HHonors 
and  earn  10  HHonors  bonus  points  per 
dollar  spent,  plus  an  exclusive  15  percent 
or  more  off  the  retail  price  on  over  300 
items  from  40  name  brands.  HHonors 
members  can  shop  online  by  simply 
visiting  www.ashford.com/hhonors/. 

Hyatt  (Gold  Passport®) 
Hyatt  has  extended  its  "Faster  Free 
Nights"  promotion.  When  Gold  Passport 
members  pay  with  their  MasterCard, 
they  can  earn  unlimited  free  nights  at 
Hyatt  hotels  and  resorts  worldwide. 
Get  a  free  night  after  every  two  stays 
after  October  1,  redeemable  from 
November  1  through  the  end  of  April 
2003.  Check  out  the  newly  re-launched 
Hyatt  Web  site  at  www.hyatt.com  for 
Internet-only  rates. 

Marriott  Hotels  (Marriott  Rewards®) 
Marriott  will  offer  two  free  weekend 
nights  to  Marriott  Rewards  members 
who  stay  three  times  at  any  Marriott 


W 


Many  hotels  are  looking  beyond  customers'  passing 
interest  in  getting  a  good  deal,  and  playing  on  our 
heartstrings  to  keep  us  coming  back. 


hotel  through  January  31,  2003. 
Register  for  the  "Take  Two"  offer  at 
www.marriottrewards.com/.  And  to 
make  sure  elite  level  members  of 
Marriott  Rewards  get  just  the  room  • 
they  wanted,  just  the  way  they  wanted 
it,  Marriott  will  give  cash  back. 

Sofitel 

(Exclusive  Guest  and  Privileged  Guest) 
Feel  the  need  for  a  little  French  luxury? 
The  Sofitel  group  of  160  sophisticated 
hotels  in  50  countries  is  growing  its 
U.S.  presence.  The  chain,  with  head- 
quarters in  France,  will  open  20  more 
properties  in  five  continents  over  the 
next  two  years.  In  December  of  last 
year,  the  company  launched  a  new 
free  Privileged  Guest  card.  As  a  mem- 
ber, you  will  receive  a  special  welcome 
gift  when  you  arrive.  You  will  receive 
a  double  room  at  single-room  rates, 
and  late  checkout  until  4  p.m.  is  avail- 
able at  no  extra  cost.  For  every  10 
Euros  (about  $8.65)  you  spend,  you 
earn  80  Compliments  Points  at  Sofitel 
hotels.  When  you  have  accumulated 
20,000  Points,  you  can  convert  your 


Points  into  Cheques-Compliments  wor 
200  Euros  (about  $173)  each  on  the] 
price  of  a  stay  at  nearly  2,000  compar 
hotels. Or,  join  Sofitel's  Exclusive  Guesj 
program  for  a  fee  of  230  Euros  (aboi 
$199)  a  year  and  get  up  to  50  perceni 
off  on  standard  room  rates  year-round  | 
at  all  Sofitel  hotels.  (Check  current 
exchange  rates  for  exact  exchang( 
rates.)  The  company  guarantees  its 
Exclusive  Guest  members  will  always  | 
have  a  room  available,  too.  Earn  Cor 
pliments  Points  with  each  stay  and 
use  them  to  buy  even  better  room  rate 
Learn  more  about  these  exciting  hote 
at  www.sofitel.com/. 

Starwood  (Preferred  Guest®) 
Starwood  Preferred  Guest  members 
earn  triple  bonus  frequent  flyer  miles  I 
or  Starpoints  per  each  eligible  stay,  no| 
through  January  31,  2003.  Many  air- 
lines are  participating.  To  learn  which] 
visit  www.spg.com/.  Go  online  to  bocl 
a  stay  at  a  Starwood  property  (includinl 
400  Sheraton  hotels  in  70  countries;! 
through  December  31,  2002,  and  you| 
earn  500  bonus  Starpoints. 
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The  Sheraton  Service  Promise 

Ii  you're  not  entirely  satisfied,  we'll  take  care  of  it.  And 
we'll  make  it  up  to  you  with  an  instant  discount,  points 
for  our  rewards  program,  even  money  back.  And  that's 
a  promise.  Call  8oo-325-3535  or  your  travel  planner. 
Visit  sheraton.com.  Best  rates,  guaranteed. 
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Service  Pr 


STARWOOD 


GUEST 


aton.com  for  complete  detai' 


t  compensation  is  at  the  discretion  ol  hotel  management. 
Iptels  &  Resorts  Worldwide.  Inc. 
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TGCh  nOlOgyAllows  Travelers 

m  rve  Themselves 


w  Us  Better, 
Us  Better? 


The  more  technology  gives 
travelers  the  tools  to  manage 
their  travel,  the  more  they  can 
expect  to  share  in  the  savings  that 
such  technology  will  provide  to  the 
travel  industry.  But  will  they?  In  subtle 
ways,  "yes." 

"I'm  seeing  an  expansion 
of  miles  and  points  programs 
tied  into  online  booking  and 
reservation,"  says  Joe  Sisto, 
a  vice  president  at  the  North 
Highland  Company  in  Atlanta, 
which  works  on  customer  pro- 
grams for  such  clients  as  Air  France, 
Delta  and  Marriott.  "They'll  give 
you  points  and  improved  services, 
as  long  as  you  make  your  own 
arrangements." 

The  battle  from  the  travel 
industry's  perspective  is  for  the 
hearts  and  minds  of  people  who 
aren't  driven  by  price,  aren't  driven 
by  brand,  but  are  driven  by  such 
factors  as  utility,  familiarity  and  service, 
according  to  Sisto.  As  the  industry 
migrates  its  sales  to  the  Internet,  Web- 
based  travel  agencies  —  the  Orbitz, 
Expedia,  Travelocity  models  —  will  be 
looking  for  new  ways  to  compete  for 
actual  bookings  and  repeat  business. 

To  pour  a  few  miles,  points  or  both 
into  your  tank,  or  simply  manage  your 
travel  experience  better,  check  out  these 
opportunities. 

Citibank  AAdvantage  MasterCard 

(www.citibankonline.com) 
Citibank,  which  has  issued  credit 
cards  linked  to  American  Airlines' 
AAdvantage  program  since  1987, 


continues  to  expand  its  offers.  The 
Citi  AAdvantage  World  MasterCard 
now  offers  miles  that  may  never  expire, 
more  reward  seats  to  more  destina- 
tions, and  no  pre-set  spending  limit  to 
hinder  miles  accrual. 


MilePoint.com  (www.milepoint.com) 
Now  this  online  mile  redemption  site 
has  added  mortgage  fees  to  its  list  of 
spending  options.  Through  two  new 
partnerships,  MilePoint.com  users  can 
spend  up  to  25,000  miles  or  points 
toward  up  to  $500  in  closing  costs  or 
financing  with  Chase  Manhattan  Mort 
gage  Corporation  and  CitiMortgage, 
or  whittle  a  quarter-point  off  a  loan 
rate  with  CitiMortgage.  MilePoint 
miles  and  points  can  be  used  from  an^ 
combination  of  participating  frequent 
traveler  programs,  including  Delta  Air 
Lines,  Northwest  Airlines,  Continental, 
Airlines,  US  Airways,  America  West 
Airlines  and  Midwest 
Express  Airlines.  Also 
taking  part  are  American 
Express  Membership 
Rewards  and  Hilton's 
HHonors  program. 


Cingular 

(www.cingular.com) 
Tired  of  leaving  wireless 
minutes  on  the  table? 
With  a  new  policy  it  calls 
Rollover,  Cingular  Wireless 
now  lets  customers  take 
their  unused  minutes 
with  them  —  into  the 


attle  fro 


travel  industry's  perspective  is 
for  the  hearts  and  minds  of  people  who  aren't  driven 
by  price,  aren't  driven  by  brand,  but  are  driven  by  such 
factors  as  utility,  familiarity  and  service. 


This  year,  Citibank  also  rolled  out 
a  debit  card  that  earns  AAdvantage 
miles.  Users  of  the  basic  card,  which 
has  a  $25  annual  fee,  earn  one  mile 
for  every  two  dollars  purchased  with 
the  debit  card,  in  person  or  on  the 
Web,  by  phone  or  mail.  Sign  up  for 
the  Premium  Card,  at  $65  a  year,  and 
earn  a  mile  for  every  dollar  spent. 


next  month  and  beyond.  The  Rollover 
feature  comes  with  any  local  plan 
costing  $39.99  or  more  a  month. 

What  are  you  going  to  do  with  thosi 
extra  minutes?  Read  your  e-mail,  per- 
haps. With  Cingular's  new  Xpress  Mail 
plan,  business  travelers  with  Internet-read 
phones  can  securely  and  simply  dial  in 
to  their  corporate  e-mail  from  the 
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)ad.  The  service  is  $10  a  month, 
id  links  up  with  Microsoft  Exchange 
Lotus  Notes  e-mail,  address  books, 
ilendars  and  more.  Access  through 
Dress  Mail  first  requires  a  subscription 
i  Cingluar's  Wireless  Internet  or  Wire- 
ss  Internet  Express. 

lasterCard  Business  Bonuses 

vww.mastercardbusiness.com) 
i  expand  flexibility  for  small  business 
/vners,  MasterCard  allows  users  of 
;  BusinessCard  earn  a  point  for  every 
)llar  spent,  and  then  redeem  those 
bints  in  the  form  of  a  MasterCard 
)nus  Card.  The  Bonus  Card  works 
e  a  debit  card.  Points  are  good  for 
ch  things  as  air  travel,  or  whatever 
se  the  business  owner  would  usually 
e  their  MasterCard  to  purchase. 

r&T  Wireless  (www.attws.com) 
veral  new  AT&T  wireless  features 
t  business  travelers  track  and  connect 
th  each  other  on  the  road.  In  addition 

using  its  Office  Online  feature  to 
k  remotely  to  office  e-mail  and 
•ntacts,  mMode  features  such  as 
Sd  Friends  let  you  locate  and  send 
Kt  messages  to  someone  on  the 
me  network.  Once  you  connect, 
hi  can  use  10Best  dining  to  find  a 

taurant,  or  Vicinity  Brandfinder  to 
:ate  other  services. 

nerican  Express 

ww.americanexpress.com) 
nEx  and  Delta  Airlines  have  paired 
to  provide  a  charge  card  totally 
mped  up  on  miles.  For  a  $135 
nual  fee,  people  signing  up  for  the 
atinum  Delta  SkyMiles  Business 
edit  Card  get  a  free  companion 
ach  ticket  every  year  on  Delta, 
js  lots  of  miles  —  10,000  bonus 
les,  5,000  bonus  base  miles  (toward 
»/er  Medallion  elite  status),  10,000 
Dre  miles  whenever  spending  tops 
5,000,  and  double  miles  for  the 
lount  of  every  purchase.  The  card 
/es  users  access  to  discounts 


: 


available  through  AmEx's  OPEN 
Small  Business  Network,  including 
discounts  on  such  travel  brands 
as  ExxonMobil®,  Hertz,  and  Hilton. 
To  get  details  about  the  cards, 
call  1-800-NOW-OPEN  (669-6736). 
To  enroll  in  SkyMiles,  go  to 
www.delta.com/. 

Travelocity.com 

(www.travelocity.com) 
New  tech  goes  old  tech 
Travelocity  has  taken 
flight  information  previously 
available  only  on  its  Web  site 
or  wireless  phone  to  a  toll-free, 
voice-activated  land-line  number. 
Users  can  call  888-TRAVELOCITY 
(or  888-872-8356-2489),  and  speak 
the  date,  name  of  the  airline  and  flight 
number,  or  departure  and  arrival 
cities.  The  service  complements  My 
Messaging,  flight  information  tools 
that  launched  earlier  in  the  year. 
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As  the  industry  migrate! 
its  sales  to  the  internet. 
Web-based  travel  agencies 
will  be  looking  for  new 
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repeat  business. 


Lufthansa 

www.lufthansa-usa.com 


Sheraton  Hotels 

www.sheraton.com 

Sofitel  Hotels 

www.sofitel.com 


For  more  information  about  Special  Advertising  Sections,  e-mail  Stacy  Sass  McAnulty  at: 
stacy_sass-mcanulty@businessweek.com. 


Mmm!  Oooh! 

Delicious  cuisine...       A  first-run  movie- 


Yawn. 

Time  for  a  nap. 
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Ahhh! 

Now  this  is  the 
way  to  travel. 


: 
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To  over  100  European  destinations  from  14  U.S.  cities 

With  our  award-winning  service  and  one  of  the  best  on-time  ratings  of  any  Europ 
carrier,  you  can  be  sure  you'll  arrive  rested  and  relaxed.  You'll  also  earn  miles 
either  Lufthansa  Miles  &  More"  or  United  Mileage  Plus.**  No  wonder  Lufthansa 
the  world's  number  one  choice  for  international  travel.  See  your  travel  agent,  a 
Lufthansa  at  800  645-3880  or  visit  www.lufthansa-usa.com. 


'In  accordance  with  the  terms  and  conditions  of  the  programs. 
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There's  no  better  way  to  fly. 


Lufthans 
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TRATEGIES 


\  FIX-UP 
FAST 
FORWARD 

•reditors  want  quicker 
ssults  from  Kmart's  CEO 


rhe  hot  seat  at  Kmart  Corp.  is  get- 
ting even  hotter.  With  the  retailer 
limping  through  bankruptcy  pro- 
ceedings, ceo  James  B.  Adamson 
ces  increased  pressure  from  creditors 
come  up  with  a  plan  to  rescue  Kmart 
early  next  year — at  least  six  months 
fore  it  had  counted  on  emerging  from 
hapter  11.  With  sales  plummeting,  a 
smal  back-to-school  shopping  season 
■hind  it,  and  an  anemic-looking  holi- 
y  season  ahead,  Adamson  is  hoping  a 
oliday  miracle  convinces  creditors  he's 
still  the  man  to  fix  Kmart. 


in  loans  to  24  senior  execs  only  two 
months  before  Kmart  went  broke.  Now 
Kmart  is  looking  into  the  role  its  directors 
played,  and  insiders  say  it  may  sue  to 
recoup  the  money.  As  a  result,  it's  un- 
clear whether  Adamson  will  get  the  time 
he  needs.  "It's  make-or-break  time 
for  him,"  says  a  person  close  to 
the    company.     "People 


e 


To  be  sure, 
iamson  has  made 
me  progress.  He  closed  283  of  Kmart's 
00  stores,  cut  $130  million  in  annual 
erhead,  and  made  headway  in  keeping 
shelves  fully  stocked — a  chronic 
oblem  at  Kmart.  But  losses  have 
ounted  to  nearly  $2  billion  since  Jan. 

when  Kmart,  with  $36  billion  in  sales 
st  year,  became  the  largest  retailer 
er  to  declare  bankruptcy. 
Moreover,  Adamson  was  a  company  di- 
:tor  before  being  named  chairman  and 
o,  following  the  ouster  of  Charles  C. 
naway.  While  he  chaired  the  audit  com- 
ttee,  the  board  failed  to  recognize  the 
pth  of  Kmart's  financial  deterioration 
til  it  was  too  late.  Adamson  has  also 
en  tarnished  by  Securities  &  Exchange 
•mmission  and  FBI  investigations  into 
nart's  accounting  and  compensation 

ctices.  Directors  approved  $23  million 


have  run 
of  patience." 
Bondholders  have  another  reason  to 
want  a  speedy  reorganization:  Kmart 
bonds  have  fallen  75%  in  value,  to  only 
20^  on  the  dollar,  since  January.  In 
bankruptcy,  vendors  demand  stiffer  pay- 
ment terms,  day-to-day  financing  costs 


DISAPPEARING  SALES 

Since  Kmart  filed  for  Chapter  11  in  January, 
customers  have  become  scarce 
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CHANGE  IN  SALES  AT  STORES 
OPEN  AT  LEAST  ONE  YEAR 


JAN.  30    FEB.  27       APR.  3        MAY  1        MAY  29         JULY  3        JULY  31      AUG  28 
A  PERCENT       NOTE:  FIGURES  PRIOR  TO  7/31  00  NOT  INCLUDE  283  STORES  CLOSED  IN  THE  FIRST  HALF 
Data:  Company  reports 


are  higher,  and  fees  to    DONE  YET? 
lawyers  and  consultants    CEO  Jim 
eat    up    badly   needed    Adamson  is 
cash.    It's    likely    the   feeling  the 
bonds  will  be  converted    heat 
into  common  stock  once 
Kmart  exits  Chapter  11,  giving  bond- 
holders a  chance  to  sell  out  and  recoup 
their  losses.  But  their  fear  is  that  the 
longer  that  takes,  the  less  those  shares 
will  be  worth.  And  if  Kmart  has  to  liq- 
uidate— still  considered  unlikely — a  fire 
sale  probably  wouldn't  satisfy  creditors. 
In  any  case,  no  one  has  expressed  an  in- 
terest in  buying  the  chain. 

This  summer,  Kmart  executives  sug- 
gested that  the  Troy  (Mich.)-based  dis- 
counter might  not  emerge  from  Chap- 
ter 11  until  2004.  Adamson  is  keenly 
aware  that  a  hasty  reorganization  could 
set  Kmart  up  for  failure — just  look  at 
discount  rival  Ames  Department  Stores 
Inc.,  which  filed  for  bankruptcy  twice 
before  finally  liquidating  earlier  this  year. 
Adamson  would  like  to  decide,  for  in- 
stance, how  many  more  stores  need  clos- 
ing or  what  to  do  about  the  disappointing 
Super  Kmarts,  which  sell  groceries  as 
•         well   as   hard   goods. 
"You  need  to  emerge 
with  the  right  capital 
structure,  and  with 
enough  capital  to  fix 
the     business     and 
ensure  [vendor] 

support,"  he  says.  "If 
you  don't,  then  you 
could  end  up  back  in 
bankruptcy." 

But  with  the  two 
largest  bondholder 
groups        breathing 


■M 


down  his  neck,  Adamson  may  have  to 
take  that  risk.  "They  refocused  us," 
Adamson  says  of  Edward  S.  Lampert's 
esl  Investments  Inc.  and  Martin  J.  Whit- 
man's Third  Avenue  Value  Fund,  who 
between  them  control  Kmart  debt  with  a 
face  value  of  $1  billion — about  25%  of 
the  total.  Neither  investor  would  com- 
ment for  this  story.  But  now,  Adamson 
says,  "We're  feeling  that  July  or  earlier  is 
possible.  Maybe  we  can't  make  it  pic- 
ture-perfect, but  we  can  do  enough  work 
to  come  up  with  a  five-year  plan  that 
can  be  a  springboard  for  an  exit."  Asked 
if  his  job  is  in  jeopardy,  Adamson  de- 
murs, but  adds:  "A  change  in  senior  lead- 
ership will  dramatically  hurt  this  compa- 
ny. Even  if  we  have  a  lousy  Christmas, 
people  realize  that  it  would  be  harmful." 

That's  because  he  says  Kmart  is  slow- 
ly turning  around.  The  company  is  mak- 
ing headway  with  its  inventory  prob- 
lems, for  instance.  In  Chicago  and 
Detroit  stores,  a  new  system  guaran- 
tees customers  that  sale  items  will  al- 
ways be  in  stock.  If  it  works,  the  sys- 
tem will  be  duplicated  nationwide.  On 
the  merchandising  front,  Kmart's  hottest 
asset,  Martha  Stewart,  which  totals  $1.5 
billion  annually,  has  a  new  line  of  holi- 
day decorations.  Kmart  insists  that  sales 
of  Martha  Stewart  goods  have  not  been 
hurt  by  her  involvement  in  the  Imclone 
stock-trading  scandal.  And  Kmart's  new 
line  of  Joe  Boxer  apparel  and  house- 
hold goods  is  on  track  to  sell  more  than 
$1  billion  a  year. 

All  the  same,  Adamson  has  yet  to 
get  much  traction  from  his  efforts.  For 
the  first  half  of  the  year,  overall  same- 
stores  sales  fell  11.4%  from  2001  lev- 
els. Some  disruption  was  expected  in 
the  months  after  the  bankruptcy  fifing 
as  the  retailer  scrambled  to  restock  its 
shelves.  What's  alarming  is  that  sales 
haven't  rebounded  since  then.  In  Au- 
gust, the  start  of  the  important  back-to- 
school  shopping  season,  same-store  sales 
plummeted  11.9%,  compared  with  a  3.1% 
increase  on  average  for  all  discounters, 
according  to  research  house  Sanford  C. 
Bernstein.  After  Kmart  filed  for  Chapter 
11,  vendors  temporarily  stopped  ship- 
ments. The  merchandise  eventually  re- 
turned, but  the  customers  didn't.  Says 
Adamson:  "They're  just  not  coming  back 
as  fast  as  we  would  like." 

That  bodes  ill  for  the  upcoming  holi- 
day season.  Says  one  former  senior 
Kmart  executive:  "If  they  don't  do  some- 
thing unbelievably  dramatic,  I  can't  imag- 
ine the  banks  continuing  to  deal  with 
them  after  Christmas."  The  sad  truth  is 
that  Adamson  &  Co.  would  be  happy  if 
holiday  sales  fell  only  5%  to  6%  from 
last  year.  Such  is  the  state  of  affairs  at 
Kmart:  Only  slightly  falling  sales  end  up 
looking  like  a  gift. 

By  Joann  Muiler  in  Detroit 
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The  economy  is  humming 
in  these  12  small  cities. 
Here's  what  they 
can  teach  other  towns 

As  Kendall  Turton  watches  unem- 
ployment rates  creep  up  around 
the  country,  she  can  only  scratch 
her  head  in  wonder.  The  job  mar- 
ket she  toils  in  as  director  of  human 
resources  for  fast-growing  St.  Joseph 
Regional  Health  Center  in  Bryan,  Tex., 
is  still  so  tight  that  in  November  she's 
heading  for  the  PhiMppines  to  woo  nurs- 
es to  central  Texas.  "Our  needs  are 
growing,  and  unfortunately,  our  supply 
is  not  meeting  the  needs,"  she  says.  "So 
you  go  pick  the  fruit  from  another  tree." 
Turton  should  be  a  happy  harvester. 
While  the  nation's  unemployment  rate 
looks  poised  to  keep  climbing,  and  job- 
lessness in  such  cities  as  Chicago,  Dallas, 
and  New  York  has  hit  7%  or  more,  her 
town  remains  one  of  a  dozen  islands  of 
prosperity.  Not  only  are  unemployment 
rates  low  in  these  lucky  areas — the 
Bryan-College  Station  metro  area  boast- 
ed a  2.1%  average  jobless  rate  in  the 
three  months  ended  in  July — they  are 
actually  adding  jobs,  unlike  the  national 
economy.  For  the  year  ended  in  August, 
nonfarm  payrolls  in  these  towns  taken 
together  rose  by  0.8%,  to  a  total  of  about 
1.5  million.  For  such  far-flung  areas  as 
Charlottesville,  Va.;  Sioux  Falls,  S.D.; 
and  Portland,  Me.;  growth  remains 
healthy,  even  if  today's  slightly  cooler 
competition  for  talent  no  longer  requires 
them  to  cast  their  nets  overseas. 

These  12  towns,  picked  by  Business- 
Week because  of  their  low  unemploy- 
ment— averaging  less  than  3%  in  the 
three  months  ended  in  July — and  their 
ability  to  create  jobs  during  the  past 
year,  may  offer  a  few  pointers  for  less 
blessed  places.  Indeed,  delegations  from 
envious  communities  are  visiting  some 
of  these  spots  to  see  just  what  makes 
them  so  resistant  to  economic  travails. 
"They  think  the  grass  is  greener,"  says 
Robert  W  Brennan,  who  as  president  of 
the  Greater  Madison  (Wis.)  Chamber  of 


Commerce  has  been  hosting  fact-finde 
from  such  places  as  Rockford,  111.,  ai 
Lincoln,  Neb. 

Problem  is,  some  of  the  qualities  th 
drive  growth  in  these  islands  of  prospe 
ity  are  not  easily  exported.  Each  of  t 
cities  on  the  list,  for  instance,  boasts  tl 
concentrations  of  employment  in  one 
more  especially  stable  or  growing  se 
tors — such  as  government,  higher  educ 
tion,  and  health  care.  And  big-name  ui 
versifies,  top-quality  hospitals,  and  sta 
or  federal  facilities  aren't  built  overnigl 
Bismarck,  N.  D.;  Des  Moines,  and  Madis* 
claim  the  special  edge  of  being  state  ca 
itals  packed  with  public  employees. 

Size  alone,  too,  works  against  re; 
eating  the  virtues  of  these  12.  Wi 
workforces  ranging  from  50,000  in  B 
marck  or  Rapid  City,  S.D.,  to  300,000 
Madison  or  Des  Moines,  available  wo: 
ers  are  few  and  are  snapped  up  fast 
contrast,  Chicago,  Los  Angeles,  a; 
New  York  have  a  built-in  slack  in  tht 
roughly  4  million-strong  workforc 
What's  more,  big  cities  tend  to  d 
immigrants  and  other  job-seekers  mo 
readily  than  out-of-the-way  towns 
pumping  up  their  workforces. 

Still,  these  cities  show  some  of 
what  it  takes  to  sustain  a  stable  lo- 


THE  DAZZLING 
DOZEN 

The  national  economy 
is  sputtering,  but  some 
metropolitan  areas  still 
have  tight  labor  markets 
and  growing  economies. 
Here  they  are,  together 
with  the  key  industries 
driving  growth. 


=  AVERAGE  UNEMPLOYMENT 
RATE  FOR  THREE  MONTHS 
ENDING  JULY.  2002 

ITAUCS=KEY  ECONOMIC  SECTORS 


Data:  Bureau  of  Labor  Statistics,  BusinessWeek 


al  economy.  Government  policy,  for  in- 
cance,  can  make  a  huge  difference.  Sev- 
ral  of  the  cities  boast  low  state  and  local 
ix  rates  and  other  business-friendly  poli- 
hat  can  be  a  magnet  for  cost-con- 
ious  businesses.  Rapid  City  and  Sioux 
alls  have  no  state  corporate  or  person- 
l  income  taxes.  What's  more,  South 
•akota's  politicians  lured  the  back-office 
(Derations  of  bank  and  retail  credit-card 
jmpanies  in  the  1980s  by  easing 
tterest-rate  limits,  and  those  out- 
ts  have  grown  with  the  huge  ex- 
ansion  of  credit  nationally.  Citi- 
group, a  longtime  Sioux  Falls 
Tiployer,  has  been  joined  by  a 
|utch  of  financial  and  retail  gi- 
lts. More  recently,  South  Dako- 
i  has  turned  itself  into  a  tele- 
marketer's paradise,  with  no  sales 
r  use  taxes  on  interstate  calls 
:  even  on  the  hours  marketers 
in  do  business. 

•  Once  similar  businesses  get 
Ding,  they're  apt  to  feed  on  one 
lother  and  drive  one  another's 
•owth.  Like  jewelers  who  con- 
regate  on  a  single  block  to 
•aw  more  customers,  some  busi- 
esses  cluster  together  in  fast- 
•owing  areas.  In  Iowa  City,  ed-  " 
rational-testing  and  consulting  firms 
tat  got  their  start  at  the  University  of 
iwa  make  the  town  their  home.  NCS 
•arson  Inc.  scores  tests  developed  by 
ighbor  American  College  Testing  Inc., 
id  both  are  finding  plenty  of  growth  as 
ate  and  local  governments  nationwide 


expand  their  student  testing.  Such  com- 
panies and  the  university  have  helped 
make  Iowa  City  "one  of  the  most  edu- 
cated cities  in  the  country,"  says  NCS 
Pearson's  director  of  human  resources, 
Kathleen  A.  Minette. 

Education  is  crucial  among  most  of 
the  dazzling  dozen.  Institutions  such  as 
Texas  A&M  in  College  Station,  the  Uni- 
versitv  of  Wisconsin  at  Madison,  and 


DES  MOINES:  State  capitals  have  a  built-in  stab 


the  University  of  Virginia  in  Char- 
lottesville, along  with  smaller  colleges, 
bring  thousands  of  students  and  gradu- 
ate students  to  their  towns  and  employ 
thousands  more  on  faculties  and  staffs, 
forming  the  cores  of  the  local  economies. 
Like  governments,  such  educational  op- 
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erations  tend  to  be  "more  impervious 
to  the  vagaries  of  the  business  cycle" — 
at  least  in  employment — says  Mark  Zan- 
di,  chief  economist  at  Economy.com. 

They're  also  ready  sources  of  spin- 
offs. More  than  60  companies  out  of 
some  440  high-tech  outfits  in  Madison 
trace  their  roots  to  the  university,  ac- 
cording to  Madison  Gas  &  Electric  Co., 
which  tracks  them.  The  companies,  in 
fields  from  biotech  to  software, 
account  for  some  25,000  jobs,  and 
many  are  still  hiring  despite  the 
economic  slowdown. 

But  just  because  they're  grow- 
ing doesn't  mean  these  hot  spots 
are  immune  to  the  national  eco- 
nomic malaise.  Corporate  re- 
cruiters in  these  towns  are  seek- 
ing fewer  workers  than  in  the 
past,  as  turnover  has  dropped  and 
expansion  needs  have  slowed. 
And  most  no  longer  have  to  go  to 
extremes  to  find  help — such  as 
teaming  up  with  the  American 
Red  Cross  to  sponsor  refugees 
from  Bosnia  and  Ethiopia,  as  the 
managers  of  a  building-products 
company  now  called  Alenco  Win- 
dows Inc.  in  Bryan,  Tex.,  did  in 
the  1990s.  Says  Alenco  ceo  Brian 
Redpath:  "I  don't  see  the  need  for  that  in 
the  foreseeable  future." 

Still,  the  national  slowdown  is  having 
only  muted  effects  on  some  of  the  ex- 
pansive towns.  With  their  economies  of- 
ten resting  on  stable,  recession-resistant 
employers,  these  towns  tend  to  miss 
both  big  upswings  and  sharp 
downswings.  "We  never  had  the 
boom  times  that  other  places 
did,"  says  W.  Godfrey  Wood, 
ceo  of  the  Greater  Portland 
(Me.)  Chambers  of  Commerce. 
"There  was  less  exuberance  to 
come  dowm  from."  After  adding 
staff  at  the  rate  of  some  20%  a 
year  for  the  past  three  years, 
the  city's  275-employee  Forum 
Financial  Group  LLC  won't  be 
adding  many  people  in  the  com- 
ing year,  says  business  and 
product  development  director 
David  I.  Goldstein.  But,  he 
adds,  "we're  not  anticipating  cuts." 

Even  if  this  growth  turns  flat,  many 
of  the  12  towns  will  be  ahead  of  plenty 
of  other  places  that  are  losing  jobs  by 
the  trainload.  As  they  always  do,  resi- 
dents of  the  Fargo  area  of  North  Dako- 
ta will  again  have  snow  to  worry  about 
in  the  next  few  months.  But  shoveling 
constantly  to  keep  a  clear  path  to  the 
unemployment  office  won't  be  all  that 
pressing  a  problem. 

By  Joseph  Weber  in  Chicago 
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THE  GOP'S 
STATEHOUSE  BLUES 

Democrats  seem  poised  to  grab  key  governorships 


For  the  past  decade,  Republicans 
have  used  their  domination  of  the 
nation's  governorships  to  change 
the  face  of  American  politics.  They 
led  the  way  on  policy  innovations  from 
tax  cuts  to  welfare  reform.  They  lent 
their  organizations  to  gop  Presidential 
nominees.  And  from  their  ranks  sprang 
the  self-described  compassionate  con- 
servative who  reclaimed  the  White 
House. 

Now,  however,  Democrats  are  on  the 
cusp  of  a  comeback.  The  economic 
malaise  that  has  left  state  capitals  splat- 
tered with  red  ink — along  with  the  cycli- 
cal desire  for  change — gives  Dems  a 
chance  to  reclaim  a  majority  of  gover- 
norships for  the  first  time  since  1994. 

Democrats  have  the  numbers  on  their 
side:  Republicans  are  defending  23  of 
the  36  jobs  up  for  grabs.  Many  of  those 
at-risk  governorships  are  in 
key    Presidential    battle- 
grounds such  as  Illinois, 
Michigan,    Pennsylvania, 
and  Tennessee.  Democrats 
are  poised  to  seize   gop 
seats  in  eight  states  with 
95  electoral  votes,  which 
would  complicate  President 
George  W.  Bush's  2004  re- 
election prospects. 

The    Democratic    opti- 
mism at  the  state  level 
contrasts  sharply  with  anx- 
iety about  the  razor-tight 
race  for  Congress.  The  dif- 
ference is  all  in  the  issues. 
While  Dems  struggle  to 
get  beyond  a  debate  over 
Iraq  in  House  and  Senate 
elections,  state  races  are 
turning  on  bread-and-but- 
ter concerns.  "In  governors'  races,  the 
economy  is  almost  always  the  most  im- 
portant issue,"  notes  Republican  con- 
sultant David  Carney. 

A  decade  ago,  a  similar  economic 
slowdown  helped  the  gop  sweep  the 
governorships  of  the  industrial  heart- 
land. Now,  the  worm  has  turned.  In 
some  cases,  like  Illinois,  the  desire  for 


change  has  been  heightened  by  Re- 
publican scandals.  In  other  states,  such 
as  Tennessee  and  Michigan,  Dems  are 
benefiting  as  gop  candidates  distance 
themselves  from  unpopular  Republican 
governors. 

Not  only  could  the  shift  in  fortunes 
change  the  White  House  equation  in 
2004  but  it  could  also  alter  the  political 
playing  field  for  years  to  come.  Four  of 
the  five  most  recent  Presidents  first 
served  as  governors.  So  the  Dems  could 
wind  up  with  the  potential  national  can- 
didates they  have  sorely  lacked  for  a 
decade.  "It  used  to  be  said  that  the 
Senate  was  the  incubator  for  Presi- 
dents," says  Trinity  College  political  sci- 
entist Diana  Evans.  "But  the  governors 
are  really  where  the  victorious  Presi- 
dential candidates  come  from." 

What's  more,  because  the  new  cam- 

COMING  ON  STRONG 


EDRENDELL 

Philly's  former 
maverick  mayor 
is  favored 


BILLMcBRIDE 

The  novice  is 
pushing  Jeb  Bush 
hard  in  Florida 


paign-finance  law  limits  the  ability  of 
federal  candidates  to  drum  up  cash,  gov- 
ernors "will  become  very  important 
fund-raisers  for  the  national  party,"  says 
Ed  Rendell,  the  Democratic  nominee 
for  Pennsylvania  governor. 

Nowhere  are  the  difficulties  Republi- 
cans face  more  striking  than  in  Florida. 
There,  first-term  Governor  Jeb  Bush, 


the  President's  younger  brother,  is  fa 
ing  a  tougher-than-expected  test  fro 
political  novice  Bill  McBride,  a  wealtl 
Tampa  lawyer.  McBride  toppled  form< 
Attorney  General  Janet  Reno  in  tl 
Democratic  primary  with  a  "man  of  tl 
people"  message  that  re 
onates  with  voters  pinch* 
by  hard  times. 

Jon  and  Noel  Cunnin 
ham  of  Jacksonville,  wl 
voted  for  Jeb  Bush 
1998,  won't  back  hi 
again.  These  middle-claj 
suburbanites  are  mullir 
bankruptcy  because  of  tl 
health-care  needs  of  the 
3-year-old  son,  wrho  h; 
cerebral  palsy.  When  the 
turned  to  the  state  ft 
help  after  their  insurant 
ran  out  in  April,  the  Cuj 
ninghams  found  that  tl  ^ 
Children  &  Families  Dep 
had  a  waiting  list  of  moi 
than  9,000  people  with  di 
abilities  seeking  aid.  Tl 
Cunninghams  blame  Bus 
for  "frivolous"  tax  cuts  that  exacerbate 
the  fiscal  crisis.  "It's  irresponsible  I 
cut  taxes  in  the  state  when  you're  m 
funding  all  your  programs,"  Jon  Cui 
ningham  says. 

Polls  show  Bush  clinging  to  a  lea 
but  Democrats — eager  to  avenge  Geor^ 
W's  contested  win  in  the  Sunshine  Sta 
two  years  ago — sense  a  vulnerabilit 


ROD  BLAGOJEVICH 

With  the  Illinois 
GOP  in  disarray, 
he  could  win 
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Jter  years  of  surpluses,  Florida  is  facing 

$4  billion  shortfall.  And  McBride  has 

ounced,  blaming  Bush  for  squandering  a 

3  billion  surplus  on  tax  cuts  as  per- 


upil  school  spending  declined  and  other 


1 
rograms  suffered.  "He  gave  tax  cuts  to 

ery  small  segments  of  the  population," 
rys  McBride.  Part  of  McBride's  solu- 
pn:  a  50^-per-pack  tax  on  cigarettes  to 
use  $565  million  for  education. 

State  budget  woes  also  have  provid- 
]p  an  opening  for  Pennsylvania's  Ren- 
ell.    As    mayor    of 
hiladelphia    in    the 
.  j)90s,   he   earned   a 
pputation  as  a  pro- 
.  usiness      maverick 
'  filing  to  take  on  or- 
|!anized  labor.  For  his 
fforts,  Rendell  has 
on  strong  corporate 
Jipport    and    vehe- 
lent  opposition  from 
le  American  Federa- 
on  of  State,  County 

Mnnininal   Rmnlnv. 


a 


*3P 


That  has  boosted  his  appeal  to  GOP 
moderates  and  suburban  swing  voters. 
A  similar  pattern  is  emerging  in  Illi- 
nois, another  key  industrial  battleground. 
But  the  state's  $2  billion  deficit  is  just  a 
small  part  of  the  gop's  woes.  The  big 
problem:  Republican  nominee  Jim  Ryan 
shares  the  same  last  name  as  scandal- 
tarred  Governor  George  H.  Ryan  (no  re- 
lation), who  has  a  negative  rating  near 
70%.  Amid  the  confusion,  Democratic 
Representative  Rod  R.  Blagojevich  of 

TAKEOVER  TARGETS 

With  budget  crises  everywhere,  turnover  in  governors'  mansions 

is  expected  to  be  high.  That  could  be  bad  news  for  George  W  Bush, 

because  Dems  are  favored  to  replace  Republicans  in  states 

key  to  the  2004  Presidential  election. 
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iters  seem  drawn 
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Alabama 

9 

Hawaii 

4 

New  Hampsh 

ire 

4 

Alaska 

3 

TOTAL 

20 

Chicago  has  emerged 
as  the  front-runner. 

In  Massachusetts, 
state  Treasurer  Shan- 
non   O'Brien    could 
provide     a     bonus 
Democrats    weren't 
expecting.     O'Brien 
has  moved  ahead  of 
golden     boy     Mitt 
Romney,  the  telegenic  and  squeaky-clean 
ceo  of  the  2002  Winter  Olympics  who 
pushed  aside  acting  gop  Governor  Jane 
Swift  to  take  the  Republican  nomination. 
Polls  show  that  O'Brien  is  viewed  as  the 
candidate  best  able  to  tackle  issues  like 
funding  education  and  health  care,  which 
have  become  more  important  as  the 
state's  deficit  has  spiraled  past  $3  billion. 
If  Romney's  star  is  on  the  wane, 
Democrat  Jennifer  M.  Granholm's  is  on 
the  rise.  Granholm,  the  odds-on  favorite 
to  become  Michigan's  first  female  gov- 
ernor, is  a  Harvard-educated  lawyer  and 
onetime  aspiring  actress  who  never  held 
elected  office  before  she  became  attor- 
ney general  four  years  ago.   In  the 
Democratic  primary,  the  43-year-old 
Granholm  defeated  13-term  Represen- 
tative David  E.  Bonior  and  James  J. 
Blanchard,  Michigan's  last  Democratic 
governor,  by  more  than  20  points. 

Granholm's  centrist  philosophy  has 
helped  her  win  the  backing  of  swing 
voters.  And  her  preternatural  ease  on 
the  stump  has  helped  her  build  a  dou- 
ble-digit lead  over  GOP  Lieutenant  Gov- 
ernor Dick  Posthumus.  "Given  the  cur- 
rent budget  situation,  you  can't  promise 
too  much,"  she  cautions.  She  pledges  to 
cut  state  spending  by  5%  to  deal  with  a 
$1  billion  budget  gap 
while  expanding  pre- 
kindergarten  and  af- 
ter-school programs. 

Granholm  can  only 
go  so  far,  though.  Since 
she  was  born  in  Cana- 
da, she  is  prohibited 
from  running  on  a  na- 
tional ticket.  Still,  De- 
mocratic leaders  figure 
she'll  be  a  big  plus  in 
2004  as  they  try  to 
topple  a  former  gover- 
nor from  Texas — state 
by  state. 

By  Richard  S. 
Dunham  and  Lee 
Walczak  in  Washing- 
ton, Alexandra  Starr 
in  Detroit,  Lorraine 
Woellert  in  Jack- 
sonville, and  William 
C.  Symonds  in 
Boston 


ALSO  IN 
PLAY 

ELECTORAL 
VOTES 

California 
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10 
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10 

South  Carol 

na         8 

Iowa 
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Troy  gives  110%. 

Troy  keeps  his  eye  on  the  ball. 

Too  bad  Troy  keeps  missing  the  latest 
information  when  he  leaves  his  office. 

Troy  needs  PCS  Vision"  from  Sprint. 

The  power  behind  the 

PCS  Clear  Wireless  Workplace3: 


Introducing  PCS  Vision 

Now  your  employees  can  access  the  real-time  information  they  need  from  their 
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calls  on  our  enhanced  nationwide  PCS  network.  Our  customized  wireless  products 
give  them  everything  they  need  to  be  more  productive  when  they're  away  from 
the  office.  Only  Sprint  built  the  largest  all-digital,  all-PCS  nationwide  network 
with  advanced  multimedia  services  reaching  more  than  230  million  people  for 
clarity  you  can  see  and  hear.  See  the  power  of  PCS  Vision,  and  get  a  special 
limited-time  offer  by  calling  877-723-8777  or  at  sprintpcs.com.  C^> 
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There's  no  panacea. 
But  here  are 
strategies  that  work 


eventeen  years  ago,  Rhoda  Kabo- 
gaza  and  her  family  fieri  in  terror  from  then-  home 
in  Uganda's  Lnwero  Triangle,  hiding  out  in  the 
bush  1(>  miles  away.  The  region  was  engulfed  in  a 
long,  bloody  civil  war.  Kabogaza's  20-year-old  son 
was  executed  as  a  suspected  rebel.  Her  six  other 
children  had  no  access  to  education  or  health  care. 
Today,  Kabogaza  owns  a  bustling  business,  has  put 
her  tiro  eldest  children  through  high  school,  and 
supports  tiro  children  whose  mother  died  from  AIDS. 
In  i he  !<■<<!, ;  of  devastating  floods,  strife-lorn 
Hangla.desh  drew  world-  attention  in  the  1970s  as 
millions  faced  starvation.  Like  most  of  their  illiter- 
ate neighbors  in  the  village  of  Bha.ra.riya,  which 
had  no  school  or  health  clinic,  Noor  Jahan  Beg  am 
and  her  family  were  landless.  They  barely  fed  them- 
selves toiling  on  the  farms  of  a  wealthy  landowner. 
Today,  Bharariya  has  all  the  essential  services  and 
SO  small  private  businesses.  Moor  grows  two  tons  of 
rice  every  year  on   her  farm   and  expects  to  sane 

enough  money  to  send  her 
rAMTPMTC         daughter    to    college    and 
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To  be  sure,  these  are  just 
1  wo  uplifting  stories 
plucked  out  of  an  ocean  of 
desperate  poverty.  But 
they  illustrate  a  powerful 
trend.  Each  year,  millions 
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Making  it 
easier  for  the 
poor  to  obtain 
title  to  land  is 
a  key  first 
step,  giving 
them  an  asset 
upon  which  to 
build  wealth 


of  people  are  climbing  out  of  destitution,  helped  in 
part  by  smart  aid  projects  aimed  at  stimulating  de- 
velopment at  the  grassroots  level.  Both  Rhoda 
Kabogaza  and  Noor  Jahan  Begum,  for  example, 
turned  their  lives  around  with  the  help  of  micro- 
credit agencies,  a  rapidly  growing  movement  that 
has  enabled  some  2  million  poor  families  in  dozens 
of  nations  to  start  and  expand  small  businesses. 

What's  more,  this  transition  is  occurring  in  many 
nations  that  not  long  ago  were  viewed  as  hopeless 
cases — just  as  Afghanistan  or  Sierra  Leone  are 
today.  Uganda,  for  instance,  remains  extremely 
poor,  with  a  per  capita  income  of  $300  a  year.  And 
the  government  depends  on  foreign  aid  for  52%  of 
its  budget.  But  it  puts  the  money  to  good  use: 
Since  1993,  the  percentage  of  people  living  with  HIV 
has  plunged  from  a  third  of  the  population  to  6%; 
primary-school  enrollment  has  risen  from  60%  to 
more  than  three-quarters  of  school-age  children; 
and  the  proportion  of  the  population  living  on  less 
than  $1  a  day  has  dropped  from  58%  to  just  over  a 
third.  "We  are  very  much  on  the  right  track,"  says 
Kenneth  Mugambe,  a  Finance  Ministry  official. 
Bangladesh  is  now  self-sufficient  in  food,  averaged 
5%  economic  growth  through  the  past  decade,  and 
has  slashed  its  poverty  rate.  Dramatic  gains  also 
are  being  seen  in  such  war-ravaged  lands  as  Viet- 
nam, El  Salvador,  Mozambique,  and  Nicaragua. 

Granted,  it's  way  too  early  to  declare  economic 
miracles  in  any  of  these  countries,  given  the  financial 
and  political  setbacks  that  have  rocked  emerging 
markets  since  the  mid-1990s.  Indeed,  global  poverty 
is  back  in  the  headlines  as  famine  threatens  millions 
of  lives  in  Africa.  Protesters  who  filled 
the  streets  of  Washington  dur- 
ing meetings  of  the 


EDUCATION 

ONE  GIANT 
FOR  W0ME 


T! 


World  Bank  and 
International  Mon- 
etary Fund  point- 
ed out  that  indus- 
trialized nations 
still  fall  far  short 
in  what  they  can 
do  to  help  the 
world's  poor. 

Yet  as  debate 
rages  over  what 
to  do  about  global 
poverty,  a  quiet 
revolution  is  al- 
ready under  way. 
Many  developing 
nations  are  un- 
locking answers  to 
the  puzzle,  even  if 
the  impact  isn't 
yet  entirely  re- 
flected in  macro- 
statistics.  What's 
emerging  is  a  new 

approach  that  combines  greater  use  of  market-ba  | 
strategies  with  a  smarter  deployment  of  foreign 
that  sets  tough  standards  and  demands  results, 
tragic  "that  hundreds  of  hundreds  of  billions  in 
sistance  have  done  so  little  to  improve  living  si 
dards"  in  poor  nations,  says  U.  S.  Treasury  Secret 
Paul  O'Neill.  "It  doesn't  have  to  be  that  way." 

A  new  breed  of  philanthropist  is  also  spearheac 


|he  one-room  schoo 
impoverished  Banj 
can  afford  only  tlu 
walls  and  jute  mats  insti 
chairs.  But  it  still  repres 
great  leap  forward  for  B 
desh.  Inside,  two  dozen 
8  to  14,  study  reading,  \ 
and  arithmetic.  Greeting 
tor,  9-year-old  Julie  Akh 
wearing  a  neat  blue  dres  | 
red  flower  in  her  hair,  st 
attention  and  outlines  he 
tions:  to  go  to  college  an 
come  a  journalist.  "I  wai    i 
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GUATEMALA 


33%  UNDER  $2  A  DAY 

•  31%  ADULT  ILLITERACY 

•  POOREST  20%  ACCOUNT  FOR 
3.8%  OF  CONSUMPTION 
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BOLIVIA 


•  73%  UNDER  $1  A  DAY 
58%  ADULT  ILLITERACY 
43%  OF  CHILDREN  MALNOURIS I 


•  34%  UNDER  $2  A  DAY 

•  8%  OF  CHILDREN  DIE  BEFORE 
THE  AGE  OF  5 
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EANUP  Hauling  trash  in  Ce 


H>ple  of  developments  in 
ntry,"  she  says, 
ineration  ago,  such  ambi- 
|uld  have  been  dismissed 
ildish  dream.  Women  in 
j-dominantly  Muslim  na- 
130  million  used  to  have 
>rtunity  for  education  and 
nfined  to  the  home — in- 
iey  enjoyed  hardly  any 
?ven  against  abusive  hus- 
3ut  now,  Julie  has  a 
She  is  one  of  770,000 
king  part  in  an  innova- 
>rmal  education  system 
0  villages  run  by  the  Bangladesh 
Ldvancement  Committee.  BRAC 
ided  in  1970  by  Fazle  Abed,  a 
Shell  executive,  and  is  now  one 
orld's  most  successful  non- 
lental  organizations  (ngos).  Pro- 
uch  as  these,  which  supplement 


THREE  Rs  Many  BRAC  graduates  start  businesses 


public  schools,  are  a  big  reason  behind 
the  rise  in  the  share  of  Bangladeshi  chil- 
dren receiving  primary  education — from 
55%  two  decades  ago  to  85%  now. 

It  is  hard  to  overstate  the  impact  that 
the  empowerment  of  women  is  having  on 
Bangladesh's  economy,  which  has  aver- 


aged 5%  growth  for  a  decade. 
Women  are  behind  most  of  the 
millions  of  small  enterprises 
spawned  in  the  past  three 
decades  through  skills  training 
and  microloans.  Fertility  and  in- 
fant mortality  have  fallen.  Women 
are  also  the  main  semi-skilled 
workers  for  the  booming  garment 
export  industry. 

It  helps  that  girls  get  free  tu- 
ition through  eighth  grade.  An- 
other key  for  BRAC  is  that  it 
works  closely  with  parents,  who 
don't  want  their  girls  away  from 
home  for  too  long.  So  BR  AC  scatters  small 
schools  throughout  the  countryside  to  cut 
travel  time.  No  wonder  brac's  approach 
is  seen  as  a  good  role  model  for  other 
conservative  Muslim  countries. 

By  Manjeet  Kripalani  in  Bangalpara, 
Bangladesh 


most  recent  assaults  on  poverty.  Both  Microsoft 
rp.  Chairman  William  H.  Gates  III  and  financier 
orge  Soros  are  bringing  a  more  businesslike  ap- 
>ach  to  the  projects  they  fund.  The  key  elements: 
^vy  use  of  financial  incentives,  combined  with  ag- 
►ssive  monitoring,  to  get  both  developing-nation 
/ernments  and  myriad  donor  agencies  to  coordi- 
e  their  activities  and  achieve  results.  "It's  simply 


wrong  to  let  millions  suffer  and  die  needlessly  when 
we  have  the  knowledge  and  tools  to  reduce  disease 
and  save  lives,"  says  Gates. 

For  this  report,  BusinessWeek  visited  some  of 
the  most  impressive  projects.  One  Bangladesh  group 
has  educated  and  provided  business  loans  to  4  mil- 
lion poor  women  who  have  long  been  disenfran- 
chised (box).  In  Mexico,  a  microcredit  bank  is  on  its 
way  to  becoming  a  profitable  institution  while  still 
serving  the  poor  (page  119).  In 
India,  digital  technologies 
are    helping 


GEORGIA 

•  60%  UNDER  S2  A  DAY 

•  GOVERNMENT  SPENDING  ON 

EDUCATION  AND  HEALTH  PLUNGED 

MORE  THAN  90%  SINCE  1990 

EGYPT 


3%  UNDER  $2  A  DAY 
5%  ADULT  ILLITERACY 


PAKISTAN 


^.X 


•ZAMBIQUE 


•  57%  ADULT  ILLITERACY 

•  11%  OF  CHILDREN  DIE  BEFORE 
THE  AGE  OF  5 

•  $18  PER-CAP1TA  SPENT  ON 

HEALTH  CARE 


CAMBODIA 


•  57%  OF  POPULATION  UNDER 
POVERTY  LINE 

•  70%  LACK  CLEAN  WATER 
46%  OF  CHILDREN  MALNOURISHED 


6%  ADULT  ILLITERACY 
9  YEAR  LIFE  EXPECTANCY 
3%  OF  ADULTS  HAVE  HIV/AIDS 
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transform  impoverished  villages  (page  116).  And  in 
Mozambique,  an  innovative  program  to  immunize 
children  against  diseases  could  serve  as  a  model 
for  mobilizing  aid  to  conquer  a  wide  range  of  health 
problems  (page  114). 

The  challenge  is  to  replicate  successful  strate- 
gies on  a  bigger  scale,  and  eventually  to  make  these 
programs  as  self-sustaining  as  possible.  What  is 
needed?  More  resources,  to  be  sure.  Columbia  Uni- 
versity economist  Jeffrey  D.  Sachs  estimates  $25 
billion  in  additional  aid  would  save  the  lives  of  8  mil- 
lion who  die  annually  because  they  can't  afford  vac- 
cines for  preventable  diseases.  But  aid  also  must  get 
a  bigger  bang  for  the  buck.  The  bulk  of  new  money 


should  go  to  20  or  30  nations  that,  most  expe 
agree,  desperately  need  outside  funds  to  meet 
sential  needs  but  also  are  committed  to  spending 
money  efficiently  and  promoting  growth. 

The  biggest  drops  in  global  poverty  will  lik 
come  in  the  nations  that  don't  require  big  in 
sions  of  aid  because  they  already  have  the 
sources  that  can  propel  growth.  These  include  i 
na,  India,  most  of  Latin  America,  the  Middle  Ei 
and  Eastern  Europe.  What  these  regions  neec 
technical  help,  and  more  investment  in  their  o 
people  so  the  gains  of  economic  growth  sprt 
more  widely.  That's  what  East  Asia  did  during 
takeoff  from  the  70s  through  the  '90s,  when  the 


Five  Decades  of  Good  Intentions 


1947 

MARSHALL  PLAN 


m 


Secretary  of  State  George  C. 
Marshall  offers  massive 
help  to  save  Western  Eu- 
rope from  economic  and  po- 
litical chaos.  Success  in- 
spires programs  for  other 
countries. 

MID-1950S 

STATE-LED  GROWTH 

Awed  by  the  apparent  suc- 
cess of  the  Soviet  Union, 
the  World  Bank  and  other 
agencies  finance  dams, 
roads,  ports,  and  heavy  in- 
dustrial complexes  in  Asia, 
Africa,  and  Latin  America 
in  hope  of  spurring  rapid 
industrialization. 
|  ■&         1962        WKk 
VOLUNTEERISM 
JFK  founds  the  Peace 


Corps,  challenging 
young  Americans  to 
join  "a  grand  and 
global  alliance. ..to 
fight  tyranny,  poverty, 
disease,  and  war." 
The  first  51  of  an 
eventual  165,000 
volunteers  arrive  in 
Ghana  and  Tanzania. 
While  educational  for 
Americans,  most 
projects  stopped  af- 
ter volunteers  left. 


ing  nations  rush  to 
sign  big  free-trade   < 
deals  such  as 
NAFTA  between 
Mexico,  the  U.S., 
and  Canada. 


1969 

HEARTS  AND  MINDS 


Aping  counter-insurgency 
campaigns  of  the  1950s  to 
stem  Communism  in  Malay- 
sia and  the  Philippines,  the 
CIA  pushes  land  reform  and 
technical  help  to  undercut 
support  for  Viet  Cong 
among  rural  Vietnamese 
peasants.  Massive  aid 
also  flows  to  Cold  War 
allies,  many  of  them 
brutal  and  corrupt,  in 
Africa,  the  Mideast, 
and  Latin  America. 

■■■■■■■■■ 

MEGALOANS 

World  Bank  President 
Robert  McNamara 
calls  for  eradicating 
world  poverty,  illitera- 
cy, and  malnutrition 
by  2000.  Loans  to  de- 
veloping nations  rise, 
but  many  end  up  with 
huge  debt  when  world 
prices  for  tin  and  oth- 
er commodity  exports 
plunge. 


1985 

PHILANTHROPY 

Hit  record  by  Michael  Jack- 
son and  dozens  of  other  pop 
stars  raises  millions  of  dol- 
lars for  African  famine  re- 
lief, inspiring  surge  of  dona- 
tions to  humanitarian 
causes  in  poor  nations. 

NATION-BUILDING 

U.S.  dispatches  21,000 
troops  and  development  aid 
to  Somalia,  where  warlords 
prevented  food  deliveries  to 
famine-stricken  population. 
Begins  practice  of  sending 
Western  troops  to  Haiti, 
Bosnia,  and  other  nations 
in  bid  to  forcibly  end  hu- 
manitarian crises  in  failed 
states. 

■■■■■■■■■■■ 
GLOBALIZATION 

Convinced  that  open  mar- 
kets for  goods  and  capital 
are  the  key  to  growth  and 
poverty  reduction,  develop- 


1997 

FORCED  REFORM 

Financial  collapse 
in  East  Asia  trig- 
gers the  high-water 
mark  of  Interna- 
tional Monetary 
Fund  attempts  to 
micromanage  economies. 
IMF  bailout  plans  include 
numerous  requirements  to 
reform  financial  systems, 
state  companies,  industrial 
policies,  and  government 
institutions.  But  the  plans 
prove  politically  impossible 
to  implement. 

■■■■■MBHHi 

NATION-BUILDING  REDUX 

In  the  wake  of  September 
11,  U.S.  and  other  govern- 
ments pledge  billions  to  bol- 
ster the  economies  of  Pak- 
istan and  Afghanistan  and 
to  help  regimes  supporting 
war  on  Islamic  terrorism. 


MONTERREY  CONSENSUS 

In  Mexican  summit,  189 
nations  endorse  UN  and 
World  Bank  goal  of  cutting 
global  poverty  in  half  by 
2015.  Developing  nations 
agree  to  pursue  pro-growth 
policies.  Rich  nations 
pledge  sharp  hikes  in  aid. 
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Microloans 
ranging  from 
$20  to  a  few 
hundred 
dollars  have 
done  a  lot  to 
help  the  poor 
establish 
businesses 


gion's  poverty  rate  plunged  from  58%  to  8%.  To- 
day's developing  nations  still  have  to  better  mobi- 
lize the  domestic  savings,  export  earnings,  and 
sheer  entrepreneurial  energy  they  already  pos- 
sess. Making  it  easier  for  the  poor  to  obtain  title  ^o 
land  so  they  can  build  wealth  is  a  first  step.  "De- 
veloping countries  have  many  more  resources  than 
meet  the  eye,"  contends  influential  Peruvian  econ- 
omist Hernando  DeSoto.  "By  documenting  land 
rights,  you  provide  people  with  a  tangible  asset." 
Just  as  important,  a  truly  effective  war  on  glob- 
al poverty  requires  an  overhaul  of  the  manage- 
ment of  aid.  Far  too  much  of  the  $10  billion  the 
U.S.  calls  "foreign  aid"  goes  to  nations  such  as 
Egypt  and  Pakistan  for  political  reasons  rather 
than  to  seriously  promote  economic  development. 
Moreover,  too  many  aid  organizations  duplicate 
one  another's  efforts  and  create  bureaucratic  night- 
mares for  understaffed  Third  World  ministries. 
And  the  IMF  and  World  Bank,  whose  prescrip- 
tions often  work  better  in  theory  than  in  real  life, 


still  wield  too  much  power  in  setting  prioritiJ 

That's  why  many  aid  skeptics  are  dubious 
new  calls  by  the  U.  N.  and  World  Bank  for  rich  r| 
tions  to  boost  foreign  aid  by  about  $50  billion 
nually  to  meet  the  Millennium  Development  Goa 
which  include  halving  world  poverty  and  provic 
universal  primary  education  by  2015.  "There 
been  this  level  of  interest  by  rich  countries  si 
the  1960s,"  says  William  Easterly,  a  former  Woil 
Bank  economist.  "What  angers  me  is,  so  much| 
dissipated  in  bureaucracy  and  rhetoric." 

The  nay  say  ers  raise  legitimate  points.  Ever  sirl 
colonialism  ended  after  World  War  II,  Weste| 
donors  have  pushed  one  flawed  panacea  after 
other.  They've  showered  developing  nations 
funds  to  build  infrastructure.  They've  sent  dro\ 
of  earnest  volunteers  and  countless  tons  of  foe 
The  World  Bank  and  IMF  have  used  jumbo  loans  | 
entice — and  then  compel — governments  to  adc 
sound  policies.  Then  loans  are  written  off  wl 
the  policies  go  bad  anyway.  Poor  nations  are  toldl 


Since  its  brutal  civil  war  ended  a 
decade  ago,  Mozambique  has 
made  enormous  economic 
progress.  But  at  the  medical  clinic  in 
Manhica,  it  is  clear  that  Mozambique 
remains  a  miserable  land.  There,  15 
malnourished  babies  with  bulging  eyes 
and  protruding  stomachs  he  on  beds 
covered  with  frayed  green  blankets. 
Gaunt  parents  sit  at  their  sides.  A  doc- 
tor checks  the  chart  of  one  child  show- 
ing she  is  losing  weight — a  sign  she 
probably  has  aids. 

One  in  five  children  in  Mozambique 
dies  before  age  5.  Average  life  ex- 
pectancy is  39  years.  Big  killers  include 
preventable  or  treatable  diseases  like 
malaria,  measles,  and  cholera.  Some 
20%  of  adults  have  hepatitis  B;  13% 
have  the  HIV  virus.  With  per  capita  in- 
come of  $210  a  year,  even  with  foreign 
aid  Mozambique  spends  just  $10  per 
person  each  year  for  health  care. 

Turning  the  crisis  around  will  take 
many  years.  But  there  is  reason  for 
hope.  A  coalition  called  the  Global  Al- 
liance for  Vaccines  &  Immunization 
(gavi)  is  funding  an  aggressive  program 
to  immunize  Mozambique's  children 
against  a  host  of  diseases  for  which 
cheap  vaccines  already  exist.  If  success- 
ful, gavi,  which  works  with  53  countries 
and  is  backed- by  $750  million  from  the 
Bill  &  Melinda  Gates  Foundation,  could 
serve  as  a  new  model  for  managing  aid 
to  fight  diseases  such  as  aids. 

The  strategy:  Instead  of  a  gaggle  of 
foreign  donors  wastefully  running  their 


own  immunization  ef- 
forts as  in  the  past,  gavi 
wants  recipient  countries 
to  take  the  initiative  and 
manage  their  own  pro- 
gram. The  World  Bank, 
unicef,  the  U.  S.  Agency 
for  International  Devel- 
opment, and  the  World 
Health  Organization  be- 
long to  the  alliance.  GAVI 
pays  for  vaccines,  then 
monitors  progress.  It  vows  to  cut  funds 
for  countries  that  don't  do  enough  to 
meet  targets.  In  Mozambique,  gavi's  aid 
has  been  especially  helpful  in  bringing 
in  hepatitis-B  vaccine,  which  costs  $15 
per  treatment.  "We  could  have  prevent- 
ed many  children  from  contracting  hep- 
atitis, but  we  couldn't  afford  to  import 
it,"  says  Prime  Minister  Pascoal  M. 
Mocumbi.  "GAVI  is  making  a  very  im- 
portant contribution." 

Mozambique's  commitment  to  up- 
grading health  care  is  a  big  reason 
gavi  rolled  out  its  program  there.  In 
the  late  1990s,  the  government  devel- 
oped a  comprehensive  antipoverty 
strategy.  Using  World  Bank  funds,  it  is 
training  thousands  of  nurses  and  tech- 
nicians and  has  repaired  1,000  health 
clinics  damaged  by  civil  war  and  floods. 
It  is  building  50  new  clinics  a  year  and 
buying  cold-storage  units  needed  to 
ueep  vaccines  from  spoiling. 

Health  officials  hope  the  investment 
made  for  the  immunization  program  will 
make  it  easier  for  Mozambique  to  attack 
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MOZAMBIQUE:  A  staggering  infant  mortality  rati 


diseases  such  as  malaria  and  AIDS  if  an 
when  vaccines  are  developed.  In  Africi 
the  chief  obstacle  to  fighting  aids  isn't 
the  price  of  medicines.  It's  the  lack  of 
clinics  and  trained  staff.  "If  we  had  an 
aids  vaccine  today  and  the  money  we 
needed  to  buy  it,  we'd  be  hard  pressec 
to  do  anything  with  it  because  of  the 
bad  infrastructure,"  says  Dr.  Gordon 
Perkins,  manager  of  diagnostic  researc 
and  development  in  tropical  disease  foi 
the  Gates  Foundation. 

To  speed  the  development  of  drugs 
for  diseases  that  afflict  poor  nations, 
gavi's  Vaccine  Fund  promises  to  buy 
sufficient  quantities  of  drugs  to  make 
the  effort  profitable  for  pharmaceutica 
companies.  So  far,  GlaxoSmithKlint 
PLC  has  joined  the  hunt  for  a  new 
malaria  vaccine.  This  approach  could 
mark  the  beginning  of  dramatic  prog- 
ress in  the  war  against  diseases  crir 
pling  the  developing  world. 

By  Jonathan  Katzenellenbogen 
in  Manhica,  Mozambique,  and  Pete 
Engardio  in  New  York 
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WIRED  VILLAGES 


The  Dhar  district  of  central  Madh- 
ya  Pradesh  state  is  a  microcosm 
of  India's  deep  poverty.  More  than 
half  of  Dhar's  population  of  1.7  million 
are  illiterate  Bhil  tribal  farmers  who  live 
in  thatched-roof  huts  and  subsist  on  an 
average  of  $270  a  year. 

Nevertheless,  thanks  to  a  government- 
backed  program  called  Gyandoot,  or  "am- 
bassador of  knowledge,"  Dhar  is  at  the 
center  of  a  grassroots  technology  revolu- 
tion. Since  January,  2000,  Gyandoot  has 
installed  39  computer  kiosks  around  Dhar 
that  have  electronically  connected  some  1 
million  villagers  to  the  wider  world.  For 
the  equivalent  of  1<2,  kiosk  staff  tap  farm- 
ers into  a  server  that  allows  them  to 
check  current  prices  for  produce.  For  a 
few  cents  more,  villagers  can  obtain  land 
records,  driver's  licenses,  and  even  school 
exam  results  online.  Or  they  can  look  up 
disease-prevention  tips  for  livestock.  The 
kiosk  operators  buy  the  PCs  through  bank 
loans,  then  use  the  computers  to  offer 
other  services,  such  as  selling  PC  lessons 
to  local  children.  Dhar's  total  investment 
in  the  network:  $73,000. 

The  payoff  could  be  dramatic.  Consid- 
er the  impact  on  Bahadur  Singh  Katare. 
Before  Gyandoot  arrived,  he  traveled  10 
miles  each  week  during  harvest  seasons 


to  Dhar's  main  market  to  sell  his  soy- 
beans for  $16.60  per  100  kilograms,  shar- 
ing a  cut  with  a  middleman.  Now  Ka- 
tare, 23,  first  travels  five  miles  to  the 
kiosk  in  the  village  of  Tirla  to  check 
prices  nationwide.  Last  year,  he  found 
his  soybeans  would  fetch  $20.80  in  In- 
dore.  He  hired  a  truck  and  took  2,500  ki- 
los to  Indore,  an  hour  away,  and  boosted 
his  net  income  18%.  "There  are  lots  of 
people  like  me,"  says  Katare,  beaming. 

Indeed,  one  villager  auctioned  his  cow 
over  Gyandoot.  Pensioners  who  hadn't 
received  their  $3.12  monthly  payment 
for  four  months  sent  an  e-mail  com- 
plaint, and  the  problem  was  rectified  by 
the  state  three  days  later.  Small  enter- 
prises that  normally  endure  endless  red 
tape  to  get  a  bank  loan  now  get  them  in 
a  month  because  documents  are 
processed  online.  Others  get  quick  ac- 
cess to  land  records  that  once  required 
arduous  treks  to  state  capitals. 

Since  utilities  are  unreliable,  Dhar  is 
experimenting  with  solar  panels  and  local 
wireless  networks  in  some  areas.  Offi- 
cials are  eager  to  improve  service  be- 
cause they  now  are  peppered  with  e- 
complaints.  For  India's  poor,  technology 
may  help  pave  the  road  out  of  poverty. 

By  Manjeet  Kripalani  in  Dhar,  India 


throw  open  their  doors  to  trade  and  foreign  capital, 
sometimes  causing  devastating  dislocation. 

Despite  good  intentions  and  billions  of  dollars, 
some  1.2  billion  people  still  must  survive  on  less 
than  $1  a  day.  aids  now  infects  65  million  in  sub-Sa- 
haran  Africa.  "There  is  no  sense  talking  about  mar- 
ket reforms  in  Africa  if  you  have  an  aids  pandemic 


raging,"  says  Sachs,  a  U.  N.  advis< 
The  good  news  is  that  never 
the  past  three  decades  has  the 
been  a  better  opportunity  to  redu 
global  poverty  dramatically — if  ri 
nations  and  poor  can  seize  the  ir 
ment.  Business  should  join  the  < 
fort.  If  the  bottom  half  of  the  glot 
population  can  turn  itself  into  t 
world's  biggest  consumers,  the  pay 
for  business  will  be  immense.  Pr 
viding  basic  health  care,  says  Gat< 
"will  pay  substantial  dividends 
years  from  now  in  the  form 
healthier,  more  economically  ind 
pendent  societies." 

One  cause  for  hope  is  that  Se 
tember  11  has  generated  energ 
money,  and  political  will  for  tl 
cause.  The  U.S.  and  Europe  pror 
ise  to  hike  aid  by  $12  billion  a  ye 
by  2006.  There  also  are  signs  th 
charitable  foundations,  companie 
the  U.  N.,  government  aid  agencu 
and  Third  World  ministries  are  i 
creasingly  pooling  their  effort 
"This  is  a  new  way  of  looking 
things,"  says  Andrew  S.  Natsio 
administrator  at  usaid,  which  ma 
ages  $3  billion  annually  in  devekx 
ment  help.  "If  we  can  harness 
of  those  funds  and  link  what  we 
then  the  scale  of  what  we  < 
achieve  increases  dramatically." 

This  new  approach  to  aid  is  mo 
visible  in  health  care.  Poor  don 
coordination  is  one  reason  that  m 
lions  still  die  of  diseases  for  whk 
cheap  vaccines  are  available.  "Eac 
donor  has  its  own  program,  ar, 
they  don't  always  talk  to  st 
whether  they  are  duplicating  eac 
other's  work,"  says  Lomamy  I 
Shodu,  a  health  official  for  15  yea) 
in  several  African  nations.  Hondun 
currently  hosts  57  separate  healt 
projects,  according  to  the  Worl 
Bank,  and  until  recently  officials  i 
Tanzania  had  to  produce  2,400  r» 
ports  every  three  months  for  var 
ous  agencies.  Shodu  says  sometime 
two  or  three  donors  unwitting] 
give  money  for  the  same  project. 
These  days,  Shodu  works  for 
group  that  aims  to  remedy  that- 
the  Vaccine  Fund.  The  fund  buj 
vaccines  for  diseases  such  as  measlc- 
and  hepatitis  and  helps  governmenl 
and  aid  agencies  administer  them  e 
ficiently.  Similar  collaborations  ail 
to  attack  tuberculosis,  malaria,  and  AIDS. 

Innovative  programs  also  are  found  in  edua 
tion.  One  closely  watched  model  is  Brazil's  Bols 
Escola  scheme,  which  pays  poor  families  to  kee 
their  children  in  school.  Each  month,  the  goven 
ment  hands  out  blue  debit  cards  to  5  million  motl 
ers  whose  families  earn  $4  a  day  or  less.  The 
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With  Brazil 
paying  poor 
families  to 
keep  kids  in 
school, 
attendance 
has  jumped 


can  use  the  cards  to  collect  small  stipends  in  cash 
or  groceries — as  long  as  their  children  stay  in 
school.  The  $500  million  annual  program  also  pro- 
vides free  meals  to  36  million  children  and  has  set 
up  a  distance-learning  system  that  broadcasts  three 
hours  of  lessons  daily  to  60,000  schools.  Primary* 
school  attendance  among  poor  Brazilian  families 
has  leapt  from  75%  to  93%.  "We  will  see  the  impact 
of  this  on  our  economy  10  years  from  now,"  pre- 
dicts Education  Minister  Paulo  Renato  Souza. 

Another  breakthrough  is  being  achieved  in 
microfinance.  Now,  there  are  up  to  9,000  microlen- 
ders  in  the  developing  world,  but  few  reach  more 
than  a  few  thousand  people  because  they  still  de- 
pend on  charities  for  part  of  their  budgets.  Even 
so,  some  microlenders  in  Mexico,  Bolivia,  Kyr- 
gyzstan,  and  Uganda  are  getting  to  be  big  enough 
to  evolve  into  banks  and  tap  private  capital. 


CREDIT 


SMALL  LOAN,  BIG  DREAM 


Each  Tuesday,  20  women  from  the 
dust-choked  hamlets  near  Etla, 
Mexico,  meet  around  a  wooden 
table  at  the  home  of  Juana  Ruiz  and 
her  husband,  Constantino  Lazaro.  One 
by  one,  the  women,  who  run  business- 
es ranging  from  raising  pigs  to  making 
tortillas,  hand  a  few  pesos  to  a  loan  of- 
ficer from  the  microcredit  outfit  Com- 
partamos.  If  a  borrower  can't  pay,  oth- 
ers in  the  group  cover  for  her.  The 
loans  are  repaid  in  16  weeks;  each 
woman  then  borrows  $100  or  so  more. 
This  routine  has  been  going  on  for 
nearly  a  decade  in  Etla  and  is  typical 
of  the  way  microcredit  operates  in 
many  poor  nations,  where  most  clients 
have  no  property  to  post  as  collateral. 
It  works:  Lenders  like  Compartamos 
boast  low  default  rates  and  have 
helped  millions  of  families  escape 
chronic  poverty.  For  example,  prior  to 
1993,  the  Lazaros  got  by  on  the  $2  a 


day  Constantino 
earned  as  a  car- 
penter. Since  using 
his  first  $25  loan  to 
buy  an  electric 
saw,  Constantino, 
57,  now  earns 
about  $170  a 
month  making  fur- 
niture. Four  of  the 
five  Lazaros  chil- 
dren have  graduat- 
ed high  school. 
Now,  Mexico 
City's  Comparta- 
mos is  taking 
microcredit  to  the 
next  level.  Last 
year,  it  won  a  government-banking  li- 
cense. Despite  loans  averaging  just 
$270,  it  boasts  a  16%  return  on  its  $40 
million  in  assets.  In  July,  it  raised  $10 
million  in  a  bond  offering  rated  A+  by 
Standard  &  Poor's.  It  wants  to  ex- 
pand from  112,000  clients  to  600,000  in 
a  few  years — but  still  cater  mostly  to 
the  poor.  "The  only  way  to  reach  the 
masses  is  for  us  to  be  able  to  fund 
ourselves,"  says  Carlos  Labarthe, 
Compartamos'  co-executive  director. 
Now,  Compartamos  wants  to  help 
clients  build  midsize  businesses  that 
can  employ  more  people.  It  has  begun 
making  loans  of  up  to  $1,000  and  plans 
to  boost  the  limit  to  $5,000,  using 
home  appliances  and  other  items  as 
collateral.  If  Compartamos  succeeds,  it 
could  fulfill  a  vision  of  the  microcredit 
movement:  to  help  once-destitute 
clients  join  the  middle  class. 

By  Pete  Engardio  in  Etla,  Mexico 


If  families  are  to  climb  securely  out  of  poverty, 
helps  if  they  own  assets.  In  most  developing  na 
tions,  the  majority  of  people  own  no  land.  The 
may  have  lived  in  homes  for  generations  but  lack  lj 
gal  title  to  them.  Businesses  often  are  undoci 
mented  as  well.  Peru's  DeSoto  estimates  an  a 
founding  78%  of  Mexicans  and  90%  of  Egyptiar 
are  in  the  so-called  informal  economy.  In  Mexk 
City,  according  to  DeSoto's  Lima-based  Institut 
for  Liberty  &  Democracy,  undocumented  building 
equipment,  and  enterprises  are  worth  $315  billion- 
29  times  the  value  of  foreign  direct  investment  an 
seven  times  Mexico's  oil  reserves.  That's  one  reasc 
many  nations  are  pushing  to  modernize  recorc 
keeping  and  establish  laws  that  will  make  it  easu 
for  citizens  to  own,  buy,  and  sell  property  legal] 
Former  communist  nations  are  starting  by  givin 
land  tenure.  The  most  ambitious  effort  is  in  Chin 
In  1998,  it  launched  a  program  to  awar 
30-year  rights  to  210  million  farm  familie 
The  goal:  To  give  farmers  the  incentive  t 
make  the  investments  needed  to  boos- 
output  and  diversify  into  new  crops.  Stuc 
ies  suggest  the  program  is  working. 

The  magic  of  the  marketplace  alon 
won't  solve  poverty  everywhere  in  th 
world.  Many  nations  are  simply  too  poo 
or  seen  as  too  risky,  to  draw  enough  ir 
vestment  to  drive  the  growth  needed  t 
erase  poverty.  The  U.N.  Developmei 
Program  says  there  are  39  such  "leasi 
developed  countries."  More  than  half 
their  populations  make  less  than  $1 
day.  A  child  has  a  10%  chance  of  dyin 
before  age  five.  These  countries  ofte 
pay  more  servicing  their  foreign  debt 
than  they  do  on  education  or  health  carr 
Most  depend  for  exports  on  commod 
ties  such  as  coffee  and  copper,  whos 
world  prices  have  crashed. 

The  needs  are  huge.  To  reduce  by  ha 
the  132  million  children  who  will  still  b 
malnourished  by  2020,  for  example,  woul 
require  an  annual  investment  of  $25  bi 
lion,  according  to  one  estimate.  Aid  corr 
mitments  fall  far  short  of  that.  Th 
White  House  thus  far  has  pledged  only 
$200  million  increase  for  a  global  aid 
fund.  "There  is  a  big  disconnect  betwee 
public  promises  and  the  allocating 
money,"  says  Columbia's  Sachs. 

It  is  time  for  rich  nations  to  suppoi 
the  programs  that  work.  The  attentio 
now  being  paid  to  global  poverty  is  likel 
to  be  fleeting,  especially  as  the  West  be 
comes  ever  more  absorbed  in  its  own  ecc 
nomic  woes.  If  new  programs  bog  dow 
or  are  grossly  underfinanced,  billions 
dollars  will  again  be  wasted.  Disillusior 
ment  will  return.  But  if  rich  nations  an 
poor  can  seize  this  moment,  they  coul 
well  set  the  stage  for  dynamic  glob? 
growth  that  will  improve  everyone's  live 
By  Pete  Engardio  in  New  York,  wit 
Declan  Walsh  in  Kampala,  Ugandt 
and  Manjeet  Kripalani  in  Dhamr 
Bangladesh 
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No  other  company  has  done  more 

to  increase  homeownership  in  America. 


ft)  FunnieMiM' 


www.fanniemae.com 


At  Fannie  Mae,  our  mission  is  simple:  to  lower  the  cost  of  homeownership  so  that  more 
American  families  can  get  into  homes  of  their  own.  And  over  the  past  three 
decades,  we  have  dedicated  ourselves  to  seeing  that  homeownership  in 
America  continues  to  grow  at  a  steady  rate. 

Every  day  we  work  with  our  mortgage  lender  partners  and  other 
housing  leaders  to  fulfill  our  goals.  To  knock  down  the  barriers 
to  homeownership,  lower  costs,  and  increase  opportunities  for 
low-  and  moderate-income  families. 

We  believe  that  when  more  Americans  have  a  place  to  call  home, 
it  strengthens  families,  communities,  and  our  nation  as  a  whole. 

At  Fannie  Mae,  it's  more  than  just  our  mission,  it's  who  we  are. 


UNISYS 

presents 


Lee  Kidder 

is  Research  Director  for 
Commercial  Banking  at 
TowerGroup,  a  Needham, 
Mass.,  based  research 
and  consulting  firm 
specializing  in  the  financial 
services  industry.  His  work 
focuses  on  the  impact  of 
technology  on  wholesale 
banking  products  and 
services  for  corporate, 
small  business,  and 
institutional  customers. 
We  asked  Mr.  Kidder  to 
explain  how  the  business 
process  outsourcing 
model  is  changing  the 
way  in  which  banks  and 
other  financial  institutions 
process  transactions 
and  remittances. 

For  more  information,  call 
1-800-874-8647x467 
or  visit 

www.unisys.com/communica- 
tions/commsbw 


Imagine  it.  Done. 


Ask 


THE 


Experts 


Topic:  TRANSACTION  & 
REMITTANCE  BUSINESS 
PROCESS  OUTSOURCING 
Q.  Even  with  the  boom  in  elec- 
tronic banking,  online  bill  paying, 
and  direct  debit,  the  banking, 
telecom,  and  utility  industries 
are  processing  billions  of  checks 
and  remittance  payments  each 
year.  What  are  the  major  chal- 
lenges facing  these  industries  as 
they  deal  with  these  huge  trans- 
action volumes? 
These  industries  are  facing  the 
same  challenges  that  all  large 
businesses  are  facing  today.  The 
first  is  the  matter  of  reducing 
costs.  With  billions  of  transac- 
tions being  processed  each  year, 
even  saving  a  few  fractions  of  a 
cent  per  transaction  can  add  up 
to  significant  cost  reductions. 
Second  is  the  task  of  improving 
the  delivery  of  services  to  the 
customer.  With  commoditized 
services  like  transaction  and 
remittance  processing,  the  qual- 
ity of  customer  service  can  be 
the  key  distinguishing  factor 
among  competing  alternatives. 
Finally,  these  companies  need  to 
implement  new  technologies  as 
soon  as  practical.  Such  tech- 
nologies not  only  can  further 
reduce  costs,  but  they  also  can 
enhance  customer  service. 

Q.  How  can  a  bank  or  other  insti- 
tution reduce  its  transaction  and 
remittance  processing  costs 
through  the  use  of  business 
process  outsourcing? 
These  i  ^dustries  are  facing  a 
dilemma:  as  indicated,  compet- 
itive and  stakeholder  pressures 


require  that  they  cut  operational 
costs.  Yet  in  order  to  retain  and 
expand  their  customer  base, 
they  also  need  to  improve  oper- 
ational efficiency  and  customer 
service.  It  is  true  that  paper 
transactions  are  declining  in  vol- 
ume, so  these  companies  may 
not  require  the  same  size  back- 
office  staff  or  operation  that  they 
once  did— less  volume,  smaller 
operations.  But  these  two 
dynamics  rarely  occur  perfectly 
in  sync. 

In  fact,  banks  right  now  are 
actually  having  to  contend  with 
an  increase  in  costs,  as  they  tran- 
sition their  payment  operations 
from  a  paper-based  to  a  more 
electronic-based  environment. 
Even  as  the  volume  of  paper  is 
declining,  the  high  fixed  costs 
remain,  and  the  banks  have  to 
provide  a  dual  operating  capa- 
bility. Other  companies  are  like- 
wise often  faced  with  a  costly 
surplus  of  people  and  infrastruc- 
ture. Business  process  out- 
sourcing transfers  these  expens- 
es—and the  headaches— to  the 
services  provider,  who  is  typical- 
ly better  positioned  to  smooth 
out  discrepancies  in  labor  force 
and  infrastructure  demand  over  a 
large  roster  of  clients. 

Q.  How  can  financial  institutions 
and  others  simultaneously  reduce 
costs  but  improve  service  delivery? 

Simultaneously  reducing  costs 
and  improving  service  delivery  is 
a  challenging  task,  but  an  emi- 
nently achievable  one.  More  than 
anything,  what  is  required  is  a 
new  operational  philosophy.  The 


back  office— in   particular,  1 
item  processing  function— is 
typically  the  place  where  co 
rate  innovations  are  born.  Yet  it 
more  critical  than  ever  before 
these  back  office  operations 
flawlessly  in  order  to  ensure  c 
tomer  satisfaction   and  time 
movement  of  funds. 

The  fact  of  the  matter  i 
increased  competitiveness 
designed  to  boost  profits,  an 
greater  profits  result  in  part  fro? 
more  and  more  satisfiei 
customers.  The  economies  ( 
scale  that  transaction  processot 
can  obtain  from  outsourcin 
transaction  and  remittanc 
processing  functions  make 
those  functions  more  flexibi 
and  controllable,  and  there 
enables  them  to  respond  mo 
effectively  to  client  demand 
This  factor,  in  its  own,  allows  f 
the  needed  cost  reductions 
enabling  a  significant  improv 
ment  in  customer  service. 

Q.  What  are  these  high-volur 
transaction-oriented  company 
looking  for  in  a  business  pr 
outsourcing  (BPO)  provider? 

As  BPO  becomes  more  widel| 
accepted,  companies  are  lool< 
ing  beyond  cost  reductiorl 
assuming  that  any  outsourcinl 
provider  can  save  them  a  fe'j 
dollars  in  the  short  run.  Whj 
they  need  over  the  long  ter 
are  such  business-critical  que 
ities  as  service  and  procesl 
improvement.  The  ability  tl 
deliver  on  these  requirement! 
will  define  the  leading  BP<| 
providers  in  the  future. 


Three  of  the  world's 
largest  banks  open 
every  day  in  the  U.K 
because  of  what 
we  do  every  night. 
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Outsourcing. 


•lure. 


Consulting. 
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Business  process  oper.iiiuii-,  oiitsnnir.eil  -,<> 
efficiently,  .ill  parties  no  money  on  ■  >  job 

Hi.ii  once  consumed  Iheii  lime  and  i  fforl   liui 
olution  i  Jni'./'.  provided  Barclays  I II  »B< ! 
and  I  loyds  fSB  foi  processing  i  hi 


Doi 

i  Jnr,/',  worked  with  the  three  banking  rivals  to 
lour i  ;i  joint  /enture  and  create  a  new  company 
to  do  theii  niqhtly  chock  pi  ng    rim  joint 

venture  with  Urn  v  handles  07%  ot  all 

i  i",  in  the  i  J  K  and  profits  all  parties 
Having  collaborated  ev<  ry  night   they  op<  n 
for  busin*  i  /  'l,i/  ipctilor-, 

Outsourcing  with  precision  thinking, 
relontloss  exi  to  drive  /oui  /ision  foi  ward 


Imagine  it.  Done. 


The  Workplace 


HEALTH  CARE 


AN  APPLE  A  DAY 
-ON  THE  BOSS 


With  health  costs  running 
a  fever,  employers  and 
insurers  are  turning  to 
"disease  management" 

Five  years  ago,  when  Patricia 
Leckey  learned  she  had  diabetes, 
she  was  reluctant  to  test  her 
blood  sugar  regularly  because  it 
cost  too  much.  But  her  employer,  the 
City  of  Asheville,  N.  C,  had  just  set 
up  a  program  to  pay  for  her  tests  and 
even  her  diabetes  medication.  So 
Leckey,  today  the  city's  accounting 
services  manager,  signed  up  and  now 
tests  herself  twice  a  day.  She  also  gets 
regular  exams  and  advice — not  from  a 
physician,  but  from  a  specially  trained 
local  pharmacist.  The  new  system  has 
worked  well  and  Leckey  has  never  had 
a  diabetes-related  emergency. 

Asheville  has  come  out  ahead,  too.  It 
pays  $22  a  month  for  diabetes  medicine 
and  test  equipment.  But  Leckey  sees 
her  doctor  only  three  times  a  year  in- 
stead of  monthly.  Overall,  the  city 
spends  just  $4,651  annually  on  health 
claims  for  diabetic  employees,  vs.  $6,127 
before  the  program  started.  Absen- 
teeism among  diabetics  has  been  slashed 
from  12  days  a  year  to  fewer  than  6. 

The  last  time  double-digit  annual 
health-care  cost  increases  hit  the  U.  S.  a 
decade  ago,  employers  jumped  on 
health-maintenance  organizations  as  the 
solution.  Now  the  managed  care  revo- 
lution has  run  its  course,  and  medical  in- 
flation has  come  roaring  back. 

So  what's  the  latest  big  idea  for  rein- 
ing in  runaway  medical  costs? 
Disease  management  programs 
like  Ashville's,  which  are  a  so- 
phisticated version  of  old-style 
preventative  medicine.  Rather 
than  rationing  services  through 
managed  care,  employers 
throw  lots  of  early  medical  at- 
tention at  chronically  ill  work- 
ers like  Leckey,  who  absorb 
about  60%  of  all  health  dollars. 
Their  hope  is  that  vigorous 
prevention  will  stave  off  hospi- 


talizations and  other  ex- 
pensive care,  bringing  big 
savings  down  the  road. 
Boosters  argue  that  far 
greater  savings  will  come 
from  reducing  absenteeism 
and  increasing  productivity. 

Desperate  companies 
are  rushing  to  try  the 
new  approach  to  cope 
with  crushing  cost  hikes 
amid  a  sluggish  economy. 
The  number  of  employers 
installing  disease  manage- 
ment programs  has  dou- 
bled since  1997,  to  19%  of 
large  corporations,  and 
will  likely  approach  30% 
next  year,  according  to 
Hewitt  Associates  Inc. 
benefits  consultant  Camille 
Haltom  (chart). 

Insurers  such  as  Aetna 
Inc.  and  UnitedHealth 
Group  Inc.  are  ramping 
up  disease  management 
programs  to  meet  the  de- 
mand, while  smaller  firms  KEEPING  TABS 
are  popping  up  to  provide 
the  expertise  and  staffing  required.  Cor- 
Solutions  Medical  Inc.,  a  Buffalo  Grove 
(Ill.)-based  firm,  has  enrolled  300,000 
patients  in  plans  it  runs  for  insurers 
such  as  Blue  Cross  of  Michigan,  up  from 
just  12,000  five  years  ago.  "The  growth 
in  these  programs  has  been  exponen- 
tial in  the  last  two  years,"  says  Watson 
Wyatt  Worldwide  senior  consultant 
Bruce  Kelley. 

Still,  for  all  the  enthusiasm,  it's  by 
no  means  clear  that  the  logic  of  disease 


Williams  gets  diabetes  checks  at  w\ 


AN  OUNCE  OF 
PREVENTION? 

To  avoid  costly 
hospitalizations, 
more  companies 
are  signing  on  to 
programs  that  help 
employees  manage 
chronic  illnesses 

Data:  Hewitt  Associates 


SHARE  OF  EMPLOYERS  WITH 
DISEASE  MANAGEMENT 
15 PROGRAMS 
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management  will  pan  out.  Programs 
Asheville's  require  large  up-front  spej 
ing,  both  on  the  extra  care  and  on 
incentives  the  plans  use  to  entice  tl 
ployees  to  participate.  But  there  are  I 
large-scale  national  studies  showing  tl 
employers  that  embrace  the  concj 
save  more  than  they  spend.  "We 
not  able  to  prove  [that  the  idea  sa"] 
money],  but  we  believe  it  does," 
Bruce  E.  Bradley,  director  of  hej 
plan  strategy  at  General  Motors  Cor 
Health  Care  Initiatives,  which  laundj 
a  major  program  in  1996. 

Today's  efforts  go  far  beyond  the  w 
ness  fairs  and  free  cholesterol  screeni; 
that  first  cropped  up  in  the  1990s.  N 
companies  identify  people  who  sui 
from  chronic  diseases  such  as  diabel 
asthma,  or  back  pain,  give  them  lo. 
of  information  about  their  illnesses,  s 
offer  intensive  guidance  and  treatm 
to  get  the  problem  under  control.  1 
programs — which  are  all  voluntary — tl  ^ 
regularly  monitor  the  patient's  hea 
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N  EXTRAORDINARY  MERGER  OF  BRAINS  AND  BRAWN. 
THE  NEW  FALCON  900EX  "EASv." 
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status,  using  methods  ranging  from  real- 
time wireless  devices  to  claims  databases. 

For  example,  Pitney  Bowes  Inc.  be- 
gan a  limited  program  in  1995  but  rolled 
out  a  more  comprehensive  version  last 
October  that  focuses  on  a  broad  range 
of  chronic  diseases.  One  early  partici- 
pant, postal-meter  repairman  Ian 
Williams,  signed  on  last  year  after  he 
discovered  he  had  diabetes.  Now  he 
gets  regular  calls  from  a  company  nurse 
who  administers  his  blood  tests  and 
makes  sure  he  takes  the  right  medica- 
tion. "They  call  me  to  see  how  I'm  do- 
ing," says  a  grateful  Williams,  who  also 
still  sees  his  regular  doctor.  "The  nurses 
worked  with  me  all  the  way." 

GM  has  gone  even  further,  setting  up 
an  asthma  program  for  an  entire  county 
in  Indiana  where  it  had  several  factories 
and  still  insures  15,000  people.  In  1999, 
the  auto  maker  found  that  asthmatics  in 
Madison  County  visited  the  hospital  far 
more  often  than  others.  Through  the 
new  program,  500  people  are  taking 
classes  in  how  to  manage  their  disease 
and  take  their  medications.  And  they're 
developing  care  plans  with  their  doc- 
tors. The  price  tag  is  $140  per  patient. 
But  their  emergency  room  visits  have 
been  slashed  by  40%,  and  hospital  ad- 
missions have  dropped  by  15%,  saving 
money  for  GM  and  the  community. 

Technology  is  a  key  new  tool.  So- 
phisticated software  allows  insurance 
companies  to  identify  patients  who  are 
having  trouble  managing  their  symp- 
toms. Claims  data  can  tell  an  insurer 
that  an  asthmatic  is  using  the  wrong 
inhaler  or  that  a  congestive  heart  failure 
patient  is  making  many  trips  to  the 
emergency  room.  A  nurse  or  other 
staffer  then  contacts  the  patient  to  sug- 
gest changes  in  their  care. 

Many  programs  rely  on  financial  in- 
centives to  encourage  cooperation. 
Hughes  Electronics  gives  workers  $250 
in  preventative  care  for  doing  a  risk 
assessment  and  cuts  annual  premiums 
by  $200  for  those  participating  in  its 
program.  Blue  Ridge  Paper  Products 
Inc.  in  Canton,  N.  C,  gives  workers  cash 
awards  of  up  to  $250  for  meeting  health- 
care goals. 

Disease  management  isn't  likely  to 
trigger  the  patient  backlash  that  man- 
aged care  did,  but  it's  not  without  con- 
troversy. Doctors  worry  that  they  will 
be  cut  out  of  the  health-care  loop.  Con- 
sumers worry  about  privacy.  Even  some 
health  plans  fret  that  a  disease-by-dis- 
ease approach  risks  giving  short  shrift 
to  patients  with  multipk-  problems.  Still, 
as  employers  scramble  aboard  the  dis- 
ease-management bandwagon,  more 
workers  can  expect  a  call  reminding 
them  to  take  their  pills. 

By  Howard  Gleckman  and  John 
Carey  in  Washington 


CLOSING  THE 
SCHOOL  GAP 

If  no  child  is  to  be  left  behind,  we  must  overhaul  funding 


COMMENTARY 

By  William  C.  Symonds 

Half  a  century  after  the  U.S. 
Supreme  Court  struck  down 
racial  segregation  in  education, 
it's  now  economic  segregation  that 
plagues  the  nation's  public  schools.  From 
Chicago  to  Baltimore  and  beyond,  chil- 
dren in  leafy  suburbs  benefit  from  better 
teachers,  nicer  facilities,  and  more  re- 
sources than  do  kids  in  poor  city  neigh- 
borhoods. Spending  discrepancies  are 
one  reason  that,  by  the  eighth  grade, 
poor  students  are  three  years  behind 
middle-class  children  in  reading  and 
math,  according  to  the  Education  Trust, 
a  nonprofit  group  in  Washington,  D.C. 
No  wonder  well-heeled  students  are  sev- 
en times  as  likely  to  earn  a  college  de- 
gree. Disparities  among  the  states  are 
even  greater.  Connecticut  and  Wisconsin 
spend  50%  more  per  student  than  Cali- 
fornia and  Mississippi,  even  after  ad- 
justing for  regional  cost  differences. 


L. 
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The  nation  faces  mounting  press 
from  several  quarters  to  close  th 
funding   gaps.    For   more    than 
decades,  lawsuits  to  equalize  scl 
funding  have  been  wending  their 
through  the  courts  in  44  states.  So 
the  plaintiffs  have  scored  victorie 
about  half  the  states,  forcing  legi 
tures   to   increase   funding   for 
schools.  The  movement  received  a  b 
in  January  when  President  George 
Bush  signed  the  No  Child  Left  Bel 
Act.  Its  aim:  to  ensure  that,  by  2014 
American  students  can  pass  tests  sh 
ing  they  have  reached  standards  of 
ficiency  drawn  up  by  each  state. 

But  this  lofty  goal  will  remain  a  dr 
without  an  overhaul  of  the  anachron 
approach  the  U.S.  currently  take: 
school  financing.  The  system,  set  u 
the  19th  century  when  the  country 
no  federal  income  tax,  is  still  larj 
funded  by  local  property  taxes  that  a 
rich  communities  to  spend  more  t 
their  poorer  counterparts. 
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ILK  TALK 

poor  districts,  supplies 
md  to  be  sparse 

Redesigning  the  system  will  re- 
quire at  least  three  major  reforms. 
First,  states  must  define  exactly 
what  resources  the  schools  in  low- 
income  anas  need  to  reach  the 
state's  standards.  This  approach, 
known  as  adequacy,  is  already 
being  adopted  by  several  states. 
Steps  two  and  three  are  more 
challenging:  getting  states  to  off- 
inadequate  local  taxes  by  fun- 
neling  funds  to  low-income  schools; 
and   tapping   Washington   to   help 
qualize  the  tremendous  discrepan- 
•s  among  the  states.  "Among  indus- 
lized  nations,  the  U.S.  is  unique  in 
ing  an  educational  system  that  pro- 
the  least  resources  for  students 
b  the  greatest  needs,"  says  Michael 
Rebell,  executive  director  of  the 
lfnpaign  for  Fiscal  Equity  Inc.,  which 
d  New  York  State  on  behalf  of  New 
k  City  schools. 

?he  concept  of  funding  adequacy 
lved  after  numerous  state  court  bat- 
over  inequities  between  rich  and 
r  districts.  Although  many  courts 
id  the  differences  to  be  illegal,  equal- 
ling solutions  often  created  as  many 
blems  as  they  attempted  to  solve, 
adequacy  notion  developed  after 
es  began  drawing  up  their  own  ed- 
ion  standards.  Courts  then  started 
ing  states  to  ensure  that  every  dis- 

fhad  funds  to  meet  the  standard. 
Kentucky    Supreme    Court   was 
g  the  first  to  embrace  the  ap- 
ich — in  1989,  it  ruled  that  the  state 
fid  have  to  create  an  entirely  new 
cture  to  provide  more  resources  to 
Appalachian  districts.  Mississippi, 
.  h,  and  Wyoming,  among  others,  have 
e  embarked  on  adequacy  reforms. 
.  i  practice,  though,  adequacy  may  ac- 
'  y  turn  out  to  mean  spending 
;e  on  poor  kids  than  on  the 
1 1 is  May,  after  a  study  of 
\yland's  sub-par  schools,  the 
..  e  moved  to  lift  education 
VMing  by  some  75%  by  2008, 
jt  much  of  the  new  money 
narked   for  disadvantaged 
ents.  The  decision  came  af- 
i  state  commission  estimated 
it  would  cost  more  than 
e  what's  spent  on  the  aver- 

THMBAND 

uent  kids  are  more 
to  learn  music 


age  child  to  meet  the  needs  of  low-in- 
come and  learning-disabled  kids,  as  well 
as  those  with  limited  English  skills.  It 
turns  out,  says  John  Augenblick,  a  lead- 
ing adequacy  expert  who  advised  the 
commission,  that  "we  have  to  spend  a  lot 
more  in  low-income  areas." 

Finding  the  extra  money  is  hard.  If 
it's  politically  impossible  to  raise  enough 
funds  by  boosting  property  taxes,  then 
the  next  step  is  the  state  legislature. 
Nationally,  states  pay  -VV/t  of  (he  cost  of 
schools — about  the  same  as  local  com- 
munities— with  federal  funds  making  up 
the  rest.  But  to  fund  its  new  law,  Mary- 
land needs  to  dun  taxpayers  across  the 
state  an  extra  $l.:i  billion  a  year.  So 
state  taxes  will  jump  to  about  half  of 
the  average  school  district's  funds,  up 
from  41%  today.  It's  a  big  shift  away 
from  locally  generated  revenue — one 
that  the  courts  have  been  increasingly 
demanding  nationally.  "Property  taxes 
are  terrific  at  getting  people  to  pay  at- 
tention to  their  local  schools,  but  they 
could  not  be  worse  for  redistributing 
money  between  rich  and  poor  districts," 
says  Caroline  M.  Hoxby,  a  Harvard  Uni- 
versity professor  who  specializes  in  the 
economics  of  education. 

Progress  on  better  funding  mecha- 
nisms hasn't  spread  quickly.  Ohio  has 
spent  years  battling  the  state  Supreme 
Court's  order  to  spend  $1  billion  to  fix  a 
system  it  found  to  be  unconstitutional. 
Meanwhile,  some  schools  in  Columbus 
hold  class  in  temporary  trailer.-;  wealthi- 
er schools  enjoy  beautiful  facilities  and 
extras  such  as  musical  instruments. 

Similarly,  efforts  to  rebuild  New  York 
City's  painfully  deficient  schools  were 
dealt  a  setback  in  June.  An  appellate 
court  ruled  that  the  state  constitution 
required  the  city  to  provide  no  more 
than  an  8th-grade  education.  Although 
the  decision  may  be  reversed  by  the 
state's  highest  court,  city  kids  are 
meanwhile  stuck  with  a  system  that 
suffer-   from  overcrowding,  inexperi 

■1 


POOR  CHILDREN  LAG 
IN  SCHOOL... 

Scores  of  eighth-grade  students  on  Na- 
tional Assessment  of Educational 
Progress  tests,  out  of  a  top  score  of  500 


TEST 

POOR 
STUDENTS' 

NONPOOR 
STUDENTS 

MATH 

255 

285 

SCIENCE" 

127 

160 

READING 

246 

269 

'Those  who  quality  for  free  or  reduced-price  school  lunch 
**  Top  score  is  300  for  science 

...YET  STILL  GET 
SHORT  SHRIFT 

Stales  where  spending  discrepancies 
are  greatest  per  student 


STATE 

WEALTHIEST 
DISTRICTS 

POOREST 

DISTRICTS 

NEW  YORK 

$8,598 

$6,445 

ILLINOIS 

7.460 

5.400 

MONTANA 

6,361 

4.826 

PENNSYLVANIA 

7.285 

6,037 

MICHIGAN 

7.917 

6,815 

Data  Education  Trust 

enced  teacher.-,  and  abysmal  faciln 

Perhaps  the  most  difficult  step  will  be 
to  equalize  funding  aero-.-  the  50  stat 
Bush'fl  education  act  raises  Washing- 
ton's annual  school  spending  by  $7  bil- 
lion, to  $20  billion.  But  putting  all  state 
education  ■pending  on  the  same  foot- 
ing could  cost  BS  much  as  $40  billion 
extra  a  year,  according  to  Allan  Odden, 
an  education  policy  professor  at  the  I 

versit.y  of  Wisconsin. 

To  lie  sure,  more  money  doesn't  guar- 
antee improved  performance,  spending 
in  the  District  of  Columbia,  for  example, 
is  among  the  nation's  highest,  yet  the 
dt-  are  among  the  worst.  Extra 
funds  can  be  squandered  if  not  targeted 

to  real  reforms,  such  BS  smaller  da 

ht  now  is  hardly  a  good  time  to 
talk  about  extra  money,  given  yawning 
federal  and  state  deficits.   Hut  just 

separate-but-equa]  schools  held  back 
generations  of  black  children,  so  too  will 
today's  funding  inequities  hold  back  poor 
children — a  disproportionate  number  of 
whom  are  nonwhite.  Other  count] 
avoid  such  problems  by  funding  schools 
from  the  national  level.  The  U.S.  won't 
follow  suit.  But  without  sweeping 
change,  performance  will  continue  to 
depend  as  much  on  where  children  live 
Bl  on  their  ability  and  effort. 

Symorxl  about  ednratioi 

on. 
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Sports  Business 


TELEVISION 


WHERE  NO  SPORTS  NUT 
HAS  GONE  BEFORE 

How  programming  whiz  Mark  Shapiro  is  remaking  ESPN 


M 


lark  Shapiro,  the  32-year-old  exec- 
utive remaking  ESPN,  may  seem 
I  like  a  boy  wonder.  But  in  fact,  he 
has  had  opinions  about  how  to  present 
sports  to  the  public  since  third  grade. 

Shapiro's  parents  divorced  when  he 
was  young,  and  although  he  lived  with 
his  father  in  Chicago,  he  would  fre- 
quently visit  his  mom,  Judith,  an  office 
administrator  for  Time-Life  Inc.  in  New 
York.  Young  Mark  especially  liked  ac- 
companying her  to  work,  where  the  hall- 
ways bustled  with  editors  putting  out 
magazines.  "I  grew  up  arguing  with 
[former  Executive  Editor]  Ray  Cave 
about  there  being  too  many  ads  in 
Sports  Illustrated,"  says  Shapiro. 

Now,  Shapiro  is  in  a  similar  driver's 
seat.  Last  month,  espn  promoted  the 
high-energy  programming  prodigy  to  ex- 
ecutive vice-president,  the  latest  step  in 
a  career  surging  forward  as  fast  as  Mar- 
shall Faulk  nearing  the  goal  line.  His 
new  job  puts  him  in  charge  of  just  about 
everything  sports  fans  watch,  and  when 
they  watch  it,  on  the  cable  network. 

Shapiro's  tender  age — he's  only  nine 
years  older  than  espn  itself — doesn't  go 
unnoticed.  "I'm  old  enough  to  be  his 


WUNDERKIND: 

Shapiro  is  only 
nine  years  older 
than  ESPN  itself 


dad,"  gasps  longtime 
sports  scribe  Tony 
Kornheiser,  co-host 
of  ESPN's  Pardon  the 
Interruption,  one  of 
the  hottest  of  the 
dozen  or  so  new  pro- 
grams Shapiro  is 
blending  into  espn's 
lineup  of  sporting 
events  and  news. 

For  Shapiro,  who 
started  at  ESPN  work- 
ing as  a  screener  for 
a  call-in  show,  age  is 
a  non-issue.  "Alexan- 
der the  Great  con- 
quered half  the 
world  in  his  teens," 
he  says,  rushing  to 
add:  "Please,  I'm  not 
comparing  myself." 

Shapiro  may  be  no 
Alexander,  but  he'll 
need  all  that  confi- 
dence and  more.  No 
less  than  Michael  Eis- 
ner, ceo  of  Walt  Dis-  - 
ney  Co.,  told  an  investor  conference  on 
Oct.  1:  "We  have  other  businesses,  but 
they  must  be  considered  in  the  context  of 
[the  Disney  and  ESPN]  brands."  In  other 
words,  ESPN  is  crucial  to  Disney  fortunes. 

espn  is  already  a  way  of  life  for 


NOT  JUST  STATS:  Brian  Dennehy 
as  Bobby  Knight;  squaring  off  on 
Pardon  the  Interruption 


BEYOND  THE  GAME 

ESPN  is  broadening  its  fare  with: 

volcanic  basketball  coach 
Bobby  Knight. 


TALK  SHOWS 


PARDON  THE  INTERRUP- 
TION: Washington  Post 
writers  quarrel  nonstop 
over  the  day's  sports 
headlines. 

FOCUS  GROUP. I  Fans  get :" 
everything  and  anything 
related  to  sports  off  their 
chests. 


MADE-FOR-TV  MOVIES 


A  SEASON  ON  THE 
BRINK:  Film  version  of 
author  John  Feinstein's 
account  of  a  season  with 


THE  JUNCTION  BOYS: 

Film  version  of  the  book 
about  legendary  college 
football  coach  Bear 
Bryant.  Airs  in  December. 


REALITY  TV 


BEG,  BORROW  &  DEAL: 

Reality  series  that  pits 
teams  in  race  to  complete 
offbeat  sports  stunts  such 
as  catching  a  35-yard 
pass  from  an  NFL 
quarterback. 


many  hard-core  fans  who  groove  on| 
wall-to-wall  coverage   of  live   spc 
events.  Prime-time  ratings  were  up 
last  summer,  though  ad  sales  are 
and  programming  costs  higher. 

Now,  Shapiro  is  out  to  convert 
sports  fans  into  espn  watchers  using 
grams  developed  by  ESPN  Original 
tertainment,  which  he  heads.  So  far,  E<| 
prize  is  Pardon  the  Interruption,  a 
talk  show  on  which  Kornheiser 
Michael  Wilbon  skewer  sports  figures 
poke  fun  at  each  otJ 
In  its  first  year,  i\ 
ratings  rose  by 
espn  is  also  tal 
with  filmmaker 
Lee  about  doint 
drama  series. 

It  hasn't  all 
hits     for     Shapj 
though.  EOE  laidf 
egg      with 
Sports,  a  talk  si 
starring  comedian 
Mohr  that  was 
at  twentysomet 
Shapiro   pulled 
plug  in  August 
three  schedule  ( 
ges  failed  to  i; 
ratings.  Mohr  bis 
Shapiro's  interfe 
and  has  called 
show  "a  train 
from  the  be 
Still,  if 
one  format  Sha 
should  know,  it's 
-  TV.  His  first  and 
on-air  work  was  at  Glenbrook  S< 
High    School    in    suburban    Chic 
where  he  hosted  a  weekly  sports  1 
show  on  the  school's  public-access 
station.  That  hooked  him  on  televis: 
and  while  studying  journalism  at 
University  of  Iowa,  Shapiro  nabbe 
summer  internship  at  NBC  Sports. 

After  such  heady  tasks  as  runni 
lunch  orders  at  Wimbledon,  Shaj 
leveraged  his  gofer  job  into  a  full-t: 
position.  In  1993,  he  jumped  to  es 
Three  years  later,  he  was  hande- 
plum  assignment:  coordinating  prodv 
of  what  became  the  highly  succes; 
documentary  SportsCentury  the 
Greatest  Athletes. 

Shapiro  bristles  at  the  suggest 
that  his  career  is  moving  above 
speed  limit  for  TV  execs.  "As  a  sr 
kid,  I  knew  what  I  wanted  to  d< 
just  got  started  early,"  he  says.  O.i 
but  even  if  Shapiro  isn't  in  a  hir 
it's  probably  not  a  great  idea  to  ge 
his  way. 

By  Mark  Hyman  with  Tom  La. 
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>W;da  you 

on  your  business  hi 

Help  departments  set 
well-defined  objectives? 

And  respond  quickly  to 
changing  market  conditions? 


SAS  is  all  you  need  to  know. 


Only  SAS  provides  a  complete  view  oi  yoi 
enterprise — one  that  brings  together  Finance,  HR 
and  other  business  units  to  meet  strategic  goals. 
So  you  can  keep  stakeholders  happy,  employees 
productive  and  competitors  on  the  defensive.  To 
find  out  how  leading  companies  are  reaping  the 
rewards  of  SAS  enterprise  intelligence,  call  toll  free 
1  866  270  5722  or  visit  www.sas.com/enterprise 


The  Power  to  Know,. 


de  Inc  product  o>  service  "d^es  j  -  reg  siei-d  "ademartes  or  trademarks  oJ  SAS  Institute  Inc  in  the  USA  and  olhor  coy 
.  All  rights  reserved.    51076US.0502 


THINKING  QUI 


Innovation  and  ingenuity  have  been  at  the  core  of  Union  Pacific  sine 
Abraham  Lincoln  directed  the  company  to  connect  the  nation,  cast  to  wes 
Today  is  no  different.  That's  why  our  GPS-equipped  refrigerated  boxcars  no 


■HMHi 


■,<■  ■ 


www.up.com 


THE  BOXCAR 


ell  our  shippers  the  exact  location  of  their  produce,  but  also  alert  us  of 
.■vcn  a  two-degree  variance  in  the  temperature  of  the  cargo.  Just  another  way 
■ve  are  expanding  our  services  for  our  customers  by  expanding  our  thinking. 


People 


ENTREPRENEUR 


MEET  RUDY  GIULIANI, 
BUSINESSMAN 


His  firm  offers  advice  on 
handling  security  and 
crises.  But  he  may  not 
stick  around  for  long 

It's  business  as  usual  for 
Rudolph  W.  Giuliani.  During  a 
recent  meeting  in  his  new  con- 
sulting-and-investment  firm's  of- 
fice overlooking  Times  Square, 
about  half  the  time  is  devoted 
to  scheduling  the  former  New 
York  City  mayor:  The  58-year- 
old  is  stumping  for  Republicans 
on  the  ballot  around  the  country 
and  is  still  one  of  the  most  re- 
quested public  speakers,  typical- 
ly earning  about  $100,000  for  an 
appearance.  On  this  day,  he  has 
to  decide  if  he  will  meet  with  a 
Midwestern  mayor  while  pro- 
moting his  recently  published 
book,  Leadership  (page  24),  and 
whether  he  should  watch  the 
Thanksgiving  Day  Parade  with 
children  of  dead  firefighters  or 
attend  an  event  sponsored  by 
Ronald  McDonald  House. 

When  Giuliani  stepped  down  in  Jan- 
uary and  opened  a  business,  who  didn't 
think  that  it  was  just  a  comfortable  rest 
stop  on  the  road  to  the  next  elected 
position?  Especially  since  he  brought  so 
many  members  of  his  administration's 
inner  circle.  Giuliani  Partners  LLC  might 
as  well  be  called  Rudy  Inc. — an  enter- 
prise devoted  to  protecting  the  political 
capital  and  potential  he  earned  during 


his  performance  following  the  Septem- 
ber 11  terrorist  attacks. 

Even  Giuliani  isn't  promising  he'll  be 
around  the  office  beyond  a  further  three 
years  or  so.  But,  for  now,  it's  not  all 
politics  at  Giuliani  Partners.  The  firm's 
mandate  seems  sound  enough:  offering 
advice  on  crisis  management  and  secu- 
rity issues  at  a  time  when  ethical  break- 
downs at  many  high-profile  corporations 


and  fears  of  further  terrorism  havl 
creased  the  demand  for  these  kinq 
services.  Giuliani  says:  "We  are  tr 
take  what  we  were  able  to  do 
ernment  and  make  it  work  in  1 
vate  sector.  That  is  what  I  know  he 
do — organize  and  reorganize  and  e| 
lish  accountability."  And  companiJ 
trouble  know  that  hiring  someone 
Giuliani's  aura  can  confer  its  own  l| 
fits  now  and  perhaps  later  too,  if  h| 
turns  to  politics. 

Giuliani  Partners  does  ha>| 
impressive  list  of  clients,  inl 
ing  Merrill  Lynch,  Nextel  (| 
munications,  and  Purdue  II 
ma,  maker  of  the  much-abl 
pain  medication  OxyContinJ 
although  neither  the  firm  nq 
clients  will  disclose  the  fee 
volved,  Giuliani  Partners  is 
ing:  The  former  mayor  has 
than  doubled  his  staff,  to  351 
managed  to  hire  people  su<| 
Lisa  Genova,  a  Morgan  Stq 
alum,  to  serve  as  chief  inl 
ment  officer.  (The  firm  plaj 
take  equity  stakes  in  a  rani 
companies,  but  hasn't  yet  | 
an  investment.)  "It's  the  be 
both  worlds,"  says  Bruce 
elbaum,  Giuliani's  long-ter 
litical  aide  and  a  partner  u| 
firm.  "He's  able  to  work  in 
ness,  make  some  money,  | 
keep  involved  in  politics." 

It  certainly  should  be  mo]| 
crative  than,  say,  the  teaJ 
positions  that  some  politil 
turn  to  during  their  hiatus  f 
security  industry  is  already  a  $ll| 
lion  business  and  is  expected  to 
10%  a  year  in  the  next  decade,  accol 
to  investment  adviser  Morgan  Kef 
Consulting  fees  can  run  as  hij 
$1  million.  Among  those  spending  1| 
get  in  on  the  business  are  consil 
giants  such  as  Booz  Allen  Hamiltoif 
and  accounting  firms  like  Ei 
Young,  which  owns  a  minority  st 


mmmm 


Times  Square  to  set  up  Giuliani  Partners. 


WHAT  IT  IS  Part  consulting  firm,  part  investment  firm.  It's  focused 
on  crisis  management  and  security,  mostly  in  the  private  sector,  but 
has  also  bid  on  government  work. 

PARTNERS  Five,  including  Giuliani.  Most  were  politicos  in  New  York 
City  except  Roy  Bailey,  a  Texas  businessman  and  Giuliani  supporter. 

EMPLOYEES  35,  including  a  host  of  onetime  City  Hall  denizens 
such  as  former  fire  chief  Thomas  Van  Essen  and  police  chief 
Bernard  Kerik. 


MAJOR  CLIENTS  Merrill  Lynch,  Nextel  Communications,  and  Pur| 
Pharma,  maker  of  OxyContin,a  prescription  pain  medicine  that 
been  widely  abused. 

AMOUNT  OF  MONEY  RAISED  FOR  INVESTING  Zero.  They  decided| 
fund  investments  on  a  case-by-case  basis  but  haven't  done  so 

CHANCES  FOR  SURVIVAL  WITHOUT  RUDY  Not  good.  He's  likely  tl 
stick  around  only  until  he's  ready  to  make  his  next  political  mov| 
and  many  of  his  staff  would  probably  join  him. 
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EvmSs 


THANK    YOU     BOB 


THANK    YOU    LORD 


DIVINE    IN    A  ARAT    OR    MORE.    MAKE    A    BIGGER    STATEMENT. 


A  DIAMOND   IS   FOREVER 


Giuliani  Partners  and  provides  its  pan- 
eled offices  in  the  Ernst  &  Young  build- 
ing. The  two  firms  plan  on  bidding  to- 
gether for  contracts;  Giuliani  would  lend 
his  ideas,  and  name,  while  Ernst  & 
Young  would  be  responsible  for  the  nuts 
and  bolts  of  the  projects. 

Giuliani  Partners  isn't  about  to  over- 
take its  bigger  rivals.  Giuliani  himself 
has  decreed  that  he  wants  the  firm  to 
■B^2H|^H  work  with  only  a  half- 
\^M  VI  dozen  or  so  major  clients. 
^k  -^^.  In  part,  that's  because  he 
?*  ^"1^  i  I  wishes  to  be  involved  in 
£  B&  »m  each  relationship — although 
j^  j  "involved"  may  not  be  a 

J      fe    fr  .  strong   enough   word   for 
I  such   a   notorious    micro- 
Bfl         I  manager.  Howard  R.  Udell, 
H|^^^HBH  general  counsel  for  Purdue 
I  Pharma  LP,  got  a  call  a 
^^  couple  of  months  ago  from 

I  1        Giuliani    saying   he    hap- 

W\  ^Hj^^H  pened  to  be  flying  into 
^  ^fcflj  Teterboro  Airport,  a  20- 
^^  I  minute  drive  from  Purdue's 

^^MflHBK  factory,  and  wanted  to  take 
■I  ^tmA  a  tour.  Giuliani  talked  to 
EMPLOYEES:  employees,  got  a  feel  for 
Former  top  the  facility's  layout,  and  be- 
cop  Kerik  gan  formulating  security 

and  fire  chief  measures.  "He's  a  good 
Van  Essen         consultant  because  he  lis- 

tens,"  says  Udell.  "When 

he's  with  you,  you  have  his  attention 
100%."  Indeed,  Giuliani  turned  away 
Tyco  International,  Arthur  Andersen, 
and  Enron  early  on,  fearing  they  were 
too  much  to  handle. 

Giuliani,  whose  prostate  cancer  is  in 
remission,  is  definitely  interested  in  run- 
ning for  office  again,  but  it's  not  clear 
where  he  might  fit  in,  say  observers. 
And  in  the  meantime,  he  risks  losing 
some  of  his  political  cachet  by  working 
for  corporations  caught  up  in  scandal. 
He  was  criticized  for  calling  Eliot  Spit- 
zer  to  intervene  on  behalf  of  Merrill 
Lynch  &  Co.  last  April  just  before  the 
New  York  State  Attorney  General 
charged  it  with  publishing  false  and  mis- 
leading research.  Giuliani,  once  famous 
for  prosecuting  corrupt  financiers 
Michael  R.  Milken  and  Ivan  F.  Boesky, 
says  defending  today's  corporate  villains 
doesn't  bother  him.  "What  Merrill  Lynch 
is  doing  is  exactly  what  they  should  be 
doing — using  our  expertise  to  help 
straighten  things  out,"  says  Giuliani. 

For  now,  Giuliani  Partners  is  doing 
well  enough  operating  by  the  dictates 
and  whims  of  the  former  mayor.  But 
when  Giuliani  makes  his  next  political 
move,  many  of  his  staff  members  are 
likely  to  join  him.  And  Giuliani  isn't  just 
bragging  when  he  says  it's  uncertain 
the  consultancy  could  survive  very  long 
without  him. 

By  Nanette  Byrnes  in  New  York 


Thomas  0.  Padgett  would  dearly 
love  to  see  his  former  Enron 
Corp.  bosses,  Kenneth  L.  Lay 
and  Jeffrey  K.  Skilling,  in  prison. 
"Let  them  sit  there  for  10  or  15 
years  and  think  about  the  mess 
they've  made  of  peoples'  lives,"  says 
the  59-year-old  petrochemical  lab 
technician.  One  of  those  lives  is  his 
own.  Padgett's  401(k)  lost  $650,000, 
some  99%  of  its  value,  after  the  en- 
ergy giant  declared  bankruptcy.  But 
at  least  Padgett  can  channel    his 
anger.  He  has  joined  a  class  action 
brought  on  behalf  of  Enron  employ- 
ees. "Realistically,  I  know  I'm  not 
going  to  get  it  all  back,"  he  says. 
"But  I'd  be  satisfied  if  I  got  at 
least  half." 

Half?  Don't  bet  on  it.  Padgett's 


case,  built  on  a  collection  of  novel  le| 
gal  theories,  has  some  promise.  Con 
trast  that  with  a  traditional  share- 
holder class  action,  which  collects,  o: 
average,  only  about  6e  for  even-  doi 
lar  lost.  Meanwhile,  ballyhooed  ef- 
forts by  state  and  federal  prosecu- 
tors to  build  an  investor  restitution 
fund  are  more  rhetoric  than  reality. 
And  people  who  sue  their  brokers 
for  pushing  dog  stocks  have  to  buck 
a  compulsory  arbitration  process 
that's  tilted  against  them. 

Law  enforcers  like  New  York 
State  Attorney  General  Eliot  Spitze 
and  Securities  &  Exchange  Commis 
sion  Chairman  Harvey  L.  Pitt  may 
talk  big  about  protecting  the  small 
investor  but  the  bottom  line  is  that 
they  don't  deliver  much  where  it 


! 
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SMALL   WONDER 


Actual  chip  M/e  at 
least  25  times 


u're  looking  at  the  Mufuj-chip,  the  smallest  chip**  on  the  planet.  Mu-rhip 
n  be  attached  to  most  things,  including  passports  and  bank  notes.  It  is 
/olutionizing  security  and  authentication  technologies  with  Its  intelligent  data 
»rage  abilities.  As  an  egg  brings  new  life,  so  Hitachi  is  always  looking  to  bring 
new  guality  to  life.  Hirarhi  \%  working  throughout  the  various  fields  of  life 
ences,  this  includes  all  human  protein  analysis  through  which  lives  can  be 
/ed  and  prolonged.  Small  wonders  building  big  futures.  Visit  Hitachi  on  the 
b  and  see  how  we're  inspiring  the  next  with  our  advanced  technologies  and 
lovative  solutions. 


/ 


HITACHI 

Inspire  the  Next 

hup: //<jl»b..l.h.n<  hi.com/to5! 


Legal  Affairs 


Supercop  Spitzer  may  talk  big  about  helping  investors, 
but  he  can't  deliver  where  it  counts:  Their  wallets 


counts:  in  the  wallet.  Despite  the 
rush  to  prosecute  alleged  corporate 
criminals,  the  legal  system  ends  up 
offering  only  meager  assistance  to 
their  victims.  Because  of  a  long 
string  of  hostile  court  decisions  and 
special-interest  laws,  the  ordinary 
rules  of  civil  procedure  do  not  apply 
to  defrauded  investors.  Instead,  they 
must  clear  a  series  of  unusual  hur- 
dles that  would  not  apply  if  they 
were,  say,  suing  a  grocer  for  negli- 
gently leaving  a  banana  peel  on  the 
floor.  What's  more,  the  law  enforcers 
and  plaintiffs'  attorneys  charged 
with  representing  the  little  guy  have 
higher  priorities  than  helping  each 
individual  victim  recover  his  money. 

One  of  the  key  culprits  for  this 
state  of  affairs  is  the  U.  S.  Supreme 
Court.  Starting  in  1987,  it  has  issued 
a  string  of  wide-ranging  rulings  that 
has  stymied  shareholders  hoping  to 
recoup  lost  gains.  That  year,  the 
court  upheld  mandatory  arbitration, 
a  practice  that  gives  companies  the 
power  to  make  customers  resolve 
complaints  through  a  private  dis- 
pute-resolution procedure. 

The  ruling  has  been  a  blessing  for 
brokerages,  which  make  new  cus- 
tomers sign  forms  consenting  to 
compulsory  arbitration.  It's  a  process 
that  takes  place  out  of  public  view 
and  offers  investors  only  limited  in- 
vestigatory powers.  Many   can't 
even  get  lawyers  to  bring  claims. 
"We  hear  from  a  lot  of  investors," 
says  Portland  (Ore.)  plaintiffs'  attor- 
ney Bob  Banks,  who  specializes  in 
securities  arbitration,  "but  most  we 
don't  take." 

Then,  in  1994,  the  high  court 
granted  a  sweeping  exemption  from 
liability  for  people  or  companies  that 
"aid  and  abet"  securities  fraud — that 
is,  the  auditors,  lawyers,  and  bankers 
who  help  corporate  crooks  cook  up 
their  schemes.  By  removing  poten- 
tial "deep  pockets,"  that  ruling  will 
make  it  much  harder  for  people  who 
put  their  money  into  companies  like 
Enron  and  WorldCom,  that  later 
went  belly-up,  to  recover  any  losses. 

Investors  haven't  fared  well  in 
Congress,  either.  The  Private  Securi- 
ties Litigation  Reform  Act  (pslra), 
passed  in  1995,  put  new  limits  on 
corporate  liability.  Among  other 


things,  the  law  requires  judges  to 
rule  on  motions  to  dismiss  a  case  be- 
fore plaintiffs'  attorneys  can  get  ac- 
cess to  internal  company  documents. 
Without  such  evidence,  many  cases 
never  get  off  the  ground.  Indeed, 
three  months  before  WorldCom  Inc. 
disclosed  the  accounting  irregulari- 
ties that  would  lead  to  its  bankrupt- 
cy, a  federal  judge  in  Mississippi  dis- 
missed a  fraud  class  action.  In 


OUT  OF  LUCK? 

Defrauded  investors  have  many 

avenues  for  relief — but  none  that 

promises  much  restitution 


CLASS  ACTIONS 

f)£)       Cases  against 
PrrjjQ   solvent  companies 
*Sr"Sr**   return  only  an 

average  of  6%  of 
claimed  losses. 
Many  shareholders  don't  even 
take  the  time  to  make  their 
claims. 

— ^       ^-    ARBITRATION 

A     J         Investors  can  also 
*\  /  *      sue  their  brokers 

r  T        for  bad  advice. 
mJi       \mm>   Just  ask  Merrill 

Lynch,  which 
recently  paid  $7.7  million  to 
a  Pennsylvania  couple.  But 
arbitration  pays  off  only  for 
consumers — who  have  lost  a  lot 
of  money  and  can  prove  they 
relied  on  the  broker. 

RESTITUTION 
FUNDS 

State  and  federal 
prosecutors  are 
setting  up  victims' 
funds  financed 
by  corporate  ill- 
gotten  gains.  But  so  far,  they 
have  not  yielded  much  dough. 
In  Enron,  for  instance,  Justice 
has  obtained  $12  million  from 
former  executive  Michael 
Kopper — a  drop  in  the  bucket 
compared  with  the  $25  billion 
in  losses. 

Data:  BusinessWeek 


February,  a  judge  dismissed  38  suit 
against  Tyco  International  Ltd. 

The  legal  abandonment  of  the 
small  investor  has  emerged  as  a  ke; 
theme  in  recent  months  for  plain- 
tiffs' lawyers,  who  would  like  to  set 
pslra  repealed.  But  while  trial 
lawyers  are  casting  themselves  as 
defenders  of  the  little  guy,  they're 
far  more  interested  in  their  own  fee 
than  any  damages  they  may  collect 
for  shareholders.  Frequently,  their 
"clients"  only  find  out  about  a  case 
long  after  it  has  been  resolved,  wh 
an  incomprehensible  notice  arrives 
the   mail  announcing  a  class-action 
settlement.  Many  shareholders  don' 
even  bother  to  collect. 

State  and  federal  securities  cops 
aren't  that  interested  in  helping  in-: 
vestors  recoup  losses,  either.  Their 
main  goal  is  deterrence:  penalizing 
the  bad  guys  to  send  out  a  lesson 
others.  Consider  Attorney  General 
Spitzer.  Although  he  has  posed  as 
the  champion  of  the  small  investor, 
none  of  his  celebrated  actions  will 
put  a  penny  directly  in  investors' 
pockets.  One  source  close  to  his  of- 
fice, noting  the  staff  had  only  10  se 
curities  attorneys,  figured  that  if 
they  spent  their  time  administerin 
a  fund  for  burned  investors  after 
tracking  them  down,  "that  would  b 
all  they  did."  Adds  this  source:  "Wt 
can't  run  a  piggy  bank  for  millions 
of  shareholders." 

So,  while  victims'  restitution 
funds  may  be  a  laudable  idea,  don 
count  on  them  to  add  up  to  much 
in  most  cases.  The  sec  has  create< 
a  fund  for  Enron  investors  with 
the  $12  million  surrendered  by  foi 
mer  executive  Michael  Kopper.  Bi 
the  assets  of  corporate  executives 
while  they  may  make  for  opulent 
lifestyles,  don't  go  very  far  when 
divided  up  among  shareholders. 
Kopper's  contribution  amounts  to 
1.4(2  per  share.  "These  funds  help, 
says  Barbara  Roper,  director  of  ir 
vestor  protection  at  the  Consume) 
Federation  of  America,  "but  only 
little."  Lose  a  dollar,  get  back  a 
dime.  Turns  out  that  may  just  be 
the  American  way. 


Carney  writes  about  legal  affaii 
from  Washington. 
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Over  40%  growth  in  electricity  demand  projected  over  the  next  20  years  ] 
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THE   FUTURE  IS  GROWING   BRIGHTER. 

Electricity  is  at  the  heart  of  innovation  in  the  American  economy.  And  electricity  will  continue  to  power  America's  growth  lor  years  to  come.  In  fact, 
electnaty  demand  is  projected  to  grow  more  than  40  percent  over  the  next  two  decades. 

Shareholder-owned  electric  companies  are  doing  their  part  to  help  expand  the  economy.  Our  power  plants,  transmission  lines  and  distribution  systems  bring 
energy  to  America's  homes  and  businesses,  and  a  proud  history  of  innovation  and  service  keeps  us  looking  ahead  with  a  keen  sense  of  the  challenges 
faang  the  energy  marketplace.  While  we  work  dosely  with  regulators  and  policymakers,  we  are  committed  to  building  on  the  foundation  of  our  customers' 
and  investors'  confidence  as  we  serve  America's  electricity  needs.  Most  important,  we  believe  in  the  future  of  America's  electric  power  industry. 


America's  Shareholder-Owned  Electric  Companies 


Real    Assets.    Real     Service.    Real     Growth 


To    Lfiii    no«c.  mit    £ d i so m    Electric    Institute's  wti    UTI    at    www.tti.org.  ©2002 
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OPEN  INFRASTRUCTURE 

INTEGRATION 
PLAY 


1]  Big  or  small,  the  e-business  game  has  the  same  rule:  Yol 
by  integrating  with  suppliers,  partners,  end-users  -  ever| 
the  value  chain.  That  means  complete  "openness" 

2]  IBM  can  connect  your  company  with  an  end-to-end  of 
e-business  infrastructure  solution.  This  is  how  you  can  r| 
money  and  save  money.  IBM  has  experts  on  every  oper 
standard  play  in  the  book -the  cheese  does  /70f  stand 

3]  For  more  Winning  Plays,  visit  ibm.com/e-business 


@  business  is  the  game.  Play  to  win. 
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TELECOMMUNICATIONS 


HOW  EBBERS  KEPT 

THE  BOARD  IN  HIS  POCKET 

WorldCom's  CEO  showered  directors  with  perks  and  won  their  devotion 


For  two  years,  WorldCom  Inc.  di- 
rector Max  E.  Bobbitt  looked  on 
while  his  $300  million  stake  in  the 
company  vaporized.  But  last  April, 
the  former  Alltel  Corp.  president  was 
fed  up.  In  a  boardroom  maneuver  not 
reported  until  now,  he  began  plotting  to 
oust  friend  and  WorldCom  founder 
Bernard  J.  Ebbers  and  to  take  his  place 
as  ceo.  According  to  current  and  for- 
mer executives  and  two  other  directors, 
Bobbitt  offered  Chief  Operating  Officer 
Ronald  R.  Beaumont,  Vice-Chairman 
John  W.  Sidgmore,  and  Chief  Financial 
Officer  Scott  D.  Sullivan  retention  pack- 
ages of  about  $1  million  annually  for  life 
if  they  backed  him  as  ceo. 

The  plot  blew  up.  Word  of  Bobbitt's 
maneuvers  leaked  to  Chairman  Bert  C. 
Roberts  Jr.,  who  rallied  others  on 
WorldCom's  then-11-member  board  to 
thwart  Bobbitt,  say  WorldCom  insiders. 
When  the  board  ousted  Ebbers  on  Apr. 
30,  his  replacement  was  Sidgmore,  who 
continued  in  his  new  role  to  battle  with 
Bobbitt.  Sidgmore  and  Roberts  declined 
comment  on  the  continuing  power 
struggles.  Beaumont  and  Sullivan  could 
not  be  reached  for  comment. 

Bobbitt's  attempted  coup  was  a 
shocking  turn  of  events  for  a  board  that 
had  for  years  backed  Ebbers  unques- 
tioningly — to  stockholders'  detriment. 
The  57-year-old  Arkansas  native  had 
been  one  of  four  longtime  directors  who 
were  Ebbers  loyalists,  according  to 
about  a  dozen  current  and  former 
WorldCom  directors  and  executives  who 
mapped  out  the  inner  workings  of  the 
board  for  BusinessWeek.  Together  with 
three  insiders,  this  foursome  operated  as 
a  millionaires  club.  They  collected  plen- 
ty of  perks — from  use  of  a  corporate 
jet  to  financial  support  from  Ebbers'  in 
their  pet  projects.  And  they  piled  up 
loads  of  WorldCom  stock.  Spearheaded 
by  this  group,  the  board  O.  K.'d  mega- 
loans  to  Ebbers.  They  backed  h:m 
through  the  stupendous  expansion  of 
WorldCom — to  the  brink  of  its  collap?> 
They  so  trusted  Ebbers'  that  they  held 
on  to  most  of  their  WorldCom  shares 


while  they  gradually  became  worthless. 

Corporate-governance  experts  say 
this  boardroom  saga  illustrates  the  pit- 
falls of  a  big  company  operating  without 
truly  independent  directors.  "It  seems 
that  directors  were  so  beholden  to  the 
ceo  that  no  one  came  forward  to  say: 
'Hey,  we're  in  serious  trouble  here,  and 
what  are  we  doing  to  do  about  it?'" 
says  Charles  M.  Elson,  a  governance 
professor  at  the  University  of  Delaware. 

Like  Ebbers  himself,  the  ceo's  four 
sidekicks  on  the  board  had  jumped  into 
telecom    when     Ma 
Bell  was  dismantled     QCDillC'C 
in  the  1980s.  As  pres-     DCtlNIt  O 
ident  of  Alltel.  Bob-     RQYS 
bitt   helped   turn  it     "*W  '  * 
into  the  largest  phone     For  20  years, 
company        serving    Ebbers  and  his 
small-town  America     business 

wd,^inVeSed      in    associates  on 
WorldCom.  Francesco     .,     ,         , 

Galesi,  a  real  estate     the  board 
magnate    from    Up-    continued  to 
state  New  York,  and    spin  deals. 
Stiles  A.  Kellett  Jr.,     Some 
an  Atlanta  investor    examples: 
who  had  made  a  for- 
tune in  nursing  homes  during  the  1970s, 
ran  telecom  startups.  The  two  came  on 
the  board  when  their  companies  were 
bought  by  Ebbers  as  part  of  a  string  of 
70-plus  acquisitions  that  turned  fledg- 
ling Long  Distance  Discount  Service 
Inc.  (ldds)  into  the  $35  billion  World- 
Com. The  fourth  confederate,  Carl  J. 
Ay  cock,  worked  with  Ebbers  at  a  hotel- 
management  company  and  then  became 
one  of  the  founders  of  ldds.  The  four 
directors,  and  Ebbers,  declined  to  com- 
ment on  board  actions. 

Now,  the  entire  board  could  be 
purged,  say  creditors  and  former  exec- 
utives. Court-appointed  monitor  Richard 
C.  Breeden  is  investigating  directors' 
roles  in  the  company's  collapse,  and  the 
Justice  Dept.  is  asking  if  they  knew 
about  accounting  irregularities.  Says  a 
creditor:  "Directors  are  feeling  intense 
j  pressure  to  leave." 

That's  quite  a  switch.  For  a  decade, 


Ebbers  and  the  board  had  the  win 
their  backs.  In  1989,  Ebbers  bought 
lanta  long-distance  carrier  Advai 
Telecommunications  Corp.,  in  w 
Galesi  held  a  25%  stake.  Galesi  jo 
the  WorldCom  board.  Ebbers  repe 
this  pattern  over  and  over,  typi 
inviting  executives  of  the  acquired  ( 
panies  to  take  a  turn  on  the  bo 
Through  the  '90s,  the  then-nine-rr 
ber  board  was  composed  of  insiders 
execs  from  acquired  companies. 
At   the   heart   of  the   group 


:- 


4, 


CARL  J.  AYCOCK 

An  Ebbers  confidant,  Aycock 
ran  a  hotel-management 
company  in  Mississ.pp.wrth 
Ebbers.  He  was  one  of  the  T( 
founders  of  LDDS. 
BEHIND  THE  SCENES  He 
asked  Ebbers  for  a  $600  U 
company  loan  m  ApnL  Ebb 
O.K.'d  it  one  week  befo  e  tt 
board  ousted  h.m-too  late 
Aycock  to  get  the  money 


P 
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rnie's  Boys" — a  nickname  WorldCom 
?s  gave  his  four  pals.  Like  other  di- 
ors,  they  collected  as  many  as  10,000 
options  per  year — on  top  of  the 
es  they  received  when  their  com- 
bes were   acquired.   Their  stakes 
{led  to  hundreds  of  millions  of  dollars 
oaper  as  WorldCom's  stock  soared 
i  high  of  $60.50  in  July  of  1999. 
ers  frowned  on  unloading  World- 
l  stock,  say  former  directors,  so 
e  was  little  selling  by  directors, 
fhile  the  stock  climbed,  few  com- 
led.  Ebbers  stroked  their  egos.  They 
turns  holding  the  chairman  title, 
Roberts,  a  former  MCI  president, 
ing  the  honorary  post  after  Ebbers 
a;ht  mci.  As  ceo,  Ebbers  ran  the 
d  and  doled  out  special  treats  to 
[jnner  circle.  Kellett  was  permitted  to 
company  aircraft  for  $1  a  month, 
a  $400-an-hour  usage  fee.  The 
ihgement  saved  him  more  than  $1 
on  in  a  year,  according  to  a   bank- 
t;cy  court  memo  written  by  monitor 
*den.  In  the  memo,  Breeden,  who 
id  not  comment,  called  for  Kellett's 
>val  because  he  wasn't  paying  what 
st  to  operate  the  aircraft.  A  source 
to  Kellett  counters  that  he  "did 


Ebbers  treated  you  lik<*a  prince-as 
long  as  you  never  forgot  who  was  king  " 
says  a  former  WorldCom  director 


not  keep  the  lease  of  the  aircraft  as  a 
secret  nor  did  he  consider  it  a  gift." 

A  week  before  Ebbers'  ouster,  Ay- 
cock  asked  for  a  $600,000  personal  loan 
from  the  company.  Ebbers  informally 
O.  K.'d  the  financing,  according  to  a  di- 
rector and  creditors'  representatives. 
The  loan  was  never  granted. 

When  it  came  to  board  members, 
Ebbers  could  be  insensitive  to  appar- 
ent conflicts  of  interest.  He  didn't  object 
when  Galesi  invested  $15  million  in  a 
suburban-Chicago  long-distance  carrier, 
Telesphere  Communications  Inc.,  that 
was  trying  to  grab  share  in  a  market 
WorldCom  wanted  to  dominate.  "Ebbers 
looked  the  other  way  as  long  as  Galesi 
supported  him  without  question,"  says  a 
former  WorldCom  executive  who  com- 
peted against  Telesphere. 


Ebbers  wielded  the  stick  as  well  as 
the  carrot.  He  publicly  belittled  any  di- 
rector who  dared  question  him,  accord- 
ing to  current  and  former  board  mem- 
bers. That  included  his  close  confidant, 
ex-CFO  and  director  Sullivan,  who  was 
indicted  in  August  on  fraud  charges. 
Two  years  ago,  Sullivan  queried  Ebbers' 
cutback  in  a  capital-spending  project, 
say  two  ex-directors.  After  the  meeting, 
Ebbers  gathered  info  that  undermined 
Sullivan's  position,  then  revealed  it  at 
the  next  board  meeting.  That  shut  him 
up.  "Ebbers  treated  you  like  a  prince — 
as  long  as  you  never  forgot  who  was 
king,"  says  a  former  director. 

The  board  took  him  at  his  word,  say 
directors,  when  Ebbers  told  them  in 
2001  that  the  sudden  collapse  of  the 
telecom  industry  was  a  passing  squall. 
At  meetings,  no  one  urged  Ebbers  to 
reduce  the  company's  $41  billion  in  debt, 
say  directors.  And  they  did  not  spot  ac- 
counting tricks  that  resulted  in  $7  billion 
in  bogus  revenues. 

Even  after  the  directors  finally  oust- 
ed a  stunned  Ebbers,  Bernie's  Boys 
battled  on.  Bobbitt,  say  creditors  and 
directors,  rallied  Kellett,  Galesi,  and  Ay- 
cock  to  resist  Sidgmore — opposing  his 
plans  to  spin  off  parts  of  the  company 
and,  ultimately,  seek  protection  from 
creditors  in  federal  court. 

Again,  Bobbitt  played  a  losing  hand. 
Just  before  WorldCom  filed  for  bank- 
ruptcy protection  on  July  21,  he  enlisted 
directors  Kellett  and  Galesi  to  write 
Verizon  Communications  CEO  Ivan  G. 
Seidenberg,  offering  him  WorldCom  for 
about  $1  a  share,  according  to  a  board 
member.  Seidenberg  wasn't  interested, 
say  sources  close  to  Verizon.  WorldCom 
executives  were  outraged.  "They  never 
sold  their  shares  during  the  collapse 
and  were  desperate  to  recoup  at  least  a 
pittance — the  interests  of  the  company 
be  damned,"  says  a  director. 

With  WorldCom  in  bankruptcy,  the 
directors  have  little  say  over  what  hap- 
pens next.  The  creditors'  committee  is 
essentially  running  the  company,  and 
the  WorldCom  that  reemerges  will  like- 
ly have  a  new  board.  Their  stock  is 
worthless.  So,  like  Ebbers  and  every- 
body else  who  went  down  with  him,  the 
once-pampered  directors  are  now  mem- 
bers of  a  fraternity  with  no  exclusivity 
whatsoever — the  losers'  club. 

By  Charles  Haddad  in  Atlanta 
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COMMENTARY 


By  Heather  Green 


DIGITAL  MEDIA:  DON'T  CLAMP  DOWN  TOO  HARD 


It's  hard  to  muster  much  concern 
about  something  that's  likely  to 
happen  four  years  from  now  on 
TVs  that  few  people  own.  But  there's 
reason  to  make  the  effort.  Right 
now,  entertainment  companies  want 
the  government  to  mandate  tech- 
nology that  would  control 
how  digital  TV  shows  are 
copied  and  distributed. 

The  goal  is  clear:  To 
prevent  the  Napster- 
style  pirating  that  has 
shaken  the  music  in- 
dustry. But  the  way 
the  mandate  is  writ- 
ten, couch  potatoes 
who  make  copies  of 
the  Super  Bowl  or 
The  West  Wing  on  the 
next  generation  of  digital 
TV  sets  could  find  that  an  anti- 
pirating  program  erases  them 
within  48  hours. 
"This  battle  is  go 
ing  to  affect  con-       ^ 
sumers  for  the        Jk 
next  50  years,"      ^  v 

says  Joe  Kraus, 
co-founder  of  Digital- 
Consumer.org,  a  public  in 
terest  advocacy  group. 

And  it's  just  the  latest 
skirmish  in  the  war  over 
digital  music,  movies, 
and  books.  The  en 
tertainment  indus- 
try's legal  victo- 
ry over 
Napster,  the 
now-defunct  file- 
sharing  sensa- 
tion, brought 
precious  little  re- 
lief. File  sharers 
are  installing 
Kazaa,  a  neo- 
Napster,  at  a 
rate  of  four 
copies  per  sec- 
ond, and  they're 

swapping  video-  and  computer-game 
software  in  addition  to  music.  No 
wonder  the  music  industry  blames 
piracy,  in  part,  for  the  drop  in  music 
sales — which  during  the  first  halt 
this  year  tumbled  6.7%,  to  $5.53  bil- 
lion. And  with  the  growth  of  broad- 


band, bootleg  movies  are  on  the  rise. 
In  congressional  hearings  on  Sept. 
26,  entertainment  industry  execs 
pushed  for  powerful  defenses.  They 
want  legislation  to  enable  a  host  of 
new  piracy  protections.  And  they're 
pushing  for  greater  leeway  in 
launching  cyberattacks 

against  computers  il- 
legally transmit- 
ting copyrighted 
files.  Congress 
and  the  Fed- 
eral Communi- 
cations Com- 
mission will 
hammer  out  a 
legislative  ap- 
proach to  these 
issues  through 
the  rest  of 
the  year. 
"All  of 
our  en- 


Lots  of  armor  on  CDs,  books,  and  movies 
could  spook  buyers  and  stifle  innovation 


forcement  efforts  have  been  about 
supporting  the  value  of  the  legiti- 
mate services,"  says  Hilary  Rosen, 
ceo  of  the  Recording  Industry  Asso- 
ciation of  America. 

These  are  tough  times,  and  the  en- 
tertainment industry  is  right  to  seek 


protection.  Never  before  have  medu 
companies  faced  a  technology  that 
can  make  limitless  perfect  copies  of  I 
their  products  and  transmit  them  in) 
a  flash.  But  fear  of  this  digital  disas] 
ter  is  pushing  the  industry  too  far. 
From  Hollywood  to  the  publishing 
houses  in  New  York,  executives  arel 
weighing  down  their  digital  offering^ 
with  so  much  legal  and  technological 
armor  that  they  could  well  scare 
away  the  public.  Want  to  lend  your 
college-bound  daughter  a  dog-eared  • 
copy  of  To  the  Lighthouse!  Go  aheac| 
But  if  you  try  lending  her  the  elec- 
tronic book  version,  it's  illegal.  Dish  I 
out  $16  for  a  CD,  and  you  might  get  j 
a  new  copyright-protected  version 
that  can't  be  copied  onto  your  PC.  S<j 
much  for  your  MP3  player. 

The  risk  is  that  the  industry's 
strong  defense  will  undermine  its  of| 
fense — its  attempt  to  expand  its  au- 
dience with  a  vast  array  of  digital  olj 
ferings.  Online  music,  for  example, 
could  pull  the  industry  out  of  its 
slump,  growing  from  $15  million  tcj 
$540  million,  or  5%  of  sales,  by 
2005,  estimates  For- 
rester Research  Inc 
But  not  many  cus-j 
tomers  will  pay  foi 
digital  downloads  i| 
the  music  costs  as 
much  as  a  CD,  or  if  a 
song  can't  be  burned  ontcj 
a  recordable  disk. 

To  win  customers,  com- 
panies have  to 
steer  a  middle 
course.  Thej| 
must  put 
aside  some 
of  their 
fears  and 
their  bent  fori 
control.  Con- 
sumers have  thl 
freedom  to  lendl 
and  copy  prod- 
ucts such  as 
books  and  CDs.  They  won't  stand  fori 
anything  less  in  the  Digital  Age.  The! 
challenge  then  is  to  provide  freedomil 
without  opening  the  door  to  massive.  | 
Napster-style  ripoffs.  Says  David  J. 
Farber,  former  chief  technologist  at 
the  Federal  Communications  Com- 
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mission:  "If  you  made  it  convenient 
to  buy  material  and  added  relatively 
bulletproof  ways  to  protect  it,  you'd 
drum  up  a  huge  amount  of  business." 
Here  are  three  steps  that  would  help 
the  industry  do  that: 
■  Loosen  up  on  licensing.  Web  cus- 
tomers won't  shop  en  masse  until  the 
selection  on  legal  sites  matches  those 
of  the  file-swappers.  For  this, 
entertainment  companies  and 
artists  need  to  ease  up  on 
licensing.  The  two  industry 
sites,  Pressplay,  formed  by 
Universal  and  Sony,  and 
MusicNet,  owned  in  part  by 
aol  Time  Warner 
and  Bertelsmann, 
withhold  licensing 
rights  from  each 
other.  Together,  the 
services  dish  up 
only  10%  of  the  top 
Billboard  songs. 
Kazaa  provides  far 
more  for  free. 

Licensing  woes 
also  are  dogging  the 
nascent  market  for 
online  movies.  To  be 
sure,  cable  pro- 
gramming compa- 
nies such  a  Home 
Box  Office  and 
Showtime  Networks 
Inc.  have  come  up 
with  innovative 
video-on-demand 
services.  But  at  the 
movie  studios,  the 
zeal  to  control  leads 
to  tentative  offer- 
ings. Before  the  end 
of  the  year,  an  on- 


■  Come  up  with  new  products  and  pric- 
ing schemes.  This  means  selling 
smaller  pieces,  such  as  songs,  short 
stories,  and  shows,  at  low  prices.  Dig- 
ital offerings  cost  virtually  nothing  to 
store  and  ship,  and  they  occupy  no 
shelf  space.  Companies  should  break 
free  from  the  traditional  packaging  of 
CDs  or  books  and  sell  cheaper  bits 
and  pieces.  This  process  is  under 
way.  Over  the  summer,  Warn- 
er Music,  Sony,  and  Univer- 
sal began  offering  con- 
sumers unlimited 
downloading  of  singles, 
either  for  subscription 

MAKING  DIGITAL  CONTENT  PAY 

ook  publishers,  movie  studios,  music  labels,  and  software  makers 
need  new  approaches  to  make  money  in  the  digital  age.  This  involves 
enticing  customers,  not  battling  them  unnecessarily.  Here's  how: 


STRATEGY 


RELAX  RIGHTS 

Offer  songs,  books,  and  videos 
to  rivals  with  online  music  or 
movie  sites  at  low  licensing  rates 
with  an  eye  to  building  a  mass 
online  market. 

SELL  BITS  AND  PIECES 

In  an  online  market  with 
negligible  distribution  costs, 
companies  should  sell  snippets, 
such  as  short  stories,  digital 
videos,  and  single  songs. 


line  movie  site 
backed  by  five  stu- 
dios called 
MovieLink  will  be 
launched  with  only 
some  150  movies.  "This  will  be  a 
great  experiment"  says  Jack  Valenti, 
president  and  ceo  cf  the  Motion  Pic- 
ture Association  of  America. 

But  independents  feel  boxed  out. 
Last  month,  Intertainer  Inc..  an  inde- 
pendent movie  service,  filed  an  anti- 
trust suit  against  three  studios  that 
back  the  Movielink  service.  In  time, 
the  studio  execs  say  they  plan  to  li- 
cense more  to  each  other.  A  far  bet- 
ter solution  is  to  license  to  everyone. 
Blockbuster  Inc.  doesn't  belong  to  one 
studio  or  another.  But  all  of  the  stu- 
dios benefit  from  a  service  that  gets 
their  products  to  customers. 


DROP  STRICT  PROTECTION 

Let  consumers  lend  and  copy 
digital  books,  TV  shows,  and 
music,  just  as  they  can  in  the 
analog  world.  Willy-nilly  copying 
that  leaks  out  onto  the  Net 
wouldn't  be  legal. 


WHAT  IT  MEANS 


A  full  range  of  products  that 
will  drive  more  business.  Only 
some  100,000  people  use 
music  services  now  because  they 
stock  only  10%  of  hit  music. 


New  economics.  Sell  10  million 
songs  for  a  dime  apiece, 
instead  of  100,000  CDs  for 
$10.  Warner  Music  issued  99c 
singles  online  from  Goo  Goo 
Dolls,  but  the  price  will  have 
to  fall  to  250  or  lower. 

A  higher  risk  of  piracy,  but  the 
potential  for  far  more  popular 
services  that  allow  people  to  buy 
music  singles  or  subscribe  to  a 
monthly  cable-TV  archive.  Those 
services  could  offset  piracy  losses. 


fees  or  99#  per  song. 

But  online  pricing  is 
way  off.  The  reason:  Com 
panies  look  at  an  online  cus 
tomer  as  a  threat,  someone 
who  might  stop  buying  CDs. 
So  they  try  to  set  the  price  at 
nearly  the  CD  level,  even 
though  the  costs  of  online  de- 
livery are  negligible. 

The  trick  is  to  consider  on- 
line as  an  opportunity,  a  chance  to 
win  back  tens  of  millions  of  Napster- 
Kazaa  users.  This  year,  about  60  mil- 
lion copies  of  songs  from  Nirvana's 
1991  Nevermind  album  will  be  down- 


loaded from  file-sharing  networks, 
cording  to  Web  monitoring  service 
Envisional  Ltd.  If  even  one-fifth  of 
these  people  paid  250  a  song,  those 
downloads  would  net  $3  million,  or 
roughly  a  third  of  what  the  album 
made  annually,  says  Envisional. 
■  Embrace  "fair  use."  This  means  giv- 
ing consumers  the  right  to  view  or 
listen  to  a  work  any  way  they  want, 
and  on  whatever  device  they  choose. 
The  industry  fears  that  fair  use  will 
lead  to  billions  of  perfect  copies  circu 
lating  everywhere.  To  fend  off  this 
risk,  publishers  are  adding  lots  of  di; 
ital  protection.  This  is  inevitable  and 
should  help  preven 
piracy.  But  too 
much  of  it  will  dis- 
courage consume: 

At  the  same 
time,  innovators 
also  need  fair  use. 
Decades  ago,  they 
were  free  to  tinke: 
with  televisions  an 
radios.  This  pro- 
duced inventions 
such  as  the  video- 
cassette  recorder, 
which  have  benefii 
ed  the  industry. 
But  since  1998,  th< 
Digital  Millennium 
Copyright  Act  has 
prohibited  inven- 
tors from  unlockin 
copyright  protec- 
tion technology  on 
digital  products. 
Even  to  open  the 
code  on  a  DVD  is 
felony.  The  law 
should  be  amendec 
so  that  thieves  am 
pirates  could  be 
prosecuted,  while 
inventors  would 
have  the  freedom 
they  need. 
Debates  rage  about 
why  consumers'  rights 
should  be  protected  in  the 
digital  age.  The  industry's 
rights  deserve  no  less  consid- 
eration. But  until  media  com- 
panies give  customers  a  taste 
of  the  old-fashioned  freedoms 
from  the  analog  world,  the  vas 
digital  markets  that  promise 
riches  will  remain  largely  in  the 
hands  of  pirates. 


Green  covers  the  Internet  econon 
from  New  York. 
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MARKETS 


A  GLOBAL  CRISIS 
OF  CONFIDENCE? 

Falling  stocks  may  further  depress  the  world's  economies 


These  days  global  markets  are  play- 
ing follow  the  leader,  with  foreign 
bourses  tracking  the  U.  S.  in  an  al- 
most uncanny  way.  There's  just 
one  problem:  The  U.S.  may  be  headed 
for  rockier  times,  taking  the  rest  of  the 
world  with  it.  "Overseas  and  U.  S.  mar- 
kets have  risen  high  enough  in  tandem 
that's  there  almost  no  chance  they  won't 
be  dragged  down  together  further,"  says 
Jeremy  Grantham,  chairman  and  chief 
strategist  at  Grantham,  Mayo,  Van  Ot- 
terloo  in  Boston. 

No  wonder  investors  around  the  globe 
have  a  bad  case  of  the  jitters.  The  Stan- 
dard &  Poor's  500-stock  index  is  down 
28%  so  far  this  year  and  is  experiencing 
the  longest  bear  market  in  60  years.  And 
there's  little  sign  of  any  relief.  Indeed,  the 
three  months  through  Sept.  30  was  the 
worst  quarter  in  15  years  for  U.  S.  stocks, 
with  the  s&P  down  17.6%.  Markets  in 
Germany  and  France  have  fallen  more. 
And  while  those  in  Japan,  still  mired  in  a 


long  recession,  performed  a  little  better, 
the  Nikkei  225  is  still  down  13%  for  the 
year  in  yen  terms  and  6.8%  in  dollars. 

The  funk  is  by  no  means  over.  In  the 
two  weeks  ended  Sept.  25,  U.  S.  investors 
yanked  another  $6  billion  out  of  domestic 
equity  funds  and  $4  billion  out  of  global 
and  foreign  funds. 

This  growing  buyers'  strike  by  in- 
vestors is  a  nagging  worry  to  policy- 
makers. They  fear  that  plummeting  stock 
markets  could  pull  economies  down  in 
their  wake.  At  the  late-September  In- 
ternational Monetary  Fund  meeting  in 
Washington,  D.  C,  world  finance  ministers 
called  on  the  U.  S.,  Europe,  and  Japan  to 
rebuild  investor  confidence.  Private  econ- 
omists are  starting  to  push  the  panic 
button,  too.  Stephen  Roach,  chief  econo- 
mist at  Morgan  Stanley,  says  he  fears  a 
double-dip  recession  in  both  Europe  and 
Japan.  On  Sept.  30,  he  slashed  his  esti- 
mates for  Europe's  gross  domestic  prod- 
uct growth  next  year  to  1.5%  from  2.7%. 

NO  END  IN  SIGHT 
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Not  much  help  from  the  U.S. 
sight.  Investor  confidence  remains 
very  low  ebb.  Every  day  brings 
headlines  about  fat-cat  corporate 
and  truth-impaired  Wall  Street  analj 
There's  been  a  steady  barrage  of 
ings    warnings    since    mid-Septenl 
across  a  broad  spectrum  of  compai| 
McDonald's,  J.  P.  Morgan  Chase, 
Electronic  Data  Systems.  And, 
when  good  profits  are  reported,  inves 
are  skeptical  because  of  the  recent| 
counting  scandals. 

Furthermore,  corporate  profits  arel 
ing  momentum  because  of  the  slugj 
economy.  At  the  start  of  the  year, 
lysts  figured  third-quarter  earning! 
s&P  500  companies  would  rise  23.9%  fl 
a  year  earlier,  according  to  Thomson! 
nancial/First  Call.  By  July  1,  they  hadj 
their  estimates  to  16.6%.  Now  they] 
pect  just  7.3%  growth.  They  still 
mate  fourth-quarter  growth  of  20.6%, 
First  Call  expects  those  will  be  ne| 
halved  by  mkWanuary. 

Some  analysts  argue  valuations 
still  high,  meaning  the  market  could 
another  year  to  find  a  bottom.  "Cor 
ering  the  magnitude  of  the  bubble 
the  riskier  world  we  live  in,  that  woi 
be  unusual,"  says  Charles  Pradilla, 
investment  strategist  at  SG  Cowen 
rities  Corp. 

The  potential  of  war  with  Iraq 
hurt  markets  all  over.  That's  especl 
true  in  Europe,  which  is  far  moref 
pendent  on  Mideast  oil  than  the  U.» 

Foreign  markets  have  their 
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grown  demons,  too.  In  Europe,  unem- 
ployment remains  high  and  consumer 
spending  is  growing  at  only  about  1%  a 
year,  one-third  the  U.S.  rate.  Struc- 
tural change  is  slow  to  come  because 
stiff  labor  laws  make  it  difficult  to  idle 
plants  and  lay  off  workers.  "You  don't 
see  European  businesses  making  major 
adjustments,"  says  Nick  Sargen,  who  is 
chief  global  strategist  at  J.  P.  Morgan 
Chase  &  Co. 

Given  the  meltdown  in  once-sizzling 
industries,  there's  plenty  of  gloom.  On 
Sept.  26,  Germany  announced  it  was 
closing  down  its  high-tech  stock  mar- 
ket, the  Neuer  Markt,  after  it  lost  al- 
most all  of  its  value  in  a  two-and-a-half 
year  slide.  Meantime,  telecom  compa- 
nies have  lost  about  half  their  market 
capitalization  this  year.  European  tele- 
coms  are  staggering  under  huge 
debts — France  Telecom  alone  has 
$70  billion  worth — and  seem  un- 
likely to  grow  much. 

For  insurers,  another  large 
sector  in  Europe,  falling  equity 
prices  have  become  a  critical 
problem.  They  invest  more 
of  their  portfolios  in  stocks 
than    their    U.S.    counter- 
parts— about  25%  on  average 
vs.  4%.   A  slump  in  equity 
prices  cuts  their  profits;  even 
worse  it  erodes  their  solven- 
cy ratios. 

Many  strategists  say  that  an 
interest  rate  cut  from  the  Euro- 
pean Central  bank  would  help  the 
stock  markets  and  the  economy.  But 
inflation,  as  well  as  wages,  has  ticked 
up.  "The  ecb  has  a  singular  focus:  keep 
inflation  low.  But  they  may  be  faced 
with  a  deflationary  liquidity  trap,"  says 
Richard  Pell,  chief  investment  officer 
at  Julius  Baer  Investment  Management 
in  New  York. 

In  Japan,  the  outlook  is  even  worse. 
Economic  and  financial  trends  continue  to 
be  grim.  Prime  Minister  Junichiro 
Koizumi's  government,  in  power  for  more 
than  18  months,  hasn't  delivered  on 
promises  to  fix  the  bank  crisis. 

Is  there  any  glimmer  of  good  news? 
Despite  the  1987  crash,  October  is  some- 
times a  turning  point  in  the  U.  S.  stock 
market,  according  to  the  Stock  D'ader's 
Almanac.  Once  the  crop  of  profit  warn- 
ings is  out  of  the  way,  some  companies 
at  least  may  start  reporting  stronger 
earnings  growth.  And  for  the  struggling 
markets  and  economies  of  the  world, 
that  would  be  a  big  relief — provided  it 
happens. 

By  Marcia  Vkkers  in  New  York,  with 
David  Fair  lamb  in  Frankfurt  and  bu- 
reau reports 


WILL  THIS  MR.  FIX-IT 
REALLY  FIX  JAPANS  BANKS? 


Is  Japan  ready  for  real  bank  and 
economic  reform?  Japan  critics  im- 
patient for  that  process  to  get  un- 
der way  were  encouraged  when 
Prime  Minister  Junichiro  Koizumi 
sacked  his  top  bank  regulator  Sept.  30 
and  handed  the  job  to  his  reform- 
minded  chief  economic  adviser,  Heizo 
Takenaka.  Takenaka  also  kept  his  job 


overseeing  broader  economic  reform, 
making  him  Japan's  new  workout  czar. 

O.K.,  cabinet  shuffles  in  Japan  are 
as  common  as  sing-alongs  in  karaoke 
bars.  Why's  this  one  different?  Be- 
cause Takenaka,  51,  a  soft-spoken, 
witty  former  economics  professor  at 
Keio  University  and  Harvard,  has 
made  clear  he  regards  the  situation 
of  Japan's  banks  with  the  same 
alarm  as  a  lot  of  outsiders.  Just 
hours  after  his  promotion,  Takenaka 
signaled  a  big  policy  shift  by  declar- 
ing that  Japan's  financial  system  is 
"gravely  ill  and  needing  treatment." 
By  contrast,  his  ousted  predecessor 
as  head  of  the  watchdog  Financial 
Services  Agency,  Hakuo  Yanagisawa, 
insisted  time  and  again  that  Japan- 
ese banks  were  doing  just  fine. 

Takenaka  is  taking  quick  steps  to 
speed  up  the  glacial  reform  process. 
He  is  naming  a  task  force  to  take  a 
new  look  at  fixing  the  banks:  In  two 
weeks,  he  wants  a  plan  to  kick  start 
the  workout  of  bad  loans.  One  sign  of 


Takenaka's  seriousness  is  that  he  mj 
appoint  Takeshi  Kimura,  a  former 
Bank  of  Japan  official,  to  that  group] 
Kimura,  now  president  of  kpmg  Fi- 
nancial Inc.  in  Japan,  kicked  up  a 
storm  last  year  by  backing  aggressnl 
write-offs  of  soured  loans  at  banks  tf 
boost  competitiveness  in  the  economj 
even  if  that  forces  borrowers  into 
bankruptcy. 

Takenaka  is  also  likely  to  order  a| 
new  round  of  audits  of  the  big  bar 
loan  portfolios.  Takenaka  contends 
that  the  $430  billion  official  estimatl 
of  bad  loans  is  much  too  low,  and  [ 
earlier  this  year,  he  broke  with 
protocol  and  criticized  Yanagi] 
sawa  for  the  alleged  lax  qualit 
of  his  audits. 
This  is  the  kind  of  talk  West 
policymakers  like.  "It's  a  very  go<| 
signal  Takenaka  was  chosen,"  saj 
White  House  economist  and  < 
cil  of  Economic  Advisers  Chairm  | 
R.  Glenn  Hubbard.  "I've  kno\ 
him  for  some  time  and  he's 
very  committed  to  reform."! 
The  question  now  is  wha^j 
kind  of  reform.  In  the  medii 
term,  Takenaka  has  to  figure  out 
whether  the  banks  need  an  infusion  1 
public  cash  to  cushion  their  capital 
base.  Funds  might  be  injected  dired 
ly  into  the  banks,  with  the  FSA  stipil 
lating  that  recipients  generate  accep| 
able  returns:  If  they  fail,  the  fsa 
would  install  new  managers.  Anothe 
approach  would  involve  beefing  up 
the  capital  of  the  state-run  Resolutij 
&  Collection  Corp.,  Japan's  version  I 
the  U.S.  Resolution  Trust  Corp.  Thf 
rcc  has  already  been  paying  banks 
discounted  prices  for  their  bad  loans] 

Takenaka,  an  academic  for  most 
his  career,  will  need  to  master  the  <| 
of  political  infighting  to  get  a  bankrJ 
package  through  a  Diet  that  is  con-l 
trolled  by  the  ruling  Liberal  Democl 
ratic  Party.  The  LDP  depends  on  the! 
votes  of  the  workers  at  the  retailerl 
and  contractors  that  bank  reform 
might  bring  to  grief.  One  chilling  lei 
son  for  Takenaka:  Yanagisawa  himsl 
was  once  seen  as  reform's  best  hor>| 
But  in  the  end,  the  system  won. 
Good  luck,  Takenaka-san. 

By  Brian  Bremner  in  Tokyo,  wi\ 
Rich  Miller  in  Washington 
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GALL  IT 
THE  WRONG 
STUFF 


In  the  late  1990s,  the  aerospace  in- 
dustry suffered  so  many  launch 
failures  that  Boeing  once  sent  up 
a  dummy  payload  just  to  show  cus- 
tomers it  still  knew  how.  Snafus  with 
satellites  after  they're  launched  are 
on  the  rise.  And  according  to  U.  S. 
Air  Force  Secretary  James  G.  Roche, 
nearly  every  space  defense  program 
is  behind  schedule,  over  budget,  or 
both.  The  following  are  just  a  few 
glaring  examples  of  what  might  be 
called  The  Wrong  Stuff: 

*  In  1999,  a  $125  million  mission  to 
Mars  crashed  into  the  planet's  surface. 
It  turned  out  Lockheed  Martin  Corp. 
had  made  calculations  using  English 
instead  of  metric  measurements. 

*  The  same  year,  one  of  Lockheed 
Martin's  Titan  Centaur  rockets  put  a 
military  communications  satellite  into  a 
useless  low-earth  orbit  instead  of  the 
intended  geosynchronous  orbit.  Work- 
ers had  failed  to  run  software  that 
would  have  caught  the  error. 

*  Boeing  Co.  and  Lockheed  Martin 
both  missed  their  schedules  for  launch- 
ing new  booster  rockets  designed  to 
replace  the  space  shuttle.  Boeing's 
Delta  4,  scheduled  for  use  in  spring, 
2001,  is  still  on  the  ground. 

Many  analysts  say  the  problems 
go  beyond  the  usual  challenges  of 
rocket  science.  Space-related  enter- 
prises are  under  pressure  to  save  on 
costs  by  cutting  corners.  A  whole 
generation  of  top  space  scientists  is 
retiring  or  losing  jobs  as  the  indus- 
try shrinks,  while  the  smartest  sci- 
ence and  engineering  students  are 


turning  to  more  lucrative  professions. 
Some  experts  now  question  whether 
the  space  sector  will  ever  duplicate 
its  stellar  performance  in  the  post- 
Sputnik  era,  when  astronauts  first 
soared  into  orbit.  "The  American 
aerospace  industry  has  been  running 
on  intellectual  fumes,"  says  Roy 
Danchick,  a  former  chief  technologist 
at  TRW  Inc. 

That  has  ominous  implications  for 
the  Pentagon's  blueprint  for  space — 
and  for  commercial  opportunities  in 
the  future.  Defense  Secretary  Donald 
H.  Rumsfeld,  who  chaired  a  commis- 
sion on  space  and  national  security 
before  assuming  his  current  post  in 
the  Cabinet,  wants  to  fill  the  heavens 
with  all  sorts  of  new  military  gadg- 
ets: space-based  laser 
weapons,  infrared  sen- 
sors to  track  enemy 
missiles,  orbiting  radar 
systems,  and  communi- 
cations satellites  that 
use  laser  beams  to 
boost  bandwidth.  "If 
you're  not  in  space, 
you're  not  in  the  race," 
declares  General  Lance 
W  Lord,  head  of  the 
Air  Force  Space  Com- 
mand. But  as  one  be- 
leaguered Defense 
Dept.  official  puts  it, 
"space  is  one  particular 
area  where  the  indus- 
trial base  is  challenged. 
We  have  to  figure  out 
what  we  can  do." 


BAD  NEWS:  Waiting  for 
word  on  the  Mars  mission 


Consider  the  cornerstone  of 
Rumsfeld's  vision:  assured  access  | 
space.  This  means  making  sure 
America  can  get  new  gear  up  thei 
fast  and  fix  it  when  it  breaks.  Troi 
ble  is,  the  industry's  record  is  incc 
sistent.  In  the  200  launches  from 
1987  through  1999,  American  comji 
nies  averaged  one  failure  a  year, 
in  the  10  months  ended  in  May, 
1999,  5  out  of  25  launches  failed, 
some  cases,  an  Air  Force  study  cc 
eluded,  the  computer  models  of 
flight-control  dynamics  were  inadt 
quate.  Elsewhere,  there  were 
straight-out  design  errors. 

Recently,  the  launch  record  has 
improved.  None  of  the  past  40  lifUl 
by  Boeing  and  Lockheed  Martin  ha 
gone  awry.  But  who| 
knows  how  long  tl 
batting  streak  will  c| 
tinue?  The  inability 
both  companies  to 
launch  rocket  booste 
on  time  certainly  dol 
not  bode  well.  Mean! 
while,  a  swoon  in  th| 
commercial  launch 
market  is  focusing 
managers'  attention 
costs,  not  on  technol| 
gy.  "Profit  margins 
very  thin,"  says  Phil 
R.  McAlister,  direct*  | 
of  Futron  Corp.,  a 
technology  manage- 
ment company  in 
Bethesda,  Md.  "Thai| 
puts  pressure  on 
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The  space  implosion  could  undermine 
defense  and  businesses  of  the  future 


[corporations]  to  take  short  cuts." 

Launches  aren't  the  whole  story. 
There  have  been  growing  numbers  of 
problems  with  satellites  once  they're 
in  orbit.  Futron  data  show  that  while 
the  number  of  birds  has  doubled 
since  1998,  the  number  of  glitches 
causing  complete  or  partial  loss  of 
operations  is  up  146%. 

The  industry's  demographic  outlook 
is  further  cause  for  concern.  As  space 
businesses  consolidated,  employment 
in  the  launch  sector  has  shriveled 
from  208,000  in  1988  to  82,000  today. 
Industry  and  government  will  have 
trouble  finding  qualified  replacements. 
The  number  of  graduate  aerospace 
engineering  degrees  awarded  plum- 
meted from  4,072  in  1991  to  2,175  in 
2000  as  teenies  sought  work  in 
biotech,  computer  games,  and  other 
more  alluring  businesses.  These  sec- 
tors are  proving  "far  more  interesting 
than  aerospace,"  says  Theodore  A. 
Postol,  a  Massachusetts  Institute  of 
Technology  physicist. 

For  graduates  who  choose  the 
space  sector,  the  outlook  is  far  bleak- 
er than  it  was  just  a  few  years  ago. 
When  demand  for  use-anywhere 
satellite  phones  didn't  materialize 
and  companies  such  as  Iridium  LLC 
and  Globalstar  LP  declared  bankrupt- 
cy, the  prospects  for  the  low-earth 
satellite  market  vanished.  And  the 
geostationary-satellite  market  al- 
ready had  a  glut  of  capacity.  Last 
year,  only  16  birds  lifted  off  world- 
wide. The  upshot:  Recruits  won't  see 
the  large  variety  of  programs  and 
launches  that  helped  educate  previ- 
ous generations.  Today's  workers 
"don't  have  the  scar  tissue  you  get 
from  experience,"  frets  a  senior  in- 
dustry exec. 

The  implosion  has  been  particular- 
ly hard  on  high-tech  space  startups. 
Many  have  closed  their  doors,  includ- 
ing Beal  Aerospace  Technologies  Inc. 
in  Frisco,  Tex.,  which  aimed  to 
launch  big  payloads.  Even  Lockheed 
Martin  has  curtailed  some  space 
projects,  such  as  a  single-stage-to-or- 
bit rocket  it  developed  with  NASA  at 
a  cost  of  nearly  $1  billion.  The  com- 
pany is  leaving  its  money  losing 


communications-satellite  business. 

Space  atrophy  is  affecting  a  raft  of 
defense  programs.  In  recent  tests, 
Raytheon  Co.'s  Patriot  Advanced  Ca- 
pability-3 — considered  one  of  the 
most  promising  battlefield  anti-mis- 
sile weapons — notched  just  4  hits  out 
of  7  tries.  At  Lockheed  Martin,  de- 
signers of  a  key  Star  Wars  sensor 
didn't  take  account  of  blinding  sun 
rays.  A  special  Air  Force  panel  is 
trying  to  figure  out  how  to  fix  a  clas- 
sified Boeing  imaging  satellite  pro- 
gram. And  topping  it  all,  the  Air 
Force  gave  Congress  back  $95  mil- 
lion for  an  extremely  high-frequency 
satellite  program  because  it  was  so 
far  behind  schedule — in  part  due  to 
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Air  Force  mismanagement.  "They 
don't  give  money  back  very  often,"  | 
says  a  congressional  aide. 

America's  space  woes  are  also 
hurting  the  country's  balance  of  nig 
tech  trade.  In  2001,  the  U.S.  impoi 
ed  $450  million  in  spacecraft  and 
parts,  while  it  exported  only  $282 
million,  even  though  the  U.  S.  launc| 
market  accounted  for  less  than  a 
third  of  all  launches  last  year.  Prioi 
to  2000,  the  U.  S.  ran  a  surplus. 

Congress  is  concerned — and  righl 
ly  so.  To  address  the  atrophy,  it  re-j 
cently  set  up  a  panel  that  recom- 
mended tax  credits  for  companies 
that  provide  training  and  apprentic 
ships  in  certain  fields.  And  there's 
bill  to  help  universities  raise  enroll-| 
ment  in  math  and  science  courses. 
"If  the  defense  industry  can't  recr 
and  retain  qualified  people,  then 
industry  doesn't  have  a  future,"  de 
clares  Tillie  K.  Fowler,  a  former 
Florida  representative  who  sits  on 
the  congressional  commission. 

Meanwhile,  the  Pentagon  is  con- 
sidering alternatives  to  exploiting 
space.  Air  Force  Secretary  Roche's 
solution:  use  planes.  Instead  of  put-| 
ting  sensors  for  battlefield  surveil- 
lance on  satellites,  for  example,  he 
would  put  them  on  an  unmanned 
aerial  vehicle  such  as  the  Global 
Hawk,  which  flies  high  enough  to 
give  a  full  view  of  the  battle  theatt| 
That  could  have  certain  advantage 
over  space  systems.  Aircraft  can 
brought  to  earth  quickly  for  repa 
and  a  replacement  can  be  sent  up 
fast,  whereas  with  satellites  and 
rockets,  a  single  glitch  is  often  fat 

For  the  Pentagon's  grander  vi- 
sions, it's  not  clear  that  planes  real  I 
have  the  right  stuff.  In  any  case,  dl 
fense  is  only  one  potential  victim  or 
America's  shrinking  technical  compl 
tence.  The  U.  S.  developed  its  spacil 
program  to  address  a  whole  conste[ 
lation  of  scientific  and  commercial 
dreams.  If  this  expertise  is  lost,  it's| 
hard  even  to  imagine  all  the  ideas 
that  will  never  get  off  the  ground. 

Crock  covers  aerospace  and  de- 
fense from  Washington. 
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Dell  J  Enterprise 


Dell  PowerEdge'  Servers  use  Inlef  Xeon'  Processors 


The  power  of  Dell  flexible  solutions. 


What  does  Dell  bring  to  your  enterprise?  Just  what  you'd  expect:  A  legendary  focus  on  you,  the  customer,  that's  as 
relentless  as  our  focus  on  driving  down  costs. 
With  Dell  you  get: 

«  Enterprise  Solutions  on  your  terms.  No  proprietary  systems,  no  endless  consulting  fees.  Just  powerful,  cost 
effective,  industry-standard  technology  like  Dell  PowerEdge1"  Servers  with  Intel'  Xeon!  Processors. 

•   Solutions  that  are  easier  to  manage.  From  SAN  and  server  consolidation  to  Unix  migration,  we  collate  flexible 
systems  that  are  easier  to  afford,  year  after  year. 


Enterprise  services.  Dell  has  an  expanded  range  of  services  to  help  you  simplify  the  design  and  management  of 
your  IT  infrastructure. 


For  nearly  20  years,  we've  revolutionized  the  way  the  world  buys  and  manages  technology. 

Now  find  out  how  Dell's  direct  approach  can  revolutionize  your  enterprise.  To  learn  more 

about  the  Dell  ROI  test,  visit  www.dell.com/ROI1  or  call  us  toll-free  at  1-877- 436 -DELL. 


Enterprise  solutions  that  can  cut  costs  today  and  tomorrow.  Easy  as 
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Developments  to  Watch 


EDITED  BY  ADAM  ASTON 

DENTURES 
THAT'LL 
GROW  ON  YOU 

THERE  MAY  ONE  DAY  BE  AN 
alternative  to  false  teeth. 
Scientists  at  Forsyth  Dental 
Institute  in  Boston  report 
that  they  were  able  to  plant 
individual  tooth  cells  in  labo- 
ratory animals  and  grow 
them  into  viable  teeth.  While 
still  in  a  preliminary  stage, 
the  research  could  lead 
to  a  human  tooth  substitute 
grown  from  a  patient's  own 
cells. 

The  development,  de 
scribed  in  the  Journal  ^ 
of     Dental      Re- 
search, is  part  of 
a  broad  effort 


by  scientists  to 

cultivate  human 

tissues    from    a 

few  living 

cells.  The  For- 
syth team,  led  by 

Dr.  Joseph  P.  Va- 

canti,  isolated  the 

cells  of  immature 

molar  tooth  buds 

from  young  pigs, 

a  good  source  of 

cells     that     are 

similar  to  those 

of  humans.   Each  cell  was 

placed    in    its    own    tiny, 

biodegradable  scaffold,  and 
these  were  then 
implanted  near 
the  intestines  of 
rats,  a  suitable 
environment  for 
growing  cells.  After 


big  bite:  Average 

U.S.  loss  is  12  teeth 


20  to  30  weeks, 
crown-like  struc- 
tures developed 
containing  all  the 
layers  of  a  nor- 
mal tooth,  includ- 
ing enamel. 

Vacanti  says 
the  experiment 
"points  the  way 
for  biological  re- 
pair in  [human] 
dental  disease" — 
an  application 
with  great  potential,  since 
U.  S.  adults  after  age  50  lose 
an  average  of  12  teeth,  in- 
cluding wisdom  teeth.  The 
work  also  suggests  the  exis- 
tence of  dental  stem  cells 
that  could  be  used  in  many 
areas  of  tooth  repair,  Vacanti 
says.  Catherine  Arnst 


BUILD  A 
BETTER  PEDAL 
CRANK,  AND ... 

CYCLING  IS  A  SPORT  OF  LONG 

races  won  by  tiny  margins. 
In  July,  Lance  Armstrong 
took  the  three-week  Tour  de 
France  by  just  seven  minutes, 
a  scant  0.15%  faster  than  the 
runner-up.  Indeed,  Armstrong 
has  dominated  the  past  four 
tours  in  part  by  shaving  sec- 
onds using  just  about  every 
high-tech  trick  permitted  by 
the  International  Cycling 
Union  (icu),  from  aero-hel- 
mets to  carbon  fiber  wheels,  no 
matter  how  tiny  the  benefit. 
That's  why  a  new  pedal 
crank  design  could  have  big 
implications.  According  to  a 
study  in  the  Journal  of  Bio- 
mechanics   by    a    research 


team  led  by  Paola  Zamparo, 
a  PhD  student  at  Italy's  Uni- 
versity of  Udine,  the  new 
crank  yielded  a  2%  increase 
in  metabolic  efficiency  when 
tested  on  amateur  cyclists. 
Such  a  boost  would  have 
stretched  Armstrong's  mar- 
gin of  victory  to  over  an 
hour.  The  prototype's  key  is 
its  "sun-wheel"  design.  This 
allows  the  pedal's  position  to 
vary  in  relation  to  the  crank's 
pivot  point,  effectively  length- 
ening the  crank  arm — and 
boosting  power — on  the  down 
stroke.  It  also  shortens  the 
crank  arm  on  the  up  stroke, 
thereby  cutting  resistance. 

Before  the  prototype  shows 
up  on  the  tour,  it  will  need 
icu  approval  and  will  have  to 
show  similar  benefits  for  the 
pros,  who  control  their  pedal 
power  far  more  efficiently.   ■ 


STRONG  AND  FIRM, 
AEROGELS  COME 
INTO  THEIR  OWN 

TRANSLUCENT,    LIGHT-AS-AIR 

substances  known  as  aerogels 
may  finally  find  their  way  out 
of  the  lab.  To  be  useful,  aero- 
gels must  remain  firm  in  dif- 
ferent environments — a  hur- 
dle that  most  such  materials 
have  not  cleared.  Now,  re- 
searchers at  the  University 
of  Missouri  at  Rolla  have  dis- 
covered how  to  make  a  com- 
posite aerogel  strong  enough 
to  stop  a  bullet  and  capable 
of  retaining  its  shape  even 
when  saturated. 

Nicholas  Leventis,  a  Mis- 
souri chemistry  professor  who 
led  the  aerogel  research  team, 
has  found  that  by  weaving 
nanosize  plastic  particles  to- 
gether with  silica  specks,  he 
can  make  aerogels  that  are 
ethereally  light  but  100  times 
stronger  than  past  versions. 
Using  Leventis'  recipe,  the 
stuff  still  takes  days  to  pro- 
duce. On  the  other  hand,  it's 
dirt-cheap  and  can  be  molded 
into  nearly  any  shape.  The 
scientist  believes  his  aerogel 
could  be  fashioned  into  bul- 
let-proof vests  or  used  as  a 
porous  medium  to  store  jet 
fuel  safely.        Michael  Arndt 


INNOVATIONS 


■  Chemistry  textbook 
describe  glass  as  amo: 
phous.  But  James  D. 
Martin,  a  chemist  at 
North  Carolina  State 
University,  reports  in 
Sept.  26  Nature  that 
arrangement  of  mole- 
cules in  glass,  and  eve 
water,  has  a  structure 
that's  not  random.  Th 
means  glass  could  be 
gineered  to  embody  o 
cal  and  electronic  proj 
ties  never  before  thovi 
possible.  Martin  has  a 
ready  done  so  with  Ik 
uids.  Adding  tiny  imp 
ties  can  change  their 
properties,  just  as  tra; 
of  boron  transform  sil 
con  from  an  insulator 
into  a  semiconductor. 

■  Early  last  spring, 
Artera  Group  Inc.  un 
veiled  technology  that 
enables  ordinary  mod» 
to  achieve  broadband 
speeds.  Initially  offer* 
to  small  business,  the 
service  now  comes  in 
home  version.  It  boos> 
56-kilobit-per-second  i 
dem's  speed  nearly  su 
fold  and  costs  just  $9. 
a  month.  Download  sc 
ware  and  tech  specs 
www.arteragroup.com 

■  Artificial  muscles  an 
implantable  drug  pum 
are  two  potential  uses 
a  new,  all-organic  com 
posite  developed  at  Pc 
State  University.  A 
led  by  electrical  en 
Qiming  Zhang  found 
a  combination  of  an  ui 
common  polymer  mata 
plus  an  organic  semicc 
ductor  creates  a  mate: 
that  moves  like  muscl- 
tissue  when  stimulate* 
by  electrical  signals 
Compared  with  earli 
so-called  electroactivi 
polymers,  the  electri 
energy  needed  to  m 
this  one  flex  is  slashec 
by  90%.  Otis  Pi 
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Where  are  you  on  your  accounting  partner's 
priority  list? 


Does  your  accounting  firm  really  understand  the  business  of  your  mid-size  company?  Or  do  you  feel  like 
your  company's  needs  just  aren't  on  their  radar  screen?  Why  not  get  the  kind  of  service  you  deserve? 
At  Grant  Thornton  you  get  the  world-wide  resources  that  fast-growth,  middle  market  companies  need  in 
today's  global  markets,  and  you  get  easy  access  to  the  senior  staff  that's  been  the  hallmark  of  Grant  Thornton 
since  1924.  You  won't  have  to  make  a  scene  to  get  to  the  top  of  our  list. 

Leave  your  business  card  information  at  312.602.8439  or  contact  our  partners  at  www.GrantThornton.com 

and  ask  for  your  free  copy  of  The  Grant  Thornton  Survey  of  Middle- Market 

Business  Owners.  It'll  give  you  an  enlightening  look  at  emerging  issues  that  t^ 

could  affect  your  company's  growth  and  profitability. 
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Having  trouble  ignoring 
your  business  continuity  risks? 


Forsythe  Business  Continuity  Solutions 

The  comprehensive,  unbiased  approach  to  IT  availability. 


It  sits  there  —  right  in  front  of  you  —  whenever  it's  time  to 
discuss  your  IT  infrastructure.  It's  the  pink  elephant  that 
is  your  company's  looming  business  continuity  risk. 

You  can  live  in  a  state  of  denial,  pretending  it  doesn't  exist. 
Or  you  can  start  an  action  plan  with  a  call  to  Forsythe 
Solutions  Group  for  a  thorough,  unbiased  vulnerability 
assessment.  We  help  you  understand  the  technical, 
operational  and  financial  ramifications  of  accepting, 
assigning  or  mitigating  risk.  From  there,  we  help  you 
develop  a  combined  business  and  IT  strategy  to  support 
the  level  of  availability  your  company  needs. 

For  over  30  years,  Forsythe  has  understood  the  real-world 
business  applications  of  IT.  Our  approach  to  continuity  is 


just  as  business-driven.  Count  on  Forsythe  to  deliver 
thorough  assessments  of  your  current  availability  and 
security  status  and  then  follow  up  with  comprehensive 
multi-vendor  recommendations. 

Forsythe  can  also  help  you  implement  cutting-edge 
availability  technology  from  top  companies  like  Sun 
Microsystems.  As  a  Sun  Microsystems  iForce5"  Partner, 
Forsythe  is  a  certified  specialist  in  available  and  recoverable| 
Sun™  solutions,  including  Sun  Fire™  enterprise  servers. 

So  call  for  your  Forsythe  vulnerability  assessment  today 
at  800.843.4488  or  visit  us  at  www.forsythesolutions.com. 
Because  ignoring  your  business  continuity  risks  is 
no  way  to  make  them  disappear. 


Don't  take  chances.  Take  action. 

Availability.  Security.  Continuity. 
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Investing:  How 
Auch  Real  Estate?     Argentine  Wines     Ripe  for  Picking 
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BusinessWeek  Investor 


Getting  to  the  Bottom 
Of  a  Company's  Debt 

You  have  to  piece  together  information  from  different  parts  of  the  annual  re% 


i 

side  of  the  ledger  are  the  "current"  or 
term  debt  obligations  that  must  be  paid 
within  a  year,  and  the  long-term  deb     - 
comes  due  after  that.  The  2001  annual 
published  by  paper  company  Georgia-I 
for  example,  shows  that  the  combined  de 
from  $14.9  billion  in  2000  to  $12.2  bill 
2001. 

That's  good,  but  the  footnotes  reveal  a 
for  concern.  In  a  table,  Georgia-Pacific  r 
the  debt  payments  that  it  must  make  eacl 
through  2006.  Since  the  $1.5 
due  in  2002  is  equal  to  the  c 
ny's  entire  cash  flow  from  opei 
in  2001,  it  raised  red  flags  amc  ! 
credit  agencies  that  rate  the  ris  '*■ 
of  corporate  debt.  "We  wer<   I*)' 
cerned,"  says  Cynthia  Wern<  ! 
credit  analyst  at  Standard  & 
(like  BusinessWeek,  a  unit  o 
McGraw-Hill  Companies).  To  m 
2002  obligations,  Georgia-Pacil 
renewed  a  $650  million  bridge  loan  that 
come  due  as  early  as  February.  It  can  alsc 
on  $900  million  available  under  a  line  of  < 
But  it  needs  to  take  additional  steps  to  : 
liquidity,  because  the  new  loan  raises  2003' 
tab  to  $1.2  billion,  Werneth  adds.  s&P  pi 
company  on  negative  credit  watch  on  Sept. 
a  possible  downgrade  to  noninvestment 
status.  Georgia-Pacific  spokesman  Greg 
says:  "We  have  no  liquidity  issues,  we 
strong  cash  flow,  and  we  fully  expect  to  me 
debt  obligations  for  2003." 

Next  comes  the  hard  part:  1<  < 
for  off-balance-sheet  debt.  Li 
the  most  commonly  used  off-the  * 
transactions  are  fairly  easy  to 
Take  leases.  Instead  of  buyin; 
ticket  items,  such  as  building 
aircraft,  many  companies  lease 
in  part  to  minimize  debt. 

But  a  lease  that  commits  a  c 
ny  to  a  fixed  payment  schedule 
ally  no  different  than  a  bank 
For  that  reason,  both  s&P  anc 
credit  agency  Moody's  Investor 
vice  treat  leases  as  if  they  were 
In  fact,  one  type  of  lease — a  <  - 
lease — is  already  on  the  balance  ft> 


BY  ANNE  TERGESEN 


FROM  THE 
BALANCE  SHEET 

To  get  a  handle  on 
a  company's  debt, 
start  with  the 
balance  sheet.  Here 
you'll  find  the 
current  liabilities — 
debt  that  comes  due 
within  a  year — and 
the  long-term 
obligations.  This  table 
is  excerpted  from 
Georgia-Pacific's  2001 
annual  report.  The 
left-hand  column  of 
figures  is  for  2001, 
the  right,  2000. 


Amid  the  recent  spate  of  corporate 
blowups,  one  thing  has  been  overlooked: 
Most  of  the  companies  that  have  been 
driven  into  bankruptcy  are  not  in  that 
state  because  of  accounting  scandals,  but 
because  they  simply  have  too  much  debt. 
Indeed,  with  corporate  debt  at  an  all- 
time  high  and  revenue  growth  anemic,  it's  no 
coincidence  that  corporations  declared  bank- 
ruptcy in  record  numbers  in  2001  and  the  first 
half  of  2002. 

For  an  individual  investor,  there's 
no  quick  way  to  get  a  handle  on  a 
company's  debt  load.  The  balance 
sheet,  which  lists  short-  and  long- 
term  debt,  is  only  a  starting  point. 
To  grasp  off-balance-sheet  debt — sev- 
eral common  forms  of  which  have  ex- 
ploded by  a  total  of  250%  since 
1995 — you  need  to  delve  into  other 
sections  of  the  financial  statements, 
including  the  footnotes.  Since  one 
problem  with  debt  disclosure  is  that  it's  rarely  all 
in  one  place,  this  installment  of  The  Fine  Print — 
a  series  examining  corporate  financial  disclo- 
sures— gives  you  a  road  map  to  getting  a  more 
complete  picture  of  a  company's  indebtedness. 
Once  you  do  that,  you  can  compare  the  debt 
loads  of  similar  businesses  to  see  if  a  company  is 
too  much  in  hock. 

When  assessing  a  company's  debt,  start  with 
the  balance  sheet  in  quarterly  and  annual  re- 
ports. Among  the  items  listed  on  the  "liabilities" 
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LIABILITIES  AND  SHAREHOLDERS'  EQUITY 

Current  liabilities: 

,..g  Commercial  paper  and  other  short-term  notes $  2,284 

Current  portion  of  long-term  debt   572 

Accounts  payable 1 ,630 

Accrued  compensation 300 

Other  current  liabilities 1,024 

Total  current  liabilities 5,810 

Long-term                 jding  current  portion    9,358 

Senior  deferraSle  notes 863 

Other  long-ler.        .  iiities   3,582 

Deferred  income      .  labilities 1,846 

Commitments  and  con  urgencies 


i  2,327 

232 

1,808 

430 

879 

5,676 

12,355 

863 

2,647 

2,155 
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{ oas,  except  percentages) 

cial  paper  and  other  short-term  Notes  .  . 

rage  interest  rates    

cilities $ 

rage  interest  rates    

d  debentures $ 

rage  interest  rates    

ominated  Bonds    

I  rage  interest  rates    

I  bonds $ 

>  rage  interest  rates  

rases $ 

1  rage  interest  rates    
.Debt $ 


rage  interest  rates    

Ins 

Irage  interest  rates    

f enable  notes   

rage  interest  rates    - 

t  maturity    $1,497 


n  easily  be  added  to  outstanding  debt. 
U  leases  meet  one  of  four  requirements,  in- 
t  that  they  last  for  at  least  75%  of  an  as- 
fe.)  In  contrast,  operating  leases  are  only 
ed  in  a  footnote, 
footnote  titled  "Commitments  and  Con- 
ies," Georgia-Pacific  reveals  it  is  on  the 
j>r  $1.5  billion  in  operating  lease  payments, 
mpany  details  the  specific  lease  payments  it 
■duled  to  make  in  each  year  from  2002 
l  2006.  Then,  in  accordance  with  accounting 
:  aggregates  the  payments  due  after  that, 
analysts  don't  add  the  entire  $1.5  billion 
ommitment  to  the  company's  debt  load, 
their  practice  is  to  value  future  lease 
its  in  today's  dollars — so  $1.5  billion  would 
th  about  $1.1  billion,  Werneth  figures.  Al- 
this  calculation  is  complicated,  you  can 
tiortcut  to  arrive  at  an  estimate.  Take  the 
year's  lease  payment  and  multiply  by  7, 
larles  Mulford,  an  accounting  professor  at 
Institute  of  Technology, 
her  common  form  of  off-balance-sheet  fi- 
is  securitization,  or  the  sale  of  assets 
ntity  that  often  issues  debt  to  pay  for 
Banks,  for  example,  sell  assets  such  as 
id  credit-card  receivables.  Other  compa- 
.1  accounts  receivable,  or  the  bills  their 
rs  have  yet  to  pay.  Although  securitiza- 
em  like  sales,  often  they  are  really  more 
is.  Why?  Because  in  many  cases,  compa- 
nain  liable  if  a  borrower  or  customer  de- 
Ls  a  result,  credit  analysts  consider  many 
nations  as  debt.  "The  question  is,  has  the 
y  actually  transferred  the  risk"  associat- 
owning  the  asset?  asks  Brian  Clarkson, 
structured  finance  at  Moody's.  "In  most 
ley  have  not." 

companies  automatically  add  securitiza- 

debt.  In  a  footnote,  Georgia-Pacific  re- 

lat  it  borrowed  $1.35  billion  against  ac- 

receivable — an  amount  included  in  the 


2003 


2004 


925 

3.9% 
462 

8.9% 


75 

1.9% 

5 

12.0% 

22 

6.8% 

8 
4.6% 


$580 

6.7% 


$      3 

5.2% 
$     5 

11.6% 
$    24 

6.7% 


$612 


336 
6.7% 
266 
4.8% 

31 
2.0% 

6 
2.5% 

23 
6.2% 


$    863 

7.2% 
$1,525 


2005 


$1,935 

3.6% 
$        4 

4.7% 


21 
5.6% 

7 
2.3% 

11 
4.9% 


2006      Thereafter       Total 


Fair  Value 

December  29, 

2001 


$600 
7.5% 


$      7 

10.8% 
$    11 

4.7% 


$1,359 
2.5% 


$4,700 
8.4% 


$  739 
5.6% 

$  % 
10.8% 

$  46 
3.6% 


$1,359 

2.5% 
$2,860 

3.7% 
$6,682 

7.8% 
$   266 

4.8% 
$    869 

5.2% 
$    126 

10.0% 
$    137 

6.1% 
$       8 

4.6% 
$    863 

7.2% 


$1,359 

2.5% 
$2,860 

3.7% 
$6,679 

7.8% 
$   257 

6.6% 
$    833 

5.8% 
$    148 

8.0% 
$    137 

6.7% 
$        8 

3.7% 
$    889 

3.6% 


$1,978       $618 


$6,940 


short-term  debt  on  its  balance  sheet.  But  in  a 
footnote  entitled  "Loan  Securitizations  and  Off- 
Balance-Sheet  Activities"  in  its  2001  annual  re- 
port, Bank  One  discloses  that  less  than  half  of  its 
$68.2  billion  of  credit-card  loans  are  on  the  bal- 
ance sheet.  In  accordance  with  Generally  Ac- 
cepted Accounting  Principles  (GAAP),  the  balance 
sheet  reflects  the  loans  the  bank  has  decided  to 
hold,  while  those  it  has  sold  are  off-balance- 
sheet,  says  spokesman  Thomas  Kelly. 

The  disclosure  rules  on  securitizations  allow 
some  deals  to  go  unreported.  Others  are  hard  to 
find.  In  the  case  of  banks,  for  instance,  disclosure 
of  credit-card  securitizations  is  generally  good. 
But  they  are  less  forthcoming  when  it  comes  to 
sales  of  auto,  home  equity,  and  commercial  loans, 
says  s&P  banking  analyst  Tanya  Azarchs.  More- 
over, it's  difficult  to  discern  how  much  risk  the 
bank  retains  in  these  areas,  she  adds. 

Make  sure  to  check  the  "Commitments  and 
Contingencies"  footnote  for  guarantees — and  po- 
tential associated  losses — made  on  behalf  of  af- 
filiates, customers,  and  others.  Since  manage- 
ment might  be  called  upon  to  make  good  on  its 
promises,  conservative  investors  often  count 
guarantees  as  liabilities,  a  move  that  account- 
ing rulemakers  are  considering,  as  well. 

Debt  is  also  frequently  discussed  in  the  "Man- 
agement's Discussion  and  Analysis"  section  of 
annual  or  quarterly  reports.  There,  you  might 
also  find  disclosure  of  conditions  that  the  com- 
pany's lenders  require  it  to  meet.  This  informa- 
tion can  prove  critical,  since  in  some  cases,  failure 
to  adhere  to  certain  standards  might  cause 
lenders  to  demand  immediate  repayment  or  more 
collateral.  For  instance,  when  Moody's  lowered 
energy  company  Aquila's  bond  rating  to  junk 
status  on  Sept.  3,  the  company  became  liable 
for  an  extra  $192  million  in  collateral  and  bond 
payments.  If  s&P  follows  suit,  it  would  trigger  ad- 
ditional payments  of  $292  million. 

Still,  most  companies  keep  such  lender  terms 


IN  THE 
FOOTNOTES 

Not  only  do  you  want 
to  know  how  much 
debt  a  company  has, 
but  what  kind  of  debt 
and  how  much  of  it 
comes  due  in  future 
years.  For  that  info, 
you'll  need  to  go  to 
the  footnotes  like 
this  one  from 
Georgia-Pacific's 
2001  annual  report. 
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under  wraps.  Indeed, 
in  a  survey  published 
in  July,  Moody's  In- 
vestors Service  found 
that  771  investment- 
grade  U.S.  companies 
had  disclosed  only 
22.5%  of  2,819  condi- 
tions that  could  force 
them  to  accept  worse 
terms  on  debt  agree- 
ments such  as  loans 
and  bonds  if  their 
credit  ratings  were  to 
fall. 

Of  course,  once  you  ascertain  a  company's  true 
debt  load,  the  next  step  is  to  assess  whether  it's 
too  high.  One  way  to  get  a  quick  read  on  where  a 
company  stands  is  to  examine  the  debt  over 
time — and  steer  clear  if  you  notice  a  consistent  or 
sharp  increase,  advises  Georgia  Tech's  Mulford. 

You  can  also  look  up  a  company's  credit  rating 
at  moodys.com  or  standardandpoors.com  and 
compare  its  debt-to-equity  ratio  with  those  of 
companies  with  similar  credit  ratings  (table).  By 
doing  so,  you  can  get  a  sense  for  whether  the 


Is  The  Debt  Too  High? 


To  get  a  sense  for  whether  a  company  has  too  much  debt,  look  up  i 
credit  rating*  and  compare  its  debt  level  with  the  average  for  compar 

with  similar  ratings 

CREOn  RiT  ng 


RATIO" 

AAA 

AA 

A 

BBB 

BB 

B 

LONG-TERM  DEBT/EQUITY 

4.4% 

23.0% 

33.3% 

41.5% 

56.4% 

73.6% 

5 

TOTAL  DEBT/EQUITY 

4.5* 

34.1 

42.9 

47.9 

59.8 

76.0 

7 

*  Ratings  are  available  at  moodys.com  and  standardandpoors.com 
**  Ratios  have  been  adjusted  by  Standard  &  Poor's  to  include  operating  leases 

Data:  Standard  &  Poor's 


company  is  highly  leveraged  compared 
peers,  and  therefore  a  possible  candidate 
credit  downgrade.  At  the  least,  downgrades 
raise  borrowing  costs. 

Sizing  up  a  company's  debt  is  tricky,  bu 
help  is  on  the  way,  since  accounting  rule 
are  likely  to  adopt  tougher  disclosure  st 
on  off-balance-sheet  debt — especially  whe: 
es  are  concerned.  Even  then  you're  unlib 
get  the  whole  picture,  so  you'll  need  to 
digging  through  the  fine  print. 


HOW  TO  READ  A  CREDIT  RATIING 


BY  SUSAN 
SCHERREIK 


P 


The  As,  Bs,  Cs  and  occasional  Ds  the  big 
credit-rating  agencies  assign  to  corporate 
debt  provide  insight  into  a  company's  finan- 
cial health  that  you  won't  find  elsewhere. 
Unlike  stock  analysts,  who  focus  on  earn- 
ings, credit-rating  analysts  look  at  whether  a 
company  can  come  up  with  enough  dough  to  cov- 
er its  debts. 

Exactly  what  do  the  ratings  tell  you?  First, 
they  give  you  a  sense  of  how  likely  a  company 
is  to  miss  interest  payments  to 
lenders  or  otherwise  fall  short  on 
financial  obligations.  Standard  & 
Poor's  (which  like  BusinessWeek  is 
a  unit  of  The  McGraw-Hill  Cos.) 
figures  that  over  the  past  15 
years,  fewer  than  1%  of  the  com- 
panies that  carry  its  top  rating 
have  turned  into  deadbeats,  but 
that  35%  of  companies  rated  B 
have  defaulted.  The  credit  ana- 
lysts also  assess  business  strat- 
egy and  industry  outlook.  So  a 
company  with  little  debt  won't 
merit  AAA  if  its  business 
prospects  are  mediocre,  says  Laura  Feinland 
Katz,  a  managing  director  at  s&P. 

Because  s&p,  Moody's  Investors  Service,  and 
Fitch  Ratings  each  apply  a  fairly  standard 
analysis  to  companies  of  all  stripes,  credit  rat- 
in  also  help  you  compare  players  in  differ- 
> tries.  And  tracking  a  company's  ratings 
can  help  you  spot  trouble  in  an  industry. 
For  example,  Kevin  Cronin,  chief  investment  of- 


ficer for  fixed-income  at  Putnam  Investm 
believes  s&p's  downgrade  of  J.  P.  Morgan 
Chase's  credit  ratings  on  Sept.  17  means 
banks  may  also  face  downgrades. 

That  said,  credit  ratings  have  limitations, 
like  stock  reports,  they  don't  recommend  wl 
buy  or  sell  a  company's  stock  or  bonds.  Wh; 
more,  don't  count  on  them  to  provide  an  ea; 
warning  that  a  company  will  go  belly-up.  Tl 
credit  agencies  downgraded  Enron  and  Wot 
Com  as  problems  surfaced,  but  they  still  mi 
tained  investment-grade  ratings  until  shortl 
fore  they  filed  for  bankruptcy.  Bonds  rated 
and  lower  by  s&p,  and  Bal  and  below  by 
Moody's,  are  noninvestment  grade  and  carr 
greater  default  risk.  "Credit  ratings  tend  to 
lagging  indicators,"  says  Stephen  Kane,  a  bt 
fund  manager  at  Metropolitan  West  Asset 
Management. 

You  can  find  a  company's  ratings  on  stan 
andpoors.com,  moodys.com,  and  fitchratinga 
At  the  Moody's  site,  type  in  the  ticker  sym 
for  a  handy  list  of  a  company's  ratings  hist< 
At  Fitch's,  the  ticker  symbol  will  get  you  a 
rent  rating.  At  s&p's  newly  revamped  site, 
must  search  via  industry  to  find  a  specific  < 
pany.  If  it  recently  had  a  ratings  change,  y» 
can  get  access  to  s&p's  releases  that  expl 
it  took  the  action.  You  can  also  find  de 
credit  reports  for  some  high-profile  com] 
although  such  reports  are  generally  avail; 
only  to  institutional  subscribers.  If  you  d 
what  you're  seeking,  you  may  be  able  to 
specific  credit  reports  from  your  stockb 
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Seeing  Red? 


\ 


In  the  past  few  years  alone, 
American  companies  have  experienced 
a  more  than  300%  increase  in  the 
number  of  class  actions  filed  against 
them.  That's  why  it's  good  to  know 
that  the  American  Arbitration 
Association  has  more  experience 
resolving  mass  claims  than  anyone  in 
the  field  and  can  handle  thousands  of 
cases  per  day. 

Our  online  capabilities  allow  for 
uniform  centralized  case  administration, 
electronic  filing  and  the  availability  of 
case  status  reports.  And  our  tailored 
response  to  the  parties'  needs  provides 
a  fast,  cost-effective  and  fair  settlement 
process.  So  whether  you  need  us  to 
handle  the  entire  process  or  just  the 
administration  of  the  settlement,  the 
AAA  has  the  expertise  and  technical 
capabilities  to  assist  you. 

For  more  information  on  working 
with  the  neuual  organization  that 
knows  how  to  take  the  mass  claims 
bull  by  the  horns,  call  1-800-311-3799 
or  visit  us  at  www.adr.org. 


American  Arbitration  Association 


, 


Dispute  Resolution  Services  Worldwide 
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Real  Estate 


Housing:  A  Shelter 
For  Your  Savings? 

Your  own  home,  sure.  Beyond  that,  it's  a  tough  call 


* 


BY  GEOFFREY 
SMITH 


If  you're  investing 
in  rental  property, 
make  sure  your 
annual  rental 
income  equals 
10%  of  the 
property's 
market  value 


For  the  past  three  years,  the  stock  mar- 
ket has  been  a  lousy  investment,  while 
residential  real  estate,  in  most  parts  of 
the  country,  has  been  sizzling.  With 
mortgage  rates  at  50-year  lows  and  the 
median  price  of  U.  S.  houses  up  23%,  to 
$163,600,  since  the  beginning  of  2000,  many 
are  wondering:  Should  I  trade  up  to  a  larg- 
er house  or  invest  in  other  residential  prop- 
erties? And  how  much  of  my  portfolio  should 
be  in  real  estate? 

That's  not  an  easy  call.  Economists  are 
debating  whether  we  are  in  a  real  estate 
bubble,  and  financial  planners  are  advising 
clients  not  to  make  large  shifts  into  real  es- 
tate now.  "It  would  be  a  classic  case  of  herd 
following,"  says  Curt  Weil,  a  financial  planner 
at  Weil  Capital  Management  in  Palo  Alto, 
Calif.  Already,  prices  in  some  places,  includ- 
ing Silicon  Valley,  are  turning  south. 

Even  so,  real  estate  can  be  an  attractive 
investment — in  moderation  and  integrated  with- 
in a  portfolio  that  also  includes  stocks  and  bonds. 
Including  the  value  of  your  primary  residence, 
you  should  have  from  25%  to  40%  of  your  assets 
in  real  estate,  says  Dean  Cherpitel,  a  financial 
planner  in  Overland  Park,  Kan. 

That  said,  it's  hard  to  fine-tune  a  real  estate 
asset  allocation  the  way  you  do  stocks  or  bonds. 
A  home,  even  in  a  hot  market,  is  relatively  illiq- 
uid— and  transaction  costs  are  high.  So  the  first 
question  is:  Could  you  live  in  the  house  you  buy 
if  you  can't  flip  it  as  fast  as  you  would  like? 

In  the  long  run,  are  you  better  off  investing 
$100,000  in  stocks  or  in  real  estate?  The  easy  an- 
swer is  real  estate,  if  it's  your  primary  resi- 
dence. There's  a  strong  case  to  be  made  for 
owning  the  biggest  primary  residence  you  can  af- 
ford. With  $100,000,  you  can  place  a  20%  down- 
payment  on  a  $500,000  house.  If  you  can  afford 
the  mortgage  payments,  insurance,  and  taxes, 
and  if  real  estate  prices  go  up  4%  a  year  over 
the  next  10  years  while  stock  prices  go  up  10%, 
you're  far  better  off  with  the  house,  says  Gerald 
Weiss,  a  financial  planner  in  Dublin,  Calif.  At 
the  end  of  10  years,  the  house  is  worth  about 
$400,000  after  the  mortgage  is  paid  off,  while 
the  stocks  are  worth  about  $260,000.  If  you  sell 
the  house  at  the  end  of  the  period,  the  profits  are 
sheltered  from  taxes,  but  the  stocks  are  subject 
to  capital  gains  taxes. 

If  you're  acquiring  rental  properties,  you're 
essentially  going  into  business.  Are  you  willing  to 


\i^V 


I 


V 


be  a  landlord,  or  pay  someone  else  to 
you  be  able  to  collect  enough  rent  to  cov< 
mortgage,  taxes,  insurance,  and  mainter 
Figure  wrong  on  that  count,  and  the  u 
ment — even  if  it  appreciates  in  value — cou 
come  a  drain  as  you  have  to  dip  into  otheri 
to  cover  the  property  expenses. 

To  avoid  that,  Weiss  says  when  you  inv 
rental  property  you  should  aim  for  annual 
income  to  be  about  10%  of  its  market 
That's  hard  to  do  in  hot  markets.  One  <| 
tion:  prime  second-home  properties  in 
strong  appreciation  potential. 

Still,  rental  properties  can  be  a  valuabl 
term  asset.  Weiss  recently  helped  one  cl 
his  30s  develop  an  early-retirement  plan 
partly  on  rental  income.  The  father  of 
at  a  high-tech  company  with  no  pensio: 
Weiss  figures  income  from  his  rental  pro] 
single-family  home  that  generates  $1,800  a 
and  has  a  $200,000  mortgage,  will  pay  o 
mortgage  by  the  time  he  is  58,  leaving 
steady  income  stream  for  retirement.  "I 
income  goes  up  with  inflation  and  is  u 
steady  compared  to  volatile  stock  investm 
says  Weiss. 

Real  estate  economics  may  look  attr 
compared  with  stock  market  economics, 
couple  of  interest  rate  hikes  could  sour  th 
estate  market  in  a  hurry,  too.  Rememtn 
investment  lesson  learned  painfully  over  th 
few  years:  Stay  diversified. 
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Wines 


Don't  Cry  for  These  Argentine  Wines 


i  m 


An  Argentine 
Sampler 

Catena  Alta  Malbec 

(1999)  $50 
Lush,  with  aromas  of 
blackberry  and 
espresso  beans 

Vina  Cobos 
Argentina  Malbec 

(1999)  $50 
Vivid  blackberry  and 
raspberry  flavors,  with 
hint  of  spice 

Luca  Chardonnay  Altos 
de  Mendoza  $32 
Rich,  deeply  colored; 
mango,  citrus  peel, 
hazelnut  aromas 

Valentin  Bianchi 
Cabernet  Sauvignon 

(1999)  $14 
Winey,  like  a  cab 
should  be.  with 
black  currant 

Bodegas  Escorihuela 
Viognier  Don  Miguel 
Gascon  (2000)  $10 
Delicious  peach  and 
melon  flavors 

Terrazas  de  Los  Andes 
1999  Mendoza  Malbec 

$10 

Lighter-style  malbec 
with  bright  cherry 
and  spice  flavors 

Data:  Wine  Spectator-, 
BusinessWeek 


BY  JOSHUA  GOODMAN 

Even  by  the  flamboyant  standards  of  modern 
\vinemaking,  few  know  how  to  grab  the  pub- 
lic's attention  better  than  Argentina's  Nicolas 
Catena.  His  flashy  new  winery  in  the  shadow 
of  the  highest  peak  in  the  Americas,  22,851- 
foot  Aconcagua,  is  a  futuristic  version  of  a  Mayan 
temple.  Never  mind  that  the  Mayans  were 
hooked  on  cacao,  or  that  their  empire  never 
stretched  beyond  Central  America.  Convention 
doesn't  matter  much  to  Catena,  the  high-profile 
guru  of  a  growing  pack  of  innovative  vintners 
transforming  Argentina's  Mendoza  wine  region 
into  the  Southern  Hemisphere's  equivalent  of 
Napa  Valley.  "Building  a  French  chateau  or  Ital- 
ian palazzo-styled  winery  never  entered  my 
mind,"  says  the  63-year-old  Catena.  "We're  part 
of  the  New  World,  so  it's  only  fitting  we  honor 
our  own  heritage." 

But  for  all  the  glitz,  Catena  knows  the  proof  is 
in  the  bottle.  And  his  competi- 
tors know  it,  too.  Spurred  in  part 
by  Mendoza's  blessed  climate  and 
land  costing  a  fortieth  of  compa- 
rable Napa  Valley  lots,  winemak- 
ing  giants  such  as  California's 
Kendall-Jackson,  France's  Roths- 
child and  Moet  &  Chandon,  and 
Spain's  Freixenet  have  set  up  op- 
erations here  in  the  past  decade. 
So  have  "flying  winemaker"  con- 
sultants such  as  California's  Paul 
Hobbs  and  France's  Michel  Rol- 
land.  Indeed,  with  most  of  Ar- 
gentina's economy  still  in  a  sham- 
bles from  four  years  of  recession 
and  January's  default  and  deval- 
uation,  the  country's  150-year-old  wine  industry 
stands  out  as  a  rare  bright  spot:  Exports  last 
year  expanded  20%,  to  $149  million — a  record. 

Argentina's  ruby-colored  jewel  is  the  pungent 
malbec  grape — a  variety  originally  grown  in  Bor- 
,  but  one  that  wine  critics  agree  takes  best 
ndoza's  dry,  high-desert  terrain.  Although 
high-quality,  stand-alone  examples  of  this  onetime 
blending  grape  now  abound  in  the  U.  S.  and  Eu- 
rope, chat  it's  known  at  all  outside  Argentina  is 
largely  the  work  of  Catena.  During  his  tenure  as 
a  visiting  ec  mornics  professor  at  the  University 
of  California  at  Berkeley  in  the  early  1980s, 


VINTNER  CATENA:  His  wines 
have  won  ivorld-class  status 


Catena  and  his  family  toured   NEW  W<| 
Napa    and    Sonoma    wineries,   STYLE: 
which  were  then  first  challenging  Catena  | 
French  dominance  of  the  quality  winery  - 

wine  trade.  

Returning  to  Argentina  in  1983,  Cat 
out  to  repeat  the  Napa  revolution  at  I 
yard  planted  by  his  Italian-immigrant 
ther  in  1902.  Leaving  academics  behind,  hi 
saw  the  transformation  of  the  family  b 
from  Argentina's  once-largest  producer 
wine  to  a  world-class  vintner  relying  oi 
puter  controls,  international  consultant 
stainless-steel  tanks.  In  a  recent  blind  ta» 
in  London,  critics  judged  his  $80  1997  r 
Catena  Zapata  line  on  a  par  with  top-( 
wines  retailing  for  three  times  their  value 
tasting  Catena's  $50  Alta  line,  Robert  I 
the  hallowed  voice  of  authority  in  the 
world,  wrote:  "These  wines  from  Nicolas  < 
and  his  daughter  represe: 
finest  in  winemaking  art 
South  America." 

Although  Argentine  win] 
increasingly  available  in 
stores,  they're  harder  to  fini 
wine  from  Chile,  which  exj 
full  twTo-thirds  of  its  outp 
as  the  world's  fifth-larges 
producer,  Argentina  has  t 
tential  for  its  denser,  fruity 
to  match  the  global  reputai 
its  beef  and  soccer  player 
day,  24  Argentine  wines  re 
and  above  on  the  influenti 
point  Wine  Spectator  scale. 
The  push  toward  quality 
trickling  dowTi  to  midpriced  wines.  At  aroui 
a  bottle,  the  Reserva  line  of  cabernet,  ij 
and  chardonnay  made  by  Chandon-ownei 
razas  de  los  Andes  offers  some  of  the  best 
on  the  market.  It  also  carries  the  cachet  of  < 
from  some  of  the  highest-elevation  viney 
the  world,  3,500  feet  above  sea  level.  "The 
part  about  premium  Argentine  wines  is  tl 
ways  sell  out  too  fast,"  says  Alfredo  Ba) 
maus,  owner  of  Springfield  (Va.)  wine  im 
Billington  Imports  (wrw-w\bilhngtonwines.c( 
that's  a  problem,  Argentine  winemakers 
mind  being  associated  with  it. 
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to  force  the  competition 

to  play  follow  the  leader. 


the  stakes  are  high,  every  ounce  of  inefficiency  drains  your  bottom  ^ 

Imerson  Process  Management'  delivers  the  proven  automation  H|v>|[rDCnK 

)logy  that  keeps  plants  around  the  world  up  and  flowing.  Ready  to  t  IVI  t  rv  jUIN| 

stead  of  follow?  Visit  us  at  CoToEmerson.com  and  consider  it  solved.  CONSIDER  IT  SOLVED 


Process    Management  imate    Tec  •    Storage    Solutions 

•App  ms    'Professional   To 


BusinessWeek  Lifestyle 


Travel 


Christmas,  Alsatian  Style 

Soak  in  the  holiday  spirit  at  Strasbourg's  Yule  market 


BY  CHRISTINA 
WHITE 


I 


laments 


f  you  get  a  yearning  for  a  concentrated  dose 
of  traditional,  chill-in-the-air  Christmas  spirit, 
head  for  France's  Alsace  region  in  December. 
The  500-year-old  Strasbourg  Christmas  mar- 
ket, open  from  Thanksgiving  to  New  Year's 
Eve,  will  more  than  satisfy  that  longing,  even  if 
you  spend  the  holiday  elsewhere. 

Strasbourg,  located  halfway  between  Paris 
and  Frankfurt — and  easily  reachable  by 
train  from  either  city — is  France's  holiday 
central.  Thanks  to  decades  of  German  rule 
in  the  19th  and  20th  centuries,  Strasbourg 
and  other  towns  along  the  Rhine  River 
have  grafted  the  best  of  the  German 
Christmas  traditions — including  a  love  of 
holiday  decorations — with  French  style. 

Christkindelsmarik,  as  the  market  is 
called  in  the  native  Alsatian  language,  takes 
over  the  city's  historic  district,  an  island  of 
18th  century  wooden  houses  and  19th  cen- 
tury grand  stone  buildings,  encircled  by  the 
111  River.  The  stalls,  manned  by  local  arti- 
sans selling  their  crafts  and  by  vendors  who 
have  brought  their  goods  from  all  over 
France,  are  located  in  Place  Broglie  and  Place 
de  la  Cathedrale.  But  the  whole  pedestrian  town 
center  is  steeped  in  winter  cheer,  with  white 
lights  strung  above  the  cobblestone  streets. 

As  with  flea  markets  elsewhere,  Strasbourg's 
has  its  share  of  stalls  brimming  with  plastic  toys 
and  made-in-China  ornaments.  But  you'll  find 
plenty  of  tradition  and  authenticity.  As  you 


WINTER  CHEER:  saunter  tl 
The  historical  Place  B 
district  nibble  on 

bredeie; 
are  spice  cookies  cut  like 
and  moons,  a  German  inv 
enhanced  in  Alsace  throu; 
talent  of  French  bakers. 

Under  the  shadow  of  th 
century  Notre  Dame  Catl 
hunt  through  the  huts  lir 
like  alpine  cabins  and  dec 
with  pine  garlands.  The? 
treasures  to  take  home,  s 
santons,  little  Provencal  ! 
of  bakers  and  farmers  tl 
into  a  French  creche.  Wh 
brisk  air  makes  you  ft 
though  your  blood  has  si 
flowing,  grip  a  steaming 
spiced  wine  between  your 
hands  and  slip  into  the  ' 
cathedral,  built  of  red  san 
from  the  neighboring  ~\ 
mountains,  for  a  free  organ  concert. 

If  the  dense  market  crowd  gets  to  ) 
much,  explore  the  rest  of  the  old  town, 
down  Rue  Orfevres,  off  Place  de  la  Cathc 
Lined  with  18th  century  timber  building 
the  most  charming  street  on  the  center 
and  a  contrast  to  the  modern  European  ! 
ment  buildings  on  the  outskirts  of  town.  Ii 
years,  massive  Baccarat  crystal  lanterns,  rr 
the  nearby  town  of  Baccarat,  swing  from  I 
strung  above  the  green-  and  blue-lit  ped< 
street.  Look  out  for  paintings  of  rabbits  h 
hunters:  Saturnalian  images  of  le  monde 
vers,  or  the  upside-down  world,  decora- 
walls  of  some  of  the  oldest  buildings. 

You  can  also  hop  on  a  boat  when  your  ft 
tired.  Starting  at  the  Palais  Rohan, 
Napoleon  dumped  Josephine,  long  glass- 
bateaux  mouches,  or  river  barges,  follow 
route  through  the  111  canals.  A  charming  •v 
take  a  tour  of  the  city,  the  trip  will  tzk 
through  the  touristy  Petite  France,  wi 
steep-roofed  Alsatian  buildings,  past  tht 
versity  of  Strasbourg,  to  the  bureaucratic-! 
European  Union  buildings.  The  commentar 
French,  English,  and  German. 

No  visit  to  Alsace  is  complete  without 
pling  local  gastronomic  offerings,  ideal  fo 
December  nights.  S'Burjerstuewel,  com 
known  as  Chez  Yvonne  after  the  retired  c 
the  winstub,  or  wine  bar,  where  Pre: 
Jacques  Chirac  and  then-German  Prime  M. 
Helmut  Kohl  toasted  a  fruitful  Franco-G 
relationship  over  dinner.  Chez  Yvonne  disl 
the  best  choucroute  garnie,  heaps  of  sauei 
blanketed  by  cuts  of  pork  and  potatoes.  Or 
something  more  exotic  like  roasted  pig's 
washed  down  with  a  bottle  of  Riesling 
restaurant  is  adorned  to  the  hilt  with  decoi 
from  the  Christmas  market.  Your  suitcase  J 
stuffed  full  of  them,  too,  so  you  can  b) 
Joyeux  Noel  back  with  you. 
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OUR  MBA  GRADUATES 
MAKE  ALL  KINDS  OF  MONEY. 


THUNDERBIRD     ^itn  aThunderbird  MBA  in  International  Management,  your  ambitions  could  lead 

Pfl  ^9#%     you  to  almost  any  corner  of  the  world.  The  program  is  based  on  a  philosophy  we 

INTERNATIONAL 

MANAGEMENT     call  Borderless  Business  Thinking.  It's  designed  to  give  you  a  competitive  advantage  in 

today's  global  economy.  And  as  the  #1  school  of  international  management,1  no  one  is  better  qualified 

to  offer  it.  If  you're  ready  to  see  the  world  for  all  it's  worth,  visit  www.thunderbird.edu.  This  is  where  the 

world  comes  to  learn  business  and  business  comes  to  learn  the  world. 


http://www.usnews.com/usnews/edu/grad/rankings/mba/brief/mbasp5.brief.php 


THUNDERBIRD 

TMI    AMIHICAN    SHADUATt    SCHOOL 
Or    INTIKNATIONAL    MANAGEMfNT 


The    Benefit 
of 
Fashion. 


QVC  Presents  "FFANY  Shoes  On  Sale" 

Beautiful  Shoes  at  Half  Price,  Benefiting  Breast  Cancer  Research 

Over  100,000  pairs  of  designer  and  brand-name  shoes  will  be  sold  at  half  price,  with  net  proceeds 

benefiting  The  Fashion  Footwear  Charitable  Foundation,  which  supports  breast  cancer  research  and 

education  programs.  Tune  in  live  from  New  York's  Chelsea  Piers  and  just  imagine  what  you'll  save. 


nesday,  October  16,  7-10pm  ET  on 


SPECIAL  BENEFACTOR:  NINE  WEST  GROUP  -  BANDOLINO.  CALICO.  EASY  SPIRIT,  ENZO  ANGIOLINI.  NINE  ft  COMPANY,  NINE  WEST  | 
AND  OTHER  MEMBERS  OF  THE  FASHION  FOOTWEAR  ASSOCIATION  OF  NEW  YORK  (FFANY)  THAT  SUPPORT  THIS  YEARS  BENEFIT  INCLUDE:  AEROSOLES  /  AK  ANNE  KLEIN  /  AMERICAN  EAGLE  /  ANDRE  ASSOUS  / « I 
ANNE  KLEIN  /  AQUATALIA  BY  MARVIN  K.  /  ARCHE  /  BALDO  ft  TOZZI  /  BIRKENSTOCK  /  BORN  /  BOSTONIAN  /  BRUNO  MAGLI  /  CAPARROS  CORP.  /  CARESSA  /  CAT  FOOTWEAR  /  CHARLES  JOURDAN  /  CHINESE  LAUNDll 
COACH  FOOTWEAR  /  COBBIE  CUDDLERS  /  COLE'HAAN  /  DANELLE  /  DEER  STAGS  /  DOCKERS  FOOTWEAR  FOR  WOMEN  /  DONALD  J  PLINER  /  EASY  STREET  /  ELLEN  TRACY  /  FRANCO  SARTO  /  FRYE  /  G.H.  BASS  /  Hul 
ISAAC  MIZRAHI  /  KEDS  CORPORATION  /  LIFE  STRIDE  /  LIZ  CLAIBORNE  SHOES  /  MADELINE  STUART  /  MARKON  /  MARTINEZ  VALERO  /  MAXX  NEW  YORK  /  MEE  TOO  /  MIA  /  MODELS  PREFER  /  MOOTSIEI 
NATURALIZER  /  NEW  YORK  TRANSIT  /  NICOLE  /  NINA  /  NM70  /  PAZZO  /  PRIMA  ROYALE  /  REED  EVINS  /  REPORT  /  RIEKER  /  RJ  COLT  /  ROCKET  DOG  /  ROCKPORT  /  RYKA  /  SAM  ft  LIBBY  /  SEBAGO IM 
SOFT  SPOTS  /  SPERRY  TOP-SIDER  /  STEVE  MADDEN  /  STRIDE  RITE  /  SUDINI  /  TIMBERLAND  /  TOESIES  BY  CARIDAWN  /  TOMMY  HILFIGER  FOOTWEAR  /  UNLISTED  /  VIA  SPIGA  /  WHITE  MT.  /  YALEET  INC.  -  NAIff 

Watch  The  QVC  Morning  Show,  weekdays  7-9am  ET,  throughout  October  for  the  featured  Shoe  of  the  Day. 


Q&A 


iday  s  Dads:  Same  Old 
renting  Trap 

w  book  dissects  the  work-fatherhood  conflict 

Despite  feminism,  two-income  households, 
and  divorce,  men  cling  to  old-fashioned  no- 
tions about  home,  parenting,  and  the  role  of 
work  in  their  lives.  So  argues  Nicholas 
Townsend,  an  assistant  professor  of  an- 
thropology at  Brown  University,  in  The  Package 
Deal  (Temple  University  Press,  $19.95).  He  stud- 
ied 39  San  Francisco-area  men  who  graduated 
from  high  school  in  the  early  1970s,  finding  tfwm 
to  be  "not  untypical"  of  their  generation. 

He  finds  men  troubled  by  contradictions.  They 
want  to  be  close  to  their  children,  but 
with  long  commutes  and  demanding 
employers,  they  are  sfwrt  on  time.  They 
want  to  make  sure  enough  money 
comes  in  but  discourage  their  wives 
from  working  full-time.  The  major  ele- 
ments of  the  package  deal  men  seek  in 
life  are  fatherhood,  marriage,  employ- 
ment, and  homeownership — goals  that 
often  conflict. 

A  Briton  with  a  PhD  from  the  Uni- 
versity of  California  at  Berkeley, 
Townsend,  at  50,  is  slightly  older  than 
the  men  he  studied.  He  spoke  with 
Chicago  Bureau  Chief  Joseph  Weber. 

The  real  closeness  that  they  missed  with 
r  father  [is  something]  they're  not  having  with 

C  U  M  U  r  6  n     }  — Nicholas  Townsend  /Author,  The  Package  Deal 


What  is  the  main  point  of  your  book? 

Virtually  every  man  I  spoke  to  said:  "I  want 
to  be  closer  to  my  children  than  my  father  was 
to  me."  At  the  same  time,  they  judged  them- 
selves ...  on  their  ability  to  provide  for  their  fam- 
ilies. So  they  threw  themselves  into  work.  And 
to  buy  a  house,  they  moved  farther  and  farther 
away.  The  commute  became  longer  and 
longer — To  be  good  fathers,  they  spent  longer 
and  longer  away  from  their  children.  The  ques- 
tion is:  So  how  do  you  make  sense  of  this? 

What  is  the  answer  to  that? 

They  say:  "Well,  I  show  my  children  how 
much  I  love  them  by  working  for  them  and  pro- 
viding them  with  things,  but  also  with  opportu- 
nities, opportunities  I  didn't  have."  Then  they 


say:  "It's  really  important  that  the  children  have 
a  parent  at  home,  and  I  work  so  my  wife  can  be 
home."  And  even  if  their  wife  was  working,  they 
would  present  it  as:  "Well,  she  works  for  the 
extras.  She  only  works  part-time.  But  one  of 
the  things  I  do  by  working  is  [make  it  possible 
for]  my  wife  to  be  close  to  my  children."  Which 
is  not  quite  the  same  thing  as  being  close  to 
them  yourself. 

Why  are  the  findings  important? 

The  behavior  of  men  is  changing  less  than 
one  would  expect.  There  is  more  going  on  than 
men  refusing  to  be  close  or  being  unable  to  be 
close.  Men  are  trying  to  do  the  right  thing,  and 
that  works  against  being  close. 

How  can  such  surprisingly  traditional  attitudes 
endure? 

They  are  very  deep  in  our  psyches.  I  cite  var- 
ious studies  [of  college  students]  —  Their  atti- 
tudes toward  men  who  reduce  their  hours  so 
they  can  be  with  their  children  are  that  these 
men  aren't  as  competent  as  men  who  work  full- 


•ssWeek  online 


more  complete 
of  this  Q&A,  goto 
<sinessweek.com. 


time.  There's  a  real  feeling  that  if ,  as  a  father,  you 
reduce  the  amount  of  time  you  work,  it's  because 
you're  not  quite  up  to  being  a  full-time  worker. 

What  do  you  mean  when  you  say  the  "revolution 
in  family  life"  has  stalled? 

We've  got  equality  for  women,  or  we're  mov- 
ing in  that  direction There's  a  sense  that  the 

division  of  labor  in  families  should  be  equal.  But 
when  you  look  at  what  actually  is  happening, 
you  see  that  much  less  has  changed  than  you 
might  have  expected. 

Are  men  emotionally  unfulfilled? 

There  is  a  frustration  that  the  real  closeness 
they  missed  with  their  father  [is  something] 
they're  not  having  with  their  children.  Some  of  it 
is  very  sad.  ■ 
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HISTORY  SUGGESTS 


MARKETS  RECOVER. 

WE'D  LIKE  TO  SUGGEST  SOME  WAYS  YOU  CAN  BE  READ 


zjy> 


There's  never  been  a  better  time  for  Charles  SchwabT 


The   uncertainty    in    the 

investment    world    these 

days  is  a  bit  unnerving 

for  all  of  us.  (After  all, 

we're  investors,  too.)  But 

at      Schwab,      we      still 

believe     firmly     in     the 

fundamentals      of     the 

free     market     and     the 

opportunities  it  continues 
CHARLES  SCHWAB 
chairman  and  CO-CEO        to  offer  investors. 


<ynn 


SINCE  1926,  THE  S&P 

ANNUAL  RETURN  HAS  AVERAGED 

OVER  10  PERCENT* 


:- 

Over     the     years,     the     stock     market     h 

had    many    ups   and   downs.    Through    it   ; 

it   has   been   resilient.    It   has   survived   wai 

natural  disasters  and  economic  hard  times  - 

and     continued     to     prosper     over     tim 

And    over    time    we    believe    today's    mark  *: 

will  recover. 


'Average  annual  return  since  1926  is  10.7  percent  bteed  on  the  S&P  500  Index,  which  is  a  capitalization-weighted  index  of  widely  tr 
Equity  investing  involves  risk.  O2002  Charles  Schwlb  &  Co..  Inc.  All  rights  reserved.  Member  SIPC/NYSE  (0802-9645).  ADS2397i 


THINK  LONG  TERM 
AND  DIVERSIFY 

•chwab,  we  believe  investing 
he  market  should  involve 
ong-term  plan.  Proper 
rsification  in  bonds,  cash 
tocks  spread  across  different 
jrs  can  help  you  weather 
cet  fluctuations. 

WHAT  CAN 
I  DO  RIGHT  NOW? 

past  few  months  have  been 
ful  tor  all  of  us.  But  there 
lings  you  can  do  —  and  it's 
irtant  not  to  wait  because 
ery  can  happen  quickly, 
first  step  is  to  review  your 
ng  portfolio.  And  that's 
e  a  Schwab  Investment 
ultant  can  help. 


cjQc 


ADVICE  THAT'S 

OBJECTIVE  AND  NOT 

DRIVEN  BY  COMMISSION 

A  Schwab  Investment  Consultant 
can  help  you  analyze  your 
current  holdings  and  refine 
your  strategy.  And  because 
our  consultants  are  not  paid 
sales  commissions,  the  advice 
you  get  is  objective  and  in  your 
best  interest. 

FINDING  POTENTIAL 
OPPORTUNITIES 

Today's  investors  should 
consider  reallocating  certain 
underperforming  assets.  For 
example,  we  believe  some  equity 
sectors  will  lag  the  market  in 
the  next  year.  That  may  mean 
selling  some  stocks  you're  still 


one 


hanging  on  to  in  hopes  of  a 
bounceback,  taking  the  loss 
and  possible  tax  write-offs  and 
then  reallocating  that  money 
into  areas  that  look  to  offer 
greater  potential  for  returns. 

WANT  TO  GET 
YOUR  PORTFOLIO 
BACK  ON  TRACK? 

You  can  get  started  today. 
For  an  objective  look  at  your 
portfolio,  we  have  a  simple 
suggestion  —  just  give  us  a  call. 


NOW  IS  NOT  THE 

TIME  TO  IGNORE 

YOUR  PORTFOLIO. 


SCHEDULE  AN  INITIAL  CONSULTATION  AND 
GET  A  SECOND  OPINION  FROM  SCHWAB. 

CALL  1-800-216-5420. 


THE  PRINCIPLES  OF  SCHWAB 


RINCIPLE  OF  THE  INDIVIDUAL  INVESTOR     •    THE  PRINCIPLE  OF  FACTS,  NOT  HYPE    •    THE  PRINCIPLE  OF  ADVICE  NOT  DRIVEN  BY  COMMISSION 


-ooc 


charles  schwab 


:aii 


1-800-216-5420  Click  schwab.com  Visit 


395  locations  nationwide 


jnmanaged,  do  not  incur  costs  and  expenses  and  cannot  be  invested  in  directly.  Past  performance  is  no  guarantee  of  future  results. 
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The  Barker  Portfolio 


IS  DOLE  WORTH 

A  FIERCE  FOOD  FIGHT? 

On  the  evening  of  Sunday,  Sept.  22,  Dole 
Food  revealed  that  someone  had  proposed 
to  take  over  the  world's  No.  1  producer  of 
fresh  fruit  and  vegetables.  That  someone,  Dole 
said,  was  its  very  own  chief  executive,  David 
Murdock.  A  79-year-old  billionaire  who  made  his 
fortune  in  California  real  estate,  Murdock  al- 
ready owns  24%  of  Dole's  common  stock 
Now,  he  was  proposing  to  pay  $29.50 
apiece  for  the  remaining  shares,  which 
closed  the  prior  week  on  the  New 
York  Stock  Exchange  at  $24.49 
Events  since  have  traced  a 
familiar  pattern.  The  next 
morning,  Dole's  stock  leaped  I 
20%  (chart).  A  day  later,  a  I 
bunch  of  shareholders  filed  law- 
suits, claiming  that  Murdock, 
who  has  controlled  Dole  since 
1985,  had  made  a  low- 


BY  ROBERT  BARKER 

rb@businessweek.com 

GEO  David  Murdock 
wants  to  buy  Dole, 
and  investors  are 
suing  in  response. 
But  maybe  this  is 
one  offer  they 
should  gobble  up 
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Ripe  for  Picking? 


SEPT.  22 
$29.50  BUYOUT  BID 


/\ 


DOLE  FOOD  WEEKLY 
CLOSING  PRICE 


SEPT.  27.  '02 


DEC.  28,  '01 
▲  DOLLARS 
Data:  Standard  &  Poor's  ComStock 


COMPANY/ 

TICKER  SYMBOL 


CHIQUITA 
BRANDS  INTL. 

CQB 


All  Income-statement  data  are  for  the  past  four  quarters,  in  millions 
*  Closing  price.  Sept.  30 
**  Stock  market  value  plus  net  debt 
***  Earnings  before  interest,  taxes,  depreciation,  and  amortization 

Data:  Company  reports,  Standard  &  Poor's  ComStock,  BusinessWeek 


ball  bid  in  order  to 
snatch  away  value 
that  still  hasn't  been 
properly  credited  by 
the  stock  market.  Are 
they  right? 

Not  from  what  I 
can  see.  This  surprises 
me,  if  only  because  on 
their  face,  takeover 
bids  from  insiders  such 
as  Murdock  are  suspi- 
cious. It's  possible,  for 
example,  that  Murdock 
sees  some  hidden  val- 
ue in  Dole's  real  es- 
tate. In  1995,  howev- 
er, Dole  spun  off  most 
of  its  prime  California 
and  Hawaii  acreage. 
Also,  Dole  this  year  took  on  noticeably  more 
debt,  a  move  skeptics  might  attribute  to  an  effort 
to  undermine  Dole's  stock  price  and  make  a  buy- 
out cheaper.  Dole's  general  counsel,  C.  Michael 
Carter,  told  me  "it  would  be  inappropriate  or 
misleading  to  tie"  the  higher  debt,  which  paid  for 
eight  ships,  to  Murdock's  offer.  Yet  common  sense 
says  that  insiders  are  like  the  rest  of  us:  They 
want  to  pay  as  little  as  possible  for  what  they 
buy.  If  Murdock  proposes  to  pay  $29.50  for  Dole, 
it's  a  snap  to  suspect  it  must  be  worth  more. 

Making  that  case,  though,  is  no  cinch.  One 
reason  Murdock's  bid  is  not  lower  may  just  be 
that  insiders  today  stand  in  a  brighter,  harsher 
spotlight.  In  any  case,  look  at  Dole's  financials. 
From  sales  of  bananas,  pineapple,  lettuce, 
spinach,  and  much  other  produce,  plus  packaged 
goods  and  a  struggling  fresh-cut-flower  unit, 
Dole  posted  revenue  of  $4.5  billion  in  its  past 


Going  Bananas 


STOCK  PRICE* 

$15.24 

$29.03 

$25.59 

ENTERPRISE  VALUE" 

$1,129 

$2,236 

$1,614 

SALES 

$2,331 

$4,467 

$1,958 

EBITDA"* 

$154 

$241 

$257 

DEBT-CAPITAL  RATIO 

47% 

62% 

22% 

ENTERPRISE  VALUE- 
EBITDA  RATIO 

7.4 

9.4 

5.7 

four  quarters.  On  that,  it  saw  earnings  bei 
terest,  taxes,  depreciation,  and  amortj 
(EBITDA)  of  $241  million.  Its  net  debt— tot! 
minus  cash — stood  on  June  30  at  $594  mil| 
62%  of  total  capital.  Add  Dole's  net  debtf 
stock  market  capitalization,  and  you'll  firl 
the  company  now  commands  what  Wall  Stl 
call  "enterprise  value"  of  $2.3  billion  (tab| 

Calculating  enterprise  values  can  be 
when  evaluating  companies  with  differentl 
of  debt.  And  comparing  Dole  in  this  way  \\ 
leading  public-company  rivals — Chiquita  I 
International  and  Fresh  Del  Monte  Produj 
veals  some  startling  differences.  ChiquitaJ 
emerged  from  a  bankruptcy  reorganizal 
March,  has  a  somewhat  wider  operating! 
margin  and  is  less  leveraged.  Its  enterpril 
ue  is  7.3  times  EBITDA.  Fresh  Del  Montel 
more  profitable  and  far  less  leveraged  thar| 
Chiquita  or  Dole,  has  a  current  enterpris 
that's  just  6.3  times  EBITDA. 

As  for  Dole,  I 
dock  ultimatelf 
his    terms — $2![ 
share  in  cash — I 
be  paying  9.4  ti 
EBITDA.  That  lc 
be    in    the    hi 
True,  just  last 
stock  nearly  r4 
$34.   But   at  tj 
traded  at  10.5] 

EBITDA.  It's  nO\ 

Dole's    five    in<| 
dent  directors, 
Richard  Ferry,  ll 
of  the  Korn/Feif 
ternational  exe 
search    firm,    tl 
how  much  morl 
can  get  from  M| 
or,  if  one  were 
up,  another  bid«| 
More  intrigul 
me  is  what  Mu| 
bid    suggests 
Chiquita    and 
Del  Monte.  Having  run  Dole  since  1985,  Ml 
is  a  well-informed  bidder  offering  a  prl 
price.  Were  Chiquita  valued  at  a  similar  ml 
its  shares,  now  near  $15,  would  go  for  $23;l 
Del  Monte's,  now  near  $26,  would  fetch  $| 
Each  of  these  companies  has  other  aspecl 
might  give  investors  pause.  Chiquita's  c[ 
been  on  the  job  only  since  March,  while  Fnl 
Monte  is  run  by  its  66%  owners,  the  Abu-| 
leh  family  of  the  United  Arab  Emirates, 
owners  don't  always  leave  the  minority 
something  wary  investors  keep  in  mine 
said,  if  I  had  stock  in  Dole,  I'd  take  the 
replant  it  in  another  banana  field. 
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Lv,  for  a  limited  time,  you  can  try  Enzyte  and  Save  Up  tO  40%, 


aximize 


effective,  reliable  way  to 
natural  male  enhancement 


ertising:  Lifekey  Healthcare,  Inc.  supports  and  encourages  truth 
and  full  disclosure  of  all  advertising  claims.  We  will  continue  to 
mer  rights  and  demand  the  same  from  all  advertisers. 


■I 


If  you've  ever  wondered  if  natural  male 
enhancement  could  increase  the  pleasure 
of  your  love  life,  you're  not  alone. 

Maximize  the  Pleasure    Take  two  Enzyte  tablets  daily,    ^tf 

and  within  just  three  to  four  weeks,  you  will  begin  to    ^^^^ 
see  results.  For  maximum  effectiveness,  continue  to  take  Enzyte  for 
three  full  months.'  Additional  benefits  of  Enzyte  include  increased 
virility,  energy,  and  stamina. 

Proven  Results  Most  men  on  the  Enzyte  program  report  an 
enhancement  from  12-31%  with  an  average  reported  enhancement 
of  24%.**  Additionally,  Enzyte  has  a  tremendous  reorder  rate  -  82% 
of  all  Enzyte  customers  choose  to  purchase  again. 

Quality  Assurance.  Enzyte  is  100%  safe  and  all  natural,  consisting 
of  the  highest  quality  ingredients.  Each  bottle  of  Enzyte  is  packaged 
to  meet  the  highest  standards  and  is  fully  backed  by  our  Customer 
Satisfaction  Guarantee  (CSG). 

Ask  your  doctor  if  Enzyte  is  right  for  you,  then  visit  us  on 
the  web  at  www.enzyte.com,  or  coll  us  directly,  and  get 
started  today:  1-877-4ENZYTE  (1-877-436-9983). 
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1  Month  Trial  Supply  $    6935 


Ful  3  Month  Enzyte  Program  ( Regularly  $.23935,) 


$14935 


7  Month  Enzyte  Supply  {Regularty  S349S5)f 

TX3  ■■■liji  i'  nju  mi » tin  4mm+mmm*m—at 


$19935 


Certified  Pack  and  Ship  Process  (CPSP"") $     14.95 


Secure  Lock  System'  Assures  Confidentiality 
Sterile  Pack  Insures  No  Package  Tampering 
Sales  Tax  (applicable  to  each  state) 
Expedited  Rush  Shipping:  Product  Guaranteed 
to  Ship  Within  48  Hours  of  Received  Order 


Canadian  orders  add  $10.00 

All  other  international 

orders  add  $15.00 


Total  Enclosed 

(U.S.  Funds  Only) 


Method  of  Payment:       □  MC     □  VISA     □  Am.  Ex.     □  Disc.     □  Money  Order 


Credit  Card  Number 


Exp.  Date 


Signature 


Send  Money  Orders  to:  Lifekey  Healthcare,  Inc.,  Customer  Care-Order  Processing,  Building  Box  42635,  Cincinnati,  OH  45242 


"Individual  results  may  vary.  "Study  results  based  on  customer  response. 

Enzyte  is  not  a  contraceptive  and  will  not  aid  in  the  prevention  of  sexually  transmitted  diseases. 

Lifekey  Healthcare,  Inc.,  Cincinnati,  OH   ©2002,  Lifekey  Healthcare,  Inc.  All  rights  reserved.  BuWk0902 
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AMAZON  TURNS  A  PAGE 


BY  GENE  G.  MARCIAL 

Amazon  could 
pop  up  if  it  meets 
earnings  estimates. 
Casual  Male  sees 
outsize  sales  of 
men's  clothes.  Will 
a  new  narcolepsy 
remedy  attract  a 
buyer  for  Orphan? 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions 
in  the  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 
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RECOVERING 
SLOWLY 


20 


AMAZON.COM 
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f  you're  among  the  ill-starred  investors  who 
bought  Amazon.com  (amzn)  shares  in  1999  at 
more  than  100  (adjusted  for  stock  splits), 
you've  probably  banished  it  from  your  mind  for- 
ever. Amazon  crashed  when  the  Internet  bubble 
burst,  falling  to  5.50  by  late  2001.  The  stock  has 
since  moved  up,  to  20  in  May,  before  easing  to  17 
by  Oct.  2. 

Some  bold  pros  snapped  up  shares  the  week 
after  September  11,  2001 — when  the  stock  hit 
bottom.  One  of  them  was  Bill  Harnisch,  president 
of  investment  managers  Forstmann-Leff  Associ- 
ates, who  had  been  shorting  the  stock  way  be- 
fore September  11.  When 
the  market  reopened  on 
Sept.  17,  he  scooped  up 
Amazon  at  8  a  share.  He 
has  been  buying  more  at 
15  to  17  a  share.  "Amazon 
is  not  only  an  Internet  sur- 
vivor but  is  also  in  control 
of  its  future — and  on  the 
way  to  profitability,"  he 
says.  Harnisch  expects  the 
online  retailer  of  books, 
music,  and  videos  to  be  in  the  black  by  the 
fourth  quarter.  "If  Amazon  meets  First  Call  con- 
sensus earnings  estimates  of  110  a  share  in  the 
fourth  quarter,  the  price  will  pop  to  20  to  25." 
There  are  still  many  skeptics,  he  adds,  but  with 
Amazon's  big  infrastructure  costs  out  of  the  way, 
it's  reaping  the  benefits  from  rising  sales. 
Harnisch  expects  Amazon  to  beat  consensus 
forecasts  of  110  for  the  fourth  quarter  and  50  for 
all  of  2002.  For  2003,  the  consensus  is  220. 
Harnisch  thinks  Amazon  will  beat  that,  too.  But 
the  big  payoff,  he  says,  will  come  in  2005,  when 
he  sees  earnings  leaping  to  750. 

Jeetil  Patel  of  Deutsche  Banc  Alex.  Brown, 
who  rates  the  stock  a  buy,  says  Amazon's  Inter- 
net audience  leaped  from  23  million  a  year  ago  to 
27.3  million  in  August,  a  19%  increase.  And  total 
usage  jumped  from  197  million  minutes  a  year 
ago  to  304  million,  up  70%,  says  Patel.  Heath 
Terry  of  Credit  Suisse  First  Boston,  who  also 
rates  Amazon  a  buy,  says  "incremental  growth 
led  by  lower  prices  and  improved  unit  growth" 
on  a  fixed-cost  base  will  drive  the  stock  higher. 

IF  YOUR  SUIT  IS 
A  56  EXTRA-LONG 

Casual  Male  Retail  Group  (cmrg) — formerly 
called  Designs  Inc. — which  operates  475 
stores  in  the  U.  S.  and  Puerto  Rico,  targets 
big  and  tall  men  who  have  difficulty  finding 
clothes  that  fit  them.  "We  actually  serve  a  kind 
of  a  captive  market  where  we  have  very  little 
competition,"  says  Chairman  Seymour  Holtzman. 
He  expects  Casual's  sales  to  hit  $340  million  in 


JUST  AMB 
ALONG 


APR.l.  '02 
▲  DOLLARS 


the  year  ending  Jan.  28, 
2003,  vs.  last  year's  $195.1 
million.  Holtzman  plans  to 
open  40  stores  in  2003. 
"The  outsize  males  are  not 
fashion  leaders;  they  are 
trend  followers.  So  they're 
happy  with  our  mainstream 
merchandise,"  says  Holtz- 
man. Adds  ceo  David 
Levin:  "We're  in  a  low-cost, 

high-margin  business         M*  Bloomberg  Finan 

where  we  are  the  800-pound  gorilla."  N< 
Street  firm  follows  Casual,  now  at  3.80 
But  John  Reilly  of  cjs  Securities,  in  White 
N.  Y.,  rates  Casual  a  "strong  buy"  and  set 
its  of  36<2  a  share  in  fiscal  2003  and  530 
Some  cjs  staff  own  shares. 

THIS  DRUG  MAY 
WAKE  UP  ORPHAN 
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A  curious  thing  happened  at  Orphan 
(orph)  in  July,  after  the  Food  &  Di 
ministration  approved  its  new  nar 
drug,  Xyrem:  Orphan's  stock  fell  from  11 
to  7  in  August,  where  it  now  trades.  Apa 
the  market's  collapse  in  July,  a  big  holdef 
sell  out  to  meet  margin  calls  on  his  p 
Management's  reaction?  Chairman  John 
bought  31,500  shares  at  6  to  8.17  apie^fj 
Chief  Operating  Officer  William  Hought 
chased  1,500  shares  at  8.30  to  8.65.  Bulk' 
Xyrem  will  be  launched  in  the  fourth  quai 
that  by  2004,  it  will  be  turning  in  profi    0-9 
buzz  is  that  drugmaker  Cephalon,  whose 
proved  product  Provigil  is  for  daytime  n; 
sy,  is  eyeballing  Orphan.  "Xyrem,  a  nil 
drug  for  narcolepsy  patients  who  mosth 
too  from  cataplexy,  would  add  to  Provigi 
ket,"  says  one  money  pro,  who  has  been 
Orphan.  Orphan  declined  to 
comment  on  the  Cephalon 
rumor.  Xyrem  was  specifi- 
cally approved  for  cata- 
plexy, a  condition  charac- 
terized by  sudden  loss  of 
muscle  tone,  similar  to  nar- 
colepsy.   Donald   Ellis   of 
Thomas  Weisel  Partners 
says     Xyrem's     approval 
"marks  the  single  most  im- 
portant step  in  Orphan's 
path  to  profitability."  Xyrem  is  in  final  I*. 
studies  for  a  wider  use  of  the  drug  to  tr< 
cessive  daytime  sleepiness,"  which  would 
$200  million  market  in  addition  to  cat; 
$200  million.  Orphan  expects  to  file  a  nt 
application  for  such  use  in  2003. 
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Read  Gene  Marcial's  Inside  Wall  Street  Online  columrl 
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Get  Your  MBA 
jgh  Distance  Learning 


British  University  Accredited 
Royal  Charter 

f  the  World's  Largest  Distance 
ng  MBA  Programs 
«ssary  Study  Materials  Provided 
,  To  On-Line  Facilities 
ft  From  Local  Resource  Centers  and 
•  it  Networking 

■e  financing  &  Payment  Plans  Available 
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HI 


I  University  of 

'  Leicester 


day:  800-874-5844 
t  www.rdi-usa.com 
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ally  Flexible 
A/DBA/PHD 

}  i  by  Distance  Learning.  You  design  your 
Itu  will  not  study  material  you  already 
not  need.  No  exams,  you  learn  through 

r  *r!tiig.  No  Bachelors  or  GMAT  required. 
successful  business  leaders/authors. 
rted.  Rushmore  University,  1-800-443- 
Jmshmore  edu  www.rushmore.edu. 


BOLUTELY  FREE 
iEVALUATION 


lelor's  -  Master's  - 
Ph.D.  Degrees 

on  life  and  work  experience, 
fidential  --  Fast  -  Student 
ar  Loans,  www.arrc.org 

100-951-1203 


ance  Learning 


A,  MA,  Doctoral  Degrees 
;ss,  Psychology  and  Law 

.T4-  .Southern  California  University 
for  Professional  Studies 
'1B40E.  17th  Street,  Santa  Ana.  CA  92705 
jj^1  Since  1978 

*  ^  Education  Loans  Available 

*  [7-2254  WWW.SCUPS.EDU 


ss/Career  Opportunities 


WIGURE  POTENTIAL 

BM  HOME  (part/full  time) 
■-year-old  international, 
■i-billion  dollar  technology 
>any  with  5A1  D&B  rating, 
tails  on  our  internet  based 
irketing  approach,  visit: 

nyautomaticbiz.com/rd4 
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Fine  Wine  Auctions 


MORRELLFINE 
WINE  AUCTIONS 


$8  MILLION  BORDEAUX  AUCTION 

Single  Cellar  -  Private  Collection 
Sept.  20-21st.  4  Seasons  Rest.  NYC 
www.morrellwineauctions.com  or 
call  (212)  307-4200  for  a  catalogue. 


Business  Services 


FORM  YOUR 
CORPORATION 
OR  LLC  TODAY 


INCORPORATING  BUSINESSES  SINCE  1899 

•  Reduce  Taxes 

•  All  50  States 
Convenient,  Reliable,  Affordable 


■  Protect 
Personal 
Assets 


1-888-705-9723 

www.incorporate.com 
The Company  Corporation* 


Need  a  Logo? 


™iy£o£ 


Get  a  Professional 

Custom  Designed 

LOGO  TODAY! 

Visa/MOAmex 

Toil-Free:  1-888-869-5646 


www.  1 800mylogo.com 


Business/Career  Opportunities 


Become  a 


_  Arrange 

equipment  leases  •  Factoring  •  Business 
loans  of  ALL  types  •  No  experience  needed. 

■hussar 

SEE  FOR  YOURSELF! 

Visit  us  at  www.viewTLC.com  where  making 
money  is  as  easy  as  receiving  your  E-mail! 
RECEIVE  A  COLOR  INFO  KIT 
AND  FREE  VIDEO  SEMINAR 
The  Loan  Consultants,  Inc 
since  1983 


CALL 
800-336-3933 
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Business  media  that  works. 

Logo  Design    •     Print  Media    •     Web  Development     •     Printing 

industrialeye.  com 


800.505.4667 


For  more  advertiser  information,  log  onto 
www.businessweek.com/classifieds 

FFor  Ad  Rates  and  Information 
1  Phone:(312)464-0500 

.  Fax:  (312)  464-0512 


Advanced  Education 


Looking  for  a  career  in 
International  Management? 


Not  everyone  has  the  mental  toughness  or  the  cultural 

sensitivity  to  be  a  successful  international  manager. 

Developing  your  leadership  skills  in  a  truly  international  MBA 

programme  can  help  you  achieve  your  career  goals.  Listed  by 

Business  Week  as  the  largest  part-time  MBA  programme  in  the 

world,  the  Henley  Distance  Learning  programme  is  delivered  to 

thousands  of  managers  world-wide.  One  of  only  5  UK  business 

schools  accredited  by  AACSB,  the  Henley  MBA  is  held  in  high 

regard  internationally. 


The  Henley  MBA  -  World  Class 

Our  tailored  international  stream  concentrates  workshop 

activity  into  3  x  one-week  sessions  over  three  years. 

The  programme  is  supported  by  e-learning  and  web-seminars. 


Tel  +44  (0)  1491  418803    Fox:  +44  (0)  1491  418899 
mba@benleymc.ac.uk  www.henleymc.ac.uk/mba 


HENLEY 


Men's  Footwear 


MEN:    BE   TALLER!! 


Tired  of  being 
short?  Try  our 
quality  footwear 
HIDDEN  height- 
increasing  feature 
INSIDE  shoe  No 
OVERSIZED 
HEELS!  Will  make 
wur-riMIIRdeoenctnaonsMe  0VEB1M  STYLES  AVAILABLE 
Extremely  comfortable.  Sizes:  5-12  Widths  B-EEE  In  business 
over  55  years  MONEY-BACK  GUARANTEE.  Call  or  write  lor 
FREE  color  catalog. 

ELEVATORS*   D 

RICHLEE  SHOE  COMPANY,  DEPT  BW20 
P.O.  BOX  3566,  FREDERICK.  MD  21705 


1 -800-290-TALL 


Buy-On-Line 


7000  Unusual  Gifts 


Christmas  gifts  for  tots, 
teens  and  adults  tool  Sports 
&  Recreation  Equipment, 
Science  Kits  &  Experiments, 
Instructional  Videos,  Gym- 
nastics, Hobby  Kits,  Over 
300  Different  Balls  and  much 
morel 


72  Hour  Delivery 
Budget  Prices 


Promotional  Products 


—J*       Deadline? 

— 54         It's  not  too  late! 

rt/s/HMPRINT 

Logo  merchandise  ready  to 
ship  in  just  one  day! 

^tC  1-866-277-RUSH 
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Presentation  Tools 


CREATE  YOUR 
OWN  COMMERCIALS! 


www.moviewow.net 
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Figures  of  the  Week 
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S&P  500 

Oct    Apr.    Oct.  Sept.  26-0ct.  2 


U.S.  MARKETS 


Oct 


Year  to 
2     Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Oct.  2     Week 


1200 


1090 


827.9 


COMMENTARY 

On  Sept.  30,  the  Dow  and  NASDAQ  hit 
52-week  lows  before  rebounding  the 
next  day  on  positive  comments  from 
Verizon  and  Dell,  and  the  hope  that 
the  worst  may  be  over.  But  on  Oct.  2, 
stocks  fell  once  again.  For  the  week, 
the  NASDAQ,  S&P  500,  and  Dow  lost 
2.9%,  1.4%,  and  1.1%,  respectively,  on 
war  worries,  weak  manufacturing  num- 
bers, and  profits  warnings. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  827.9 

Dow  Jones  Industrials  7755.6 

Nasdaq  Composite  1187.3 

S&P  MidCap  400  404.9 

S&P  SmallCap  600  187.6 

Wilshire  5000  7859.7 

SECTORS 

BusinessWeek  50*  528.7 
BusinessWeek  Info  Tech  1 00**     244.3 

S&P/BARRA  Growth  429.7 

S&P/BARRA  Value  395.3 

S&P  Energy  176.5 

S&P  Financials  279.2 

S&P  REIT  90.6 

S&P  Transportation  164.8 

S&P  Utilities  94.3 

GSTI  Internet  61.5 

PSE  Technology  391.4 
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S&P  Euro  Plus  (U.S.  Dollar)  779.9  4.6 

London  (FT-SE 100)  3905.2  5.7 

Paris  (CAC  40)  2940.8  5.6 

Frankfurt  (DAX)  2926.7  -1.2 

Tokyo  (NIKKEI  225)  9049.3  -1.3 

Hong  Kong  (Hang  Seng)  9109.4  -1.0 

Toronto  (TSE  300)  6100.7  -1.0 

Mexico  City  (IPC)  5827.7  0.3 

FUNDAMENTALS Oct.  1  Wtl 

S&P  500  Dividend  Yield                     1.84%  l| 

S&P  500  P/E  Ratio  (Trailing  12  mos.)    30.4  2J 

S&P  500  P/E  Ratio  (Next  1 2  mos.)*         NA  1 

First  Call  Earnings  Surprise*            -2.69%  c 
*First  Call  Corp. 

TECHNICAL  INDICATORS          Oct.  1  Wk.l 

S&P  500  200-day  average             1035.9  104: 

Stocks  above  200-day  average          29.0%  2* 

Options:  Put/call  ratio                      0.80  1.1 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.27  11 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 


GROUPS 


month  % 


Health-Care  Facilities 
Casinos 

Health-Care  Supplies 
Agricultural  Products 
Oil  &  Gas  Exploration 


4.9  Casinos  67.2 

4.1  Homebuilding  46.0 

3.6  Metal  &  Glass  Containers  36.8 

2.4  Air  Freight  &  Couriers  29.1 

1.3  Housewares  &  Specialties  28.0 


IT  Consulting  -46.4 

Multi-Utilities  -32.6 

Tires  &  Rubber  -31.2 

Networking  Equipment  -27.3 

Office  Electronics  -25.8 


Multi-Utilities 
Wireless  Service 
IT  Consulting 
Telecomms.  Equt 
Intgrd.  Telecomir 


Mutual  Funds 


Week  ending  Oct.  1 
■  S&P  500    ■  U.S.  Diversified    BAH  Equity 

4-week  total  return 


%      -4       -3       -2       -1 


Week  ending  Oct.  1 
■  S&P  500  ■  U.S.  Diversified  BAN  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Health  2.0 

Natural  Resources  -0.9 

Mid-cap  Growth  -1.5 

Domestic  Hybrid  -2.1 
Laggards 

Latin  America  -9.4 

Technology  -8.2 

Pacific/Asia  ex-Japan  -8.2 

Europe  -8.1 


52-week  total  return 

Leaders 

Precious  Metals 

Pacific/Asia  ex-Japan 

Diversified  Emerging  Mkts. 

Real  Estate 

Laggards 

Communications 

Technology 

Utilities 

Health 


47.3 

12.9 

11.9 

8.9 

-41.0 
-30.3 
-29.1 
-24.1 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


%     -20      -15     -10      -5       0        5 

Data:  Standard  &  Poor's 


Leaders 

Oppenheimer  Real  Asset  A 
Fidelity  Sel.  Medcl.  Del. 
Live  Oak  Health  Sciences 
Fidelity  Sel.  Multimedia 
Laggards 
Frontier  Equity 
Apex  Mid  Cap  Growth 
Corbin  Small  Cap  Value 
Black  Oak  Emerging  Tech. 


7.7 
6.4 
6.1 
5.8 

-24.1 
-23.8 
-21.5 
-19.1 


Leaders 

First  Eagle  SoGen  Gold 
Tocqueville  Gold 
Matthews  Korea 
ING  Russia  A 
Laggards 

World  GenomicsFund.com 
Black  Oak  Emerging  Tech. 
Rydex  Telecomms.  Inv. 
Firsthand  Communications 


75.4 
65.8 
64.6 
63.2 

-57.3 
-55.8 
-54.7 
-51.9 


Interest  Rates 


KEY  RATES 


Oct.  2    Week  a 


MONEY  MARKET  FUNDS 


1.38%       1.37' 


90-DAY  TREASURY  BILLS 


1.56 


1.64 


2-YEAR  TREASURY  NOTES 


1.71 


1.95 


10-YEAR  TREASURY  NOTES 


3.67 


3.75 


30-YEAR  TREASURY  BONDS        4.72  4.72 

30-YEAR  FIXED  MORTGAGE!       6.00  5.98 


t 


tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exem 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond 


GENERAL  OBLIGATIONS 


3.41% 


TAXABLE  EQUIVALENT 


4.87 


INSURED  REVENUE  BONDS 


3.61 


TAXABLE  EQUIVALENT 


5.16 


■FT 


I  THE  WEEK  AHEAD 


INSTALLMENT  CREDIT  Monday,  Oct.  7, 
3  p.m.  edt>-  Consumers  are  forecast  to 
have  taken  on  an  additional  $9.8  billion 
of  new  debt  in  August.  That's  based  on 
the  median  prediction  of  economists  sur- 
veyed by  mms  International.  In  July,  con- 
sumer debt  rose  by  $10.8  billion.  The 
accumulation  of  nonrevolving  debt 
slowed  in  July,  despite  continued  inter- 
est-free financing  programs  for  vehicles. 
Revolving  debt,  consisting  largely  of 
credit-card  debt,  jumped  by  $6.5  billion, 
the  largest  rise  since  November,  2001. 


EXPORT-IMPORT  PRICES  Thursday,  Oct.  10, 
8:30  a.m.  edtp-  Import  prices  in  Sep- 
tember most  likely  increased  by  0.3%  for 
a  second  straight  month,  while  export 
prices  probably  edged  up  0.2%.  Uncer- 
tainty over  Iraq  is  pushing  up  the  price  of 
crude-oil  imports.  In  July,  petroleum 
prices  climbed  2.1%  from  June.  They 
were  up  5.6%  from  a  year  ago. 

RETAIL  SALES  Friday,  Oct.  11,  8:30  a.m. 
edt ►  Because  of  a  fallback  in  auto  sales, 
total  retail  sales  are  expected  to  have 


dropped  0.2%  in  September,  af 
strong  monthly  gains.  Excluding 
sales  most  likely  grew  by  0.3%, 
creasing  0.4%  in  August. 

PRODUCER  PRICE  INDEX  Friday,  Oct. 
8:30  a.m.  edt>  Producer  prices 
ished  goods  probably  rose  0.2% 
tember  after  holding  steady  in  fi 
Excluding  food  and  energy,  core 
most  likely  increased  0.1%,  aft< 
fall  in  August.  So  far,  oil  prices 
ing  a  minimal  effect  on  overall 
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■\<i  the  week  in  healthy  territory,  in  contrast  to  the  broader  market.  Drugmaker  Forest  Labora- 
:  :e,  rising  11.3%  after  announcing  it  would  handily  beat  profit  estimates.  Tenet  Healthcare  rose 
net  income  had  doubled.  In  addition,  financial  stocks  and  oil  companies  were  strong.  The  lag- 
->3est  Buy  and  Kohl's,  which  fell  on  a  report  of  weakening  U.S.  retail  sales. 


y 


iBergen 
i  Group 


COMPANY  PERFORMANCE 

%  change 


%  change 


Week 


Since 
3/1/02 


Rank     Company 


Week 


Since 
3/1/02 


)hnson 


)res 


amies 

ps 

atories 


etroleum 


8.7 

3.1 

2.4 

-1.3 

-4.8 

-1.9 

2.2 

-1.1 

-12.8 

-0.4 

2.5 

7.0 

-9.6 

-1.4 

-10.3 

1.4 

-1.5 

11.3 

-3.5 

-11.0 

3.6 

-2.0 

0.2 

1.7 

5.4 


-4.3 

-7.4 
-26.8 
-19.9 
-25.0 
-49.1 
-17.4 

-9.0 

-52.9 

4.9 

23.5 

-1.0 
-50.1 
-17.2 
-95.9 

-8.5 
-20.0 

12.2 

-14.9 

-66.9 

7.9 

-3.6 
-17.5 
-17.8 
-30.2 


26  Tenet  Healthcare  7.4  33.9 

27  Household  International  -2.9  -47.0 

28  WellPoint  Health  Networks  4.2  25.9 

29  Washington  Mutual  2.1  -2.8 

30  Duke  Energy  4.5  -45.7 

31  Kohl's  -10.5  -12.0 

32  Bed  Bath  &  Beyond  -7.2  -6.4 

33  Cardinal  Health  -0.7  -4.7 

34  Centex  1.1  -23.8 

35  American  Electric  Power  6.2  -34.5 

36  Golden  West  Financial  0.3  -2.5 

37  Stryker  2.5  -6.9 

38  Harley-Davidson  0.2  -8.7 

39  PepsiCo  2.0  -25.2 

40  Merck  -1.6  -23.4 

41  Apache  2.6  11.  l 

42  Amerada  Hess  4.2  -0.9 

43  KB  Home  2.8  13.7 

44  First  Data  -1.7  -30.7 

45  Tyco  International  -10.3  -53.8 

46  International  Game  Technology    0.7  0.8 

47  Capital  One  Financial  -5.0  -31.8 

48  Electronic  Data  Systems  9.9  -77.4 

49  Nabors  Industries  2.4  -8.7 

50  Xcel  Energy  5.8  -59.6 


uction  Index 


Change  from  last  week  0.2% 
Change  from  last  year:  -0.5% 


OUTPUT     Sept.  21=163.2  1992=100 
ilex  is  a  4-week  moving  average 


dex  managed  a  small  increase  dur- 
Before  calculation  of  the  four-week 
le  index  jumped  to  165.1  from  163.4. 
usted  output  of  both  auto  and  truck 
;  index  higher,  showing  strong  gains 
[ht  week.  Steel  and  lumber  were  also 
»y  components — electric  power  pro- 
refining,  and  coal — declined.  Rail- 
nearly  unchanged. 

f  the  index  components  is  at  www.business- 
lon  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW  50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 
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For  more  investment  data  and  the 
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The  Cyber  Traveler 

Reducing  Costs,  Increasing 
Customer  Satisfaction 
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Special  Advertising  Section 


The  world  of  cyber  travel  is  in 
permanent  revolution.  Cheaper, 
faster,  and  easier  to  use  technologies 
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Adelphia 

Communications 

(ADELQ)  80 
Advanced  Micro  Devices 

(AMD)  60 
Aegon  (AEG)  144 
Aetna  (AET)  122 
A.G.  Edwards  (AGE)  60 
Alenco  Window  102 
Alltel  (AT)  138 
Alvista  (AVA)  57 
Amazon.com  (AMZN)  172 
American  Express  (AXP) 

14 
American  Funds  Group 

80 
Ames  Department  Stores 

101 
AOL  Time  Warner  (AOL) 

52, 60, 80, 140 
Applied  Materials  (AMAT) 

20 

Aquila  (ILA)  156 
Artera  Group  154 


Arthur  Andersen  45, 47, 
130 

AT&T  (T)14, 52, 72 
AutoPacific  Group  79 
Avis  Group  (CD)  54 
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BankBoston  (FBF)  59, 
119 
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Investment 
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Bank  Metzler  144 
Bank  of  America  (BAC) 
60 

Bank  One  (ONE)  48, 60, 
156 
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Blackstone  72 
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Blue  Ridge  Paper 
Products  122 
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Boeing  (BA)  72, 148 
Booz  Allen  Hamilton  130 
Boston  Scientific  (BSX) 
56 

Bowery  Savings  Bank  80 
Buhrmann (BUH) 60 
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Cablevision  Systems 
(CVC)  80 

Capital  Research  & 
Management  80 
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(CMRQ172 
CBS  (VIA)  80 
C-Cube  Microsystems  60 
Cendant  (CD)  54 
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72, 102 
CJS  Securities  172 


Clear  Channel 
Communications  (CCU) 
60,80 

CNW  Marketing/Research 
48 

Comcast  (CMCSK)  52, 80 
Comerica  (CMA)  56 
Conseco  (CNC)  60 
Cook  Group  56 
Corporate  Express  (BUH) 
60 

Costco  Wholesale  (COST) 
20 

Credit  Suisse  First  Boston 
(CSR)42, 172 
CUC  International  54 


Daiei  146 
Daikyo  146 

DaimlerChrysler  (DCX) 
48,60 

Days  Inn  Worldwide  (CD) 
54 

Dell  Computer  (DELL)  56 
Deutsche  Banc  Alex. 
Brown  (DB)  172 
Dillard's  (DDS)  60 
Dixie  Toga  59, 119 
Dole  Food  (DOL)  170 
DRI-WEFA48 


Economy.com  102 


El  Paso  (EP)  57 

El  Paso  Electric  (EE)  57 

Electronic  Data  Systems 

(EDS)  14 
Enron  (ENRNQ)  26, 34, 

44,45,57,130,132, 

158 

Envisional  140 
Ericsson  (ERICY)  144 
Ernst  &  Young 

International  130 
ESL  Investments  101 
ESPN  126 


FitchRatings  158 

Ford  (F)  48, 79 
Forrester  Research 

(FORR)  140 
Forstmann-Leff 

Associates  172 
Forum  Financial  Group 

102 

FranceTelecom(FTE)144 
Freixenet  1 62 
Fresh  Del  Monte  Produce 

(FDP)  170 
Futron  148 


Galileo  International  (CD) 
54 

General  Electric  (GE)  20, 
72 


General  Motors  ( 

79,122 
General  Reinsur; 

(BRK)  60 
Georgia-Pacific  ( 
Giuliani  Partners! 
GlaxoSmithKline 

108 
Global  Crossing  | 

44 

Globalstar  (GSTR 
Goldman  Sachs 

60,72 
Goodby  Silverstei 

Partners  (OMC) 
Grantham  Mayo 

Otterloo  144 
Guidant  (GDT)  5 

H 


Harmonic  (H 
Harris  Associati 
Hewitt  Associate: 
122 

Hewlett-Packard 
108 

Hilton  Hotels 

Honda  (HMC)  50 

Howard  Johnson 

International  (C! 


IBM  (IBM)  14, 22\ 
IDC  (IDC)  52 


iiillllliii 
l:!tfl!tlh! 


••  • 
... 


I     ♦' 


;  * 


'  4 


|  Systems  (IMCL) 

(fC)60,72 
ler  140 
148 
.6 

Hewitt  (CD)  54 
er  &  Associates 

i  ices  47 
an  Chase  (JPM) 

40 

Jackson  162 
?-  xM)  56. 101 

ry  International 

70 
1,56 


45 

(son  Wood  Walker 

i 

Brothers  (LEH) 
lalytical  Services 

3 

I  Martin  (LMT) 


M 


Madison  Gas  &  Electric 

(MDSN) 102 
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Merrill  Lynch  (MER)  42, 
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Glenfiddich 


The   independent   spirit 


Distilled  by  an  independent  family  company. 

Bottled  as  Glenfiddich,  which  means  "valley 

of  the  deer."  Matured  at  its  own  Highland 

distillery  for  a  full  15  years  —  our  Solera 

Reserve  features  delicious  notes  of  oak,  honey, 

vanilla  spice,  fruit  and  sherry. 
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Editorials 


THERE'S  NO  MAGIC  IN  MERGERS 


It  may  have  been  the  greatest  destruction  of  shareholder 
wealth  in  the  nation's  history.  No,  not  the  Depression.  It 
happened  during  the  boom  between  1995  and  2001.  In  an  ex- 
clusive analysis  (page  60),  BusinessWeek  looked  at  the  gi- 
gantic wave  of  mergers  and  acquisitions  that  occurred  during 
the  late,  great  bull  market  and  discovered  that  the  vast  ma- 
jority of  investors  suffered  dearly  for  the  sin  of  investing  in 
companies  that  had  merger  fever. 

The  only  real  winners  were  shareholders  of  target  compa- 
nies who  sold  their  stock  within  the  first  week  of  the 
takeover.  Most  shareholders  of  the  purchasing  companies 
wound  up  with  a  new  form  of  buyers'  remorse:  Within  a 
year,  their  returns  had  fallen  substantially  below  those  of  their 
industry  peers.  These  are  staggering  conclusions,  which  illu- 
minate major  flaws  in  the  corporate  financial  system  during 
the  1990s.  BusinessWeek's  findings  help  show  why  current  ef- 
forts to  clean  up  corporate  governance  and  financial  conflicts 
of  interest  on  Wall  Street  are  so  critical  to  restoring  trust  in 
the  system. 

What  went  wrong  with  mergers?  The  short  answer  is 
that  companies  wildly  overpaid.  Then  they  failed  to  inte- 
grate operations  and  systems  quickly.  And  they  overesti- 
mated the  gains  of  the  cost-cutting  and  synergies  the  merg- 


ers would  bring.  The  results?  Fully  61%  of  corporate 
destroyed  their  own  shareholders'  wealth.  Companil 
paid  for  mergers  solely  in  stock  had  the  worst  result! 
overpaid  much  more  readily  than  buyers  using  casl 
disappointing  deals  were  distributed  throughout  all  k| 
industries,  but  especially  in  technology. 

The  game  at  the  time,  of  course,  was  growth. 
Wall  Street  investment  bankers  looking  for  fat  fees,  corl 
with  high  price-earnings  ratios  sought  to  buy  compani'| 
lower  p-e's  to  juice  up  their  performance  and  profits, 
quirers  bought  hundreds  of  companies  to  keep  the  mor| 
going  and  to  please  the  Street.  Tyco  International  Ltd. 
more  than  700.  A  merger  seemed  easier  than  organic  j| 
It  wasn't.  Once  the  economy  hit  a  bump,  once  the  mon| 
stalled,  things  fell  apart  quickly. 

The  events  of  the  past  two  years  have  been  a  sha 
experience  for  individual  investors.  They  accepted  the| 
es  in  the  stock  market  when  they  appeared  to  be  the 
bursting  of  a  high-risk  dot-com  and  telecom  bubble  a| 
usual  drop  associated  with  the  business  cycle.  But  no\ 
investors  who  bought  into  merger  mania  feel  like 
That's  one  reason  why  they're  avoiding  the  markej 
one  more  reason  why  the  system  has  to  be  cleaned 


DON'T  FIGHT  POVERTY  WITH  WORN-OUT  TOO 


After  years  of  being  out  of  fashion  in  Washington,  foreign 
aid  is  back  in  vogue.  President  Bush  has  announced 
that  he  is  boosting  U.S.  spending  on  development  assistance 
by  50%.  Treasury  Secretary  Paul  H.  O'Neill  has  spent  weeks 
in  Africa,  passionately  pleading  for  more  help  for  the  world's 
poor.  Conservative  Republicans  are  joining  liberal  Demo- 
crats in  demanding  that  America  do  more  to  stop  the  spread 
of  disease  and  hunger.  The  link  between  terrorism  and  pover- 
ty, however  indirect  it  may  be,  has  united  the  entire  political 
spectrum  in  a  new  effort  to  do  something  for  the  1  billion  or 
so  of  the  earth's  people  who  are  living  on  $1  a  day  or  less. 
This  is  good. 

But  good  intentions  are  not  enough.  For  decades,  the 
U.S.,  Europe,  and  Japan  wasted  tens  of  billions  of  dollars  in 
foreign  aid  that  did  little  to  alleviate  the  plight  of  the  poor. 
Most  of  the  money  was  spent  for  political  purposes  in  the 
Cold  War — to  bolster  regimes  that  battled  communism  or 
to  calm  hot  spo.s  >uch  as  the  Middle  East.  The  geopolitical 
objectives  were  achieved,  but  the  goal  of  ending  poverty 
was  not.  Additional  billions  from  the  World  Bank  and  other 
international  organizations  were  wasted  on  huge,  ill-con- 
ceived "white  elephant"  projects,  such  as  steel  mills  or  pow- 
er projects,  that  were  never  globally  competitive. 

BusinessWeek,  in  a  Special  Report  on  Global  Poverty 
(page  108),  analyzes  a  number  of  new  approaches  that  are  be- 


ing successfully  used  around  the  world.  Many  of  tht 
proaches  combine  market-based  strategies  with  foe 
ployment  of  funds  and  tough  standards  that  ask  for 
able  results. 

In  Bangladesh,  a  microcredit  lending  organization  fil 
small  businesses.  In  Brazil,  families  are  paid  to  keep  thtl 
dren  in  school.  In  China,  peasants  are  getting  title  t<[ 
land.  In  Africa,  private  philanthropy  is  buying  vacciJ 
measles  and  hepatitis.  In  India,  Internet  access  is  helpi| 
lages  get  better  prices  for  their  crops.  All  of  the  prog 
successful  and  capable  of  being  expanded. 

But  they  aren't  sufficient.  Weak,  failed,  and  authorl 
national  governments  continue  to  keep  millions  impovel 
Oil-rich  Nigeria  and  resource-rich  Zaire  have  the  ectj 
means  to  eradicate  poverty  and  disease,  but  neither  c| 
has  the  political  ability  or  will  to  do  so.  Trillions  of 
have  gone  to  autocratic  Middle  Eastern  governments  o^J 
decades  to  pay  for  oil,  without  ending  poverty.  Inj 
countries,  democracy  may  well  be  a  necessary  pre-coij 
for  fighting  hunger  and  disease. 

As  the  U.S.  gears  up  for  another  round  of  foreil 
spending,  it  makes  sense  to  do  it  a  different  way  thiiKl 
There  are  small  new  programs  that  work,  which  should  \ 
panded.  And  there  are  big  old  political  issues  that  m| 
tackled  if  poverty  is,  truly,  to  be  ended. 
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To  prepare  for  limited  launch  this  winter, 
Toyota  road-tested  more  fuel  cell 
prototypes  than  any  other  automaker. 
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Our  hope  is  that  one  day  every  vehicle 
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advanced.  Who  knows?  In  the  future,  the 
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be  the  wind  in  your  face. 
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always  therefor  you. 
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plus  profiles  of  300  schools,  tools,  message  boards,  and  much  more 

GLOBAL  BUSINESS  In-depth  coverage  of  Asia,  Europe,  and  Latin  Am| 

www.businessweek.com/globalbiz/ 

Reporter's  Notebook:  Caught  between  two  nuclear  powers,  Kashmil 

yearns  for  peace.  Can  the  ongoing  elections  replace  hatred  with  hoj| 

CAREERS  Advice  and  tools  for  upper-management  job  seekers 

www.businesswreek.  com/careers/ 

Employment  Trends:  hsbc  economist  Ian  Morris  says  history  show:! 

payroll  numbers  underestimate  employment  growth  during  a  recov 


FOR  PROGRAM  DATES  AND  TIMES  IN  YOUR  AREA  GO  TO  WWW.BUSINESSWEEKTV.Ci 

TUNE  IN  THIS       Mergers:  Big  deals  that   Consumer  mortgage        Cable  vs. 
WEEKEND  FOR:     don't  payoff  debt  satellite 
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Diabetes  Trials 


[  small  pharmaceutical  company  had  outsized  ambitions:  to  grow  quickly  into  a  global  powerhouse.  Morgan  Stanley 
ped  make  it  happen.  First  by  searching  out  the  most  strategic  merger  partner.  Then  brokering  sensitive  negotiations 
:reate  a  cultural  and  management  balance  that  allowed  for  a  merger  of  equals.  The  result?  A  health  care  giant  was 
n.  Such  complex  challenges  are  our  passion.  Such  client  successes  are  our  mission.  What  can  we  do  for  you? 


i 


ices  offered  by  Morgan  Stanley  &  Co.  Incorporated,  member  SIPC.  Employee  names  have  been  changed  to  protect  their  privacy. 
Client  At  A  Time  is  a  service  mark  of  Morgan  Stanley  Dean  Witter  &  Co.  ©  2002  Morgan  Stanley. 


MISMATCHES 


YOU'VE  GOT  MAIL- 
JUST  NOT  AOL  MAIL 

IN  ANOTHER  EMBARRASSING 
blow  to  America  Online,  ma- 
jor divisions  of  parent  com- 
pany AOL  Time  Warner  are 
dumping  AOL  e-mail  and 
switching  to  rival  Micro- 
soft Exchange/Outlook. 
Time  Inc.'s  140  magazine 
titles — including  Time,  Peo- 
ple, Sports  Illustrated,  and 
Entertainment  Weekly — will 
stop  using  AOL  e-mail  in  the 
coming  weeks,  according  to 
an  Oct.  1  memo  to  15,000  em- 
ployees obtained  by  Busi- 
nessWeek. They  join  AOL 
Time  Warner's  Book  Group, 
Warner  Music,  hbo,  and 
Warner  Bros.,  which  also  are 
switching  to  Microsoft  e-mail, 
the  company  confirms. 

That  leaves  only  3  of  10 


AOL  Time  Warner 
units  still  using  AOL 
e-mail:  Time  Warner 
Cable,  Interactive 
Video,  and,  of 
course,  AOL  itself. 
As  it  turns  out, 
AOL  e-mail  proved 
particularly  unsuited  to 
its  own  company.  Fol- 
lowing the  merger  in 
January,  2001,  AOL 
Time  Warner's  82,000 
employees  were  asked 
to  switch  to  a 
customized 
system  using 
AOL  technolo- 
-  gy,  but  it 
wasn't  long  before  the 
complaints  began.  "The 
system  didn't  exactly  work 
out  the  way  we  intended  it 
to,"  admits  company  spokes- 
woman Tricia  Primrose. 
Users  couldn't  send  large  at- 
tachments and  were  often 
kicked  offline  unexpectedly. 
E-mails  were  lost.  Those 
problems  prompted  company 
execs  earlier  this  year  to  an- 
nounce that  divisions  could 
choose  the  system  best  suited 
to  them.  Evidently,  it  ain't 
aol.  Tom  Lowry 


AOL: 

Getting 
booted 


CAR  TALK 

HASTA  LA  VISTA, 
HUMMER 

ARNOLD      SCHWARZENEGGER 

is  a  big  Hummer  fan.  Eleven 
years  ago,  he  persuaded  mili- 
tary contractor  am  General  to 
sell  its  Humvee  to  civilians 
under  the  name  Hummer.  Af- 
ter General  Motors  bought 
the  rights  to  the  Hummer 
in  1999  and  started  selling 
the  hot  H2  this  summer,  the 
company  gave  the  actor,  on 
his  55th  birthday  in 
July,  one  of  the  first 
vehicles  off  the  line. 
So  what  will  Arnold 
be  driving  in  his 
next  film,  Termina- 
tor 3,  next  summer? 
A  Toyota. 

14  BusinessWeek 


In  a  coup  for  Toyota  and  a 
slap  to  GM,  two  of  the  Japa- 
nese carmaker's  vehicles  will 
be  in  the  movie.  Arnold  will 
pursue  android  villain  Termi- 
natrix  in  a  Toyota  Tundra 
pickup — as  she  tears  down 
Rodeo  Drive  in  a  Lexus  sc 
430  convertible.  That  could 
help  Toyota  prove  its  trucks 
are  rugged  yet  cool. 

Don't  blame  Arnold  for 
this.  Warner  Bros,  cut  the 
deal,  and  Toyota  paid  hand- 
somely for  the  placement,  a 
GM  source  says.  Hummer 
balked  at  matching 
the  price,  according 
to  the  source.  Com- 
pany officials  admit 
that  they  couldn't 
produce  H2s  in  time 
for  the  shoot  any- 
way.    David  Welch 


TALK  SHOW  '(Although  the  big  auditing  firms  may  loi { 
a  tail-wagging  puppy  to  be  chairman  of  the  new  account 
standards  board,  the  American  public  wants  and  deser 
a  much-needed  watchdog."  — Warren  Buffett 


LABOR  NOTES 

THE  AFL-CIO'S 
CHINESE  BOX 

RED-FACED  AFL-CIO  OFFICIALS 

are  backpedaling  hard  after 
a  recent  visit  to  China  by 
American  union  leaders.  In 
late  September,  AFL-cio  Ex- 
ecutive Council  member 
Andy  Stern  and  three  other 
union  officials  ac- 
cepted an  invita- 
tion to  meet  with 
China's  labor  or- 
ganization, the 
All-China  Feder- 
ation of  Trade 
Unions  (acftu). 
Chinese  media 
hailed  the  en- 
counter, the  first 
between  top  U.  S.  « 
and  Chinese  labor 
officials  since  Chi-  WORKERS 
na  joined  the 
World  Trade  Organization — 
and,  indeed,  in  20  years. 

Problem  is,  the  AFL-cio, 
like  virtually  every  other  la- 
bor movement,  views  China's 
union  as  little  more  than  an 
organ  of  the  Communist  Par- 
ty. Its  chairman,  Wei  Jianx- 
ing,  is  a  senior  government 
official,  ranking  sixth  in  the 


Politburo.  That  the  m 
could  signal  a  change  ii 
cio  policy  triggered  aj 
cry  from  prominent  lab 
tivist  Han  Dongfang 
lives  in  Hong  Kong  aft 
ing  expelled  from  C 
trying  to  form  a  real 
"What  we  are  really 
cerned  about  is  sendin 
wrong  message  to  Cr 
workers,"  he  says. 

To  count* 
effect,  AFL-C 
ternational  P 
Director  Ba 
Shailor  fired 
letter    to 
Kong's    En. 
language     I 
China    Mot 
Post,  noting 
Stern,  who  1 
one  of  the 
cio's    larj 
unions,  the 
vice   Emplo 
acted  on  his  own:  "The 
did  not  in  any  way  reprn 
a  change  in  afl-cio  poli 
The  ACFTU  is  not  an 
pendent    trade    union 
rather  part  of  Chinese 
ernment   and   party   s 
ture."  Stern  declined 
ment.   Aaron  Bernst 
with  Mark  L.  Cli 


UNITE?  No 


THE  LIST   ONLINE  FINANCE 


Traffic  at  online  trading  sites  has 
declined  as  the  markets  have  stumbled, 
but  some  insurance  and  lending  sites 
are  growing  steadily.  Below,  the  most 
popular  financial  Web  sites: 


■:iw.»s 


WEB  SITE 


BROKERAGE 


FIDELITY  INVESTMENTS 
E*TRADE 


CHANGE  FROM       MINUTES  SP 
JAN.  1  ON 


INSURANCE 


PR0GRESSIVE.COM 
6EIC0.COM 


LOANS 


LENDINGTREE.COM 
C0UNTRYWIDE.COM 


VISITORS 

1.7  million 
1.5  million 


1.1  million  +20% 

1.1  million  +20% 

949,000           +49% 
867,000           +29% 
Data:  Nielsen/NetRatings 
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Introducing 
KPMG  Consulting's  New  Name 

AND 

Era  Of  Empowerment. 


ve  have  done  more  than  just  change 
iur  name.  We  have  chartered  a  new 
eginning.  An  era  of  empowerment. 
XTiich  positions  BearingPoint — formerly 
QPMG  Consulting — ready  to  assume  the 
ead  as  the  world's  most  influential  and 
espected  business  advisor  and  systems 
ntegrator.  But  while  we  have  changed 


our  name  to  BearingPoint,  what  we  have 
not  changed  is  our  mindset — the  desire  to 
get  it  done.  And  get  it  done  right.  Our 
goal  is  to  be  on  everyone's  list.  At  the  top, 
of  course.  We  will  accomplish  that  goal 
the  same  way  we  have  operated  for  over 
100  years.  One  on  one.  With  practical 
know-how.  With  passion.  Delivering  to 


BearingPoint 

*^-J  Formerly  KPMG  Consulting 


Formerly  KPMG  Consulting 
Business  and  Systems  Aligned.  Business  Empowered. 


our  present  and  future  clients  more  than 
just  consulting.  By  helping  our  clients 
align  their  business  and  systems  to  achieve 
their  desired  goals.  Providing  the  right 
information  to  empower  their  business. 
Because  the  right  information  brings 
knowledge.  And  knowledge  is  power. 
Sharing  it  is  empowerment. 


TRATEGY  &  BUSINESS  PROCESS  |  CUSTOMER  RELATIONSHIP   MANAGEMENT  |  SUPPLY  CHAIN   MANAGEMENT  |   ENTERPRISE  SOLUTIONS 
INTEGRATION  SERVICES  |  INFRASTRUCTURE  SOLUTIONS  I  EMERGING  TECHNOLOGIES  |  MANAGED  SERVICES 


©  Copyright  2002,  BearingPoint,  Inc.  All  rights  reserved. 


Up  Front 


CAR  TALK 


MINI  SALES  MATCH  THE  MAXI  HYPE 


WHEN  BMW  ROLLED  OUT  ITS 
updated  version  of  the  classic 
British  Mini  last  July,  Ger- 
man execs  were  a  little  wor- 
ried. Many  Britons  felt  bit- 
ter about  the  Munich-based 
auto  maker.  "There  were  peo- 
ple in  Britain  saying,  'These 
bloody  Germans,  they'll  de- 
stroy our  Mini,' "  recalls  BMW 
sales  and  marketing  chief 
Michael  Ganal. 

Well,  the  bloody  Germans 
saved  the  Mini  instead. 
Across  Europe  and  the  U.S., 
orders  are  pouring  in  faster 
than  BMW  can  churn  out  the 
retro-styled  cars.  BMW  expects 
to  sell  132,000  Minis  world- 
wide this  year,  30%  above  its 
original  target,  after  adding  a 
third  shift  at  the  Oxford  Mini 
factory. 


In  the  U.S.,  BMW  has  al- 
ready racked  up  orders  for 
double  the  20,000,  top-end 
Mini  Cooper  models  (starting 
at  $16,850)  it  had  planned  to 
sell  this  year.  It  whipped  up 
the  hype  by  hauling  Minis  into 
baseball  stadiums  and  kept  it 
up  with  irreverent  ads  pro- 
claiming an  "suv  backlash." 

But  for  bmw,  profits  on  a 
Mini  are  a  fraction  of  those 
on  its  $68,500-plus  7  Series 
sedans.  The  answer:  Tempt 
customers  with  a  number  of 
options,  such  as  a  $400  roof 
flag  and  $150  leather-bound 
steering  wheel,  that  have 
added  20%,  on  average,  to 
the  Mini's  sticker  price.  See, 
those  German  execs  had  no 
reason  to  worry  after  all. 

Christine  Tierney 


STRESSFUL  TIMES 

EASE  TENSION, 
PUNK  THE  BOSS 

PITY   THE    POOR    PAPERWORK 

processors  next  time  you  con- 
sider buying  a  house.  With 
seemingly  everyone  jumping 
on  the  refinancing  bandwag- 
on, that  has  meant  plenty  of 
hours  of  overtime  for  the 
people  who  do  the  work  on 
the  other  end.  Mortgage 
processors  are  so  stressed 
out,  in  fact,  that  one  big  com- 
pany found  a  way  to  let  them 
blow  off  steam:  It  created 
Dunk  Day — as  in  "the 
boss,"  in  one  of  those 
County  Fair  con- 
traptions. 

Cendant, 
which  owns  Cen- 
tury 21,  Coldwell 
Banker,  and  era 
let  its  top  40 
loan     proces- 
sors dunk  the 
honcho  of  their 
choice  in  Au- 


Polls,  surveys, 


gust,  in  a  tank  set  up  in  a 
company  courtyard  at  offices 
in  Mt.  Laurel,  N.J. 

For  a  day  at  least,  it 
helped  employees  forget  they 
had  been  processing  400  loans 
a  month,  compared  with  250 
before  the  crush  began.  "It 
was  definitely  a  stress  reliev- 
er," says  Christina  Manuola, 
who  claims  she  has  poor 
aim  but  still  managed  to 
dunk  her  supervisor,  Matt 
Egan,  three  times.  Egan,  a 
senior  loan  processor,  was  a 
popular  choice  among  the 
dozens  of  dunked  bosses,  none 
more  senior  than  vice-presi- 
dent. He  didn't 
seem  to  mind: 
"They  wanted  to 
see  me  go  down, 
and  that  was 
fine."  So  fine, 
in  fact,  that  he 
favors  hold- 
ing Dunk 
Day  every 
year. 

Kimberly 
Weisul 


DRAWN  &  QUARTERED 


i     In 
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l-WAY  PATROL 

A  WHISTLE-BLOWERS 
NEW  ALLY:  THE  WEB 

WHISTLE-BLOWER   HOT  LINES 

will  soon  go  mainstream.  A 
little-noticed  provision  in  the 
recently  passed  Sar 
banes-Oxley  Corpo- 
rate   Reform   Act 
requires  companies 
to    set    up    confi- 
dential systems  for 
the  future  Sherron 
Watkinses      of     the 
world — so    they    can 
raise  red  flags  about 
suspect  accounting  and 
auditing  practices.  Pub- 
licly traded  companies  must 
comply  by  next  April. 

Various  hot  line  services 
are  out  there,  but  one  new 
company,  Ethicspoint  of  Van- 
couver, Wash.,  has  a  twist: 
it's  Web-based.  "We're  get- 
ting probably  20  to  25  in- 


quiries a  day,"  says  E( 
point  ceo  David  Chill 
The  system  lets  empk  | 
click  an  icon  on  their 
puters  that  anonymouti 
through  cloaking  tec! 
gy — links  them 

Ethicspoint.  There  the}  j 
report  everything 
sexual  harassi 
to  accounting! 
canery.  Et  [ 
point  then  a| 
designated 


ny  execs  or  th<| 
dit  committee. 
Customers  cs 
system  a  step  up 
800-numbers.  HavirJ 
phone  in  "might  ir 
people,"  says  Micheline  I| 
a  senior  vice-presidents 
auditor  at  Southwest  Bar  J 
Texas,    which    signed 
Ethicspoint  on  Oct.  7. 

The  upshot?  Unsa\| 
behavior  is  less  likely  \a\ 
unreported.     Joseph  W\ 


THE  BIG  PICTURE 


Is  age  a  factor  in  hiring? 

Here's  when  execs  say  it 

begins  to  matter. 

OVER  AGE  60 
#.#»  i—  3%  ■■>■» 


SURVEY  OF  340  EXECUTIVES  EARNING 
MORE  THAN  $100,000.  JUNE  26-JULY  3 

Data:  EiecuNet 


and  other  items  for  this  section  should  be  sent  to  upfront    businessweek.cor 
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im! 

hous  cuisine... 


Oooh! 

A  first-run  movie. 


Yawn. 

Time  for  a  nap. 


Ahhh! 

Now  this  is  the 
way  to  travel. 


To  over  100  European  destinations  from  14  U.S.  cities. 

With  our  award-winning  service  and  one  of  the  best  on-time  ratings  of  any  European 
carrier,  you  can  be  sure  you'll  arrive  rested  and  relaxed.  You'll  also  earn  miles  in 
either  Lufthansa  Miles  &  More*  or  United  Mileage  Plus.9*  No  wonder  Lufthansa  is 
the  world's  number  one  choice  for  international  travel.  See  your  travel  agent  call 
Lufthansa  at  800  645-3880  or  visit  www.lufthansa-usa.com. 

*ln  accordance  with  the  terms  and  conditions  of  the  programs. 


There's  no  better  way  to  fly. 


Lufthansa 


A  STAR  ALLIANCE  MEMBER 


Editor's  Memo 


A  WHOLE  NEW  WORLD 


FOR  MBAs 
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BusinessWeek 


THE  BEST 
B-SCHOOLS 


November  28, 1988 


Back  in  1988,  BusinessWeek  came  up  with  the  idea  of 
ranking  business  schools.  Rather  than  polling  deans  or 
using  questionable  statistics,  we  decided  to  ask  the 
people  who  matter  most:  the  students  themselves 
and  the  recruiters  who  hire  them.  In  the  jargon  of  business, 
it  was  a  customer  survey.  And  it  was  a  stunner.  Some  of  the 
best  schools  responded  by  changing  their  programs  based  on 
what  we  found. 

Our  biennial  ranking  of  the  Top  B-schools  is  now  well  es- 
tablished. But  the  results  still  contain  some  surprises.  For  one 
thing,  the  world  changed  dramatically  in  midstream  for  mem- 
bers of  the  MBA  Class  of  2002.  They  started  school  in  the  boom  and  left  with  ex- 
pectations dashed  by  the  stock  market's  steady  fall,  September  11,  and  corporate 
scandals.  This  year's  survey  heralds  a  shift  in  business  education  away  from  the 
dominance  of  Wall  Street  and  finance  and  back  to  general  management  skills. 

Our  survey  also  reflects  a  weakening  job  market.  With  20%  of  MBA  grads  from 
this  year's  survey  still  pounding  the  pavement,  the  best-ranked  programs  are  the 
ones  that  give  students  an  edge  during  tough  economic  times.  And  recruiters  have 
become  more  critical  of  the  grads — and  the  schools — where  they  recruit. 

Our  ranking  is  just  part  of 
the  story.  Every  day,  Business- 
Week Online's  B-Schools  Chan- 
nel is  packed  with  the  best  in- 
formation and  tools  available 
anywhere  for  the  B-school 
community,  including  interac- 
tive profiles  to  search  and  com- 
pare more  than  275  schools  by 
admissions,  tuition,  areas  of 
concentration,  faculty,  and  pay- 
back time.  Plus,  we  have  stu- 
dent diaries  and  the  world's 
most  active  business-schools 
message  board.  Log  in  at  www 
.businessweek.com/bschools/. 
"The  Best  B-Schools"  is  the  combined  effort  of  Staff  Editor  Jennifer  Merritt, 
Workplace  Editor  Michelle  Conlin,  Scoreboards  Editor  Frederick  F.  Jespersen,  and 
Senior  Editor  Elizabeth  Weiner,  as  well  as  BusinessWeek  Online  reporter  Brian 
Hindo,  producer  Jessica  Loudon,  and  developers  Joshua  Tanzer  and  Matt  Kopit.  As 
inventor  of  the  rankings,  Senior  Writer  John  Byrne  provided  guidance.  Interns  Ge- 
off Gloeckler  and  Ana  Mantica  were  thoughtful  and  tireless  assistants. 

BusinessWeek's  Best  B-School  ranking  is  truly  about  value — the  value  that  an 
MBA  education  adds  to  a  graduate's  resume  and  the  value  these  grads  add  to  the 
companies  that  hire  them.  We  think  you'll  find  it  valuable  reading. 


BUSINESSWEEK'S  A-TEAM  ON  B-SCHOOLS: 

Merritt,  Hindo,  Conlin,  Weiner,  Jespersen, 
and  Gloeckler 


Jft^f  J&f*JL 


Editor-in-Chief 


18  BusinessWeek  /  October  21,  2002 


(YES,  WE'RE  TALKING  ABOUT  YOUR  SUPPLY  CHAIN.) 


Brown  streamlines  your  supply  chain  from  top  to  bottom.  Gone  are  the  warehouses 
you  had  to  run,  the  fulfillment  problems  you  had  to  solve,  the  transportation  you 
had  to  manage.  All  you  have  left  is  a  lean,  fast  and  efficient  supply  chain  machine 
courtesy  of  UPS  Supply  Chain  Solutions.  And  you  thought  we  just  delivered  packages. 


m 


3s-scs.com 


WHAT  CAN  BROWN  DO  FOR  YOU? 
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HERE'S  TO 

HIGHER  PRODUCTIVITY 


In  this  time  of  uncertainty,  most  ar- 
ticles paint  a  bleak  picture  of  the  U.  S. 
economy.  "The  educated  unemployed" 
(News:  Analysis  &  Commentary,  Sept. 
30)  predicts  higher  unemployment  levels, 
decreased  profits,  and  weak  demand 
with  "no  relief  in  sight."  Higher _  pro- 
ductivity is  \illainized  as  an  enabler  for 
companies  to  cut  jobs  in  order  to  boost 
profits,  particularly  in  this  statement: 
"If  companies  can't  raise  prices,  the  only 
way  they  can  boost  profits  is  to  cut 
workers " 

However  hopeless  the  situation  seems 
in  the  public  mind,  increased  output  per 
worker  has  resulted  in  a  variety  of  en- 
couraging indicators.  Productivity  is  up 
6%  (annualized),  but  more  strikingly, 
unemployment  has  decreased  while  the 
overall  labor  force  has  increased.  These 
numbers  suggest  that  jobs  are  being 
created  faster  than  they  are  being  de- 
stroyed. In  fact,  they  are  being  created 
at  a  pace  that  exceeds  the  rate  of  lay- 
offs and  new  entrance  into  the  labor 
market  combined. 

The  increase  in  labor  force  could  un- 
doubtedly be  partially  attributed  to  the 
increase  in  the  average  hourly  earnings 
for  the  same  period.  Higher  real  wages 
are  no  surprise  once  one  recognizes  the 
strong  correlation  between  productivity 
and  wages,  which  historically  increase 
and  decrease  at  similar  rates  and  at 
similar  times.  Furthermore,  an  increase 
in  real  wages  most  definitely  translates 
into  an  increase  in  aggregate  demand  as 
incomes  swell. 

While  my  analysis  can  go  into  much 
more  depth  and  perhaps  should  at  least 
bring  up  such  things  as  demand  elastici- 
ties, I  just  wanted  to  assert  a  simple 
"bullish"  outlook  arising  from  the  latest  la- 
bor statistics.  Productivitv  has  been  a 


hero,  not  a  villain.  Keep  up  the| 
work,  America! 

Joel  A.  Cla 
Economist,  Industrial  Pric 
Bureau  of  Labor  St 
Ne 

COMPETITION  IN  THE  PHONE  B 
IS  ALIVE  AND  WELL 


% 


To  suggest  that  the  Telecommi 
tions  Act  of  1996  was  not  giv 
chance  until  this  year  has  no  ba- 
fact  ("The  decision  that  could  re: 
telecom,"  Information  Technology, 
30).  According  to  the  Federal  Cor 
nication  Commission's  latest  stati 
competing  companies  serve  20  m 
phone  lines  across  the  country,  ap 
mately  9  million  of  which  are  in  V^ 
Communications'  service  area. 

That  didn't  happen  overnight  or 
in  the  past  12  months.  Verizon  com 
with  the  act  from  the  get-go,  sper 
approximately  $5.5  billion  over  tht 
five  years  to  open  its  networks  so  i 
could  compete.  And  it's  not  a  cc 
dence  that  long-distance  companie. 
serious  about  competing  in  local 
kets  only  when  Verizon  was  allows 
offer  long-distance  service,  jeopard!  ' 
their  revenue  streams.  Competitic 
even  more  intense  beyond  tradit 
wireline  services. 

If  BusinessWeek  is  hunting  f 
"scapegoat"  for  the  telecom  bust,  it 
look  no  further  than  the  absurd 
cies  that  force  the  former  Bell  coi  .- 
nies  to  resell  their  lines  at  rates  609 
low  cost — discouraging  competitors 
building  their  own  facilities,  sideli 
innovation,  and  sucking  the  life  out 
once-vibrant  industry. 

No  doubt  Verizon  and  its  rivals 
losing  access  to  competing  technolo, 
But  unlike  Veiizon,  many  resellers 
doomed  because  they've  chosen  to  ri 
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IECTIONS  &  CLARIFICATIONS 

"Just  how  much  did  John 
Moores  know?"(News: 
Analysis  &  Commentary, 
Oct.  14)  ran  an  incorrect 
photo  because  of 
misidentification  by 
agency  Notimex/Newscom. 
The  photo  identified  as 
Moores,  the  owner  of  the  San  Diego 
s,  was  actually  San  Diego  Padres  CEO 
Vizas.  Here  is  Moores's  photo  as  it 
Id  have  appeared. 


fetitor's  network  instead  of  their 
What  this  country  really  needs  is  a 
that  encourages  healthy,  fair  corn- 
on  among  strong  companies  that 
istomers  and  employees  first,  not 
Selves.  We  believe  FCC  Chairman 
lei  K.  Powell  and  the  Bush  Ad- 
ration  are  on  the  right  track  in  es- 
hing  such  a  policy. 

Ivan  Seidenberg 

President  and  ceo 

Verizon  Communications 

New  York 

IE  MAY  HAVE  DONE 
IT  OF  THINGS  WRONG,  BUT... 


hat  did  Bernie  know?"  (Informa- 
Pechnology,  Sept.  23)  states  that  a 
sum  in  "uncollectible  bills — much 
hree  to  seven  years  past  due — was 
on  the  books,  artificially  inflating 
)ue."  This  is  incorrect, 
en  if  WorldCom  had  accounted  for 

w  mcollectible  nature  of  the  accounts 
rable,  there  would  have  been  no 
on  revenues.  Rather,  the  write-off 
have  been  either  an  "allowance 
)ubtful  accounts"  (a  balance  sheet 

al  /e)  or  bad  debts  (an  expense  nor- 
included  in  selling,  general,  and 

lei  ristrative  costs). 
ler  than  a  reversal  of  a  receivable 
se  of  an  incorrect  or  fraudulent 
ling  of  revenues,  writing  off  a  bad 
/able  has  no  effect  on  revenues, 
irtificial  inflation  was  one  of  earn- 
and  ultimately  stockholders'  equi- 
id  not  one  of  overstating  revenues. 
Michael  Nuremberg 
New  York 

IS:  NOT  KEPT  ALOFT 

JBSIDIES 


)eing's  big  win:  It's  too  soon  to 
(News:  Analysis  &  Commentary, 
30),  dealing  with  Boeing  Co.'s  re- 
union and  labor  dispute,  suggests 
Airbus  Industrie  "gets  subsidies 
rious  sorts  from  the  European 
•nments  that  still  support  it."  We 
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MBA  GRADUATES 
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economy.  And  as  the  #1  school  of  international  management,1  no 
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Q.  How  can  growing 
businesses  keep  their 
key  employees  happy 
and  loyal  at  work? 


A.  Offer  a  complete 
executive  benefit  plan. 


According  to  Hewitt 
Associates,  47%  of  major 
companies  in  a  recent  survey 
said  that  attracting  and 
retaining  executives  is  still 
difficult.  Look  to  the 
Principal  Financial  Group® 
to  help  design  the  executive 
benefit  package  that's 
right  for  you. 

Give  us  a  call  at 
1-800-986-3343  (ext. 80080). 
We  understand  what  you're 
working  forSM. 


Financial 
Group 


www.principal.com 


©  2002  Principal  Financial  Services.  Inc.,  Des  Moines. 
IA  50392.  The  Principal  Financial  Group®  is  a 
registered  trademark  of  Principal  Financial  Services, 
Inc..  a  member  of  the  Principal  Financial  Group. 
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would    like    to    clarify    this    issue. 

Airbus  is  a  subsidiary  of  European 
Aeronautic  Defense  &  Space  (eads),  a 
publicly  traded,  market-driven  company. 
Its  principal  programs,  especially  the 
superjumbo  A380,  are  funded  through 
internal  investment,  the  global  investor 
community,  and  select  repayable  loans 
from  some  European  governments.  Re- 
payable loans  are  not  subsidies,  as  .they 
are  being  repaid  fully  to  their  lenders 
with  market-rate  interest. 

Under  the  1992  Bilateral  Agreement 
on  Trade  in  Large  Civil  Aircraft  be- 
tween the  European  Union  and  the 
U.S.,  the  EU  may  provide  support  in 
repayable  loans  for  up  to  33%  of  total 
development  costs  of  a  civil-aircraft  pro- 
gram, in  the  same  way  as  Boeing  is 
permitted  to  receive  indirect  support 
via  xasa  or  military  program  research. 
The  EU  has  confirmed  that  the  support 
for  the  Airbus  A380  program  will  indeed 
be  below  this  maximum  figure. 

Ralph  D.  Crosby  Jr. 

Chairman  and  ceo 

EADS  North  America 

Washington 

PUBLIC  TELEVISION: 

ON  RATINGS  AND  RUKEYSER 

"Unquestionably,  public  TV  is  a  refuge 
from  mediocrity,"  writes  Joseph  Weber 
in  "Public  TV's  identity  crisis"  (Media, 
Sept.  30).  And  that  is  exactly  why  it 
must  survive.  The  debate  over  ratings 
misses  the  entire  point  of  public  televi- 
sion. Admiring  classical  art  may  not  be 
all  the  rage  right  now.  Does  that  mean 
we  should  we  dismantle  our  museums 
and  sell  off  the  paintings? 

Ratings  are  about  revenue  and  profit, 
which  is  the  goal  of  most  TV.  Public  tel- 
evision, which  has  always  struggled  fi- 
nancially, pursues  a  different  kind  of 
profit — the  idea  that  TV  can  challenge, 
uplift,  and  inspire.  At  a  time  when  the 
bottom  line  is  often  the  sole  arbiter  of 
value,  America  truly  needs — to  quote 
my  colleague  Bill  Moyers — "at  least  one 
channel  whose  success  is  measured  not 
by  the  numbers  who  watch  but  by  the 
imprint  left  on  those  who  do." 

William  F.  Baker 

President,  Thirteen/WNET 

New  York 

Your  article  misstates  the  circum- 
stances of  Maryland  Public  Television's 
ambushing  of  Louis  Rukeyser  last 
March.  The  ratings  for  Wall  Street  Week 
With  Louis  Rukeyser  had  held  remark- 
ably solid.  There  was  no  week  from 
1970  until  Rukeyser's  departure  in  2002 
when  it  was  not  by  far  the  world's 


most  widely  watched  money  proj 
As  his  representative  through* 
can  tell  you  that  no  suggestions 
"new  direction"  or  for  any  mat 
changes  to  the  series  were  ever 
sented  by  Maryland  Public  Tele\ 
or  PBS  to  Mr.  Rukeyser,  so  he 
hardly  have  been  "resistant."  MPT 
in  fact,  already  made  a  secret  deal 
place  him  on  the  program  he  had 
neered,  written,  presented,  and 
tained  for  32  years. 

Has  this  been  a  successful  "ne1 
rection"  for  MPT  and  its  series?  A 
share  of  Mr.  Rukeyser's  unmatche' 
dience,  three  of  the  four  underwi 
and  every  one  of  his  22  regular 
elists  have  now  followed  him  to  cm 
addition,  165  pbs  stations  have  chosi 
broadcast  his  CNBC  program, 
Rukeyser's  Wall  Street. 

Richard  Hofst 
Frankfurt  Garbus  K 
Klein  &  Se 
New 
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Virtual  competition:  real  experience. 
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ABOUT  BUSINESS? 

L'OREAL.  PUTS  YOU  IN  THE  DRIVER'S  SEAT 


Launch/Registration:    October  21,  2002-December  2,  2002 
Selected  teams  announced:  December  13,  2002 
Challenge  duration:     January  13,  2002-March  10,  2003 
Finalists  announced:   March  19,  2003 
Final  and  awards  ceremony:     TBD 

Register  online  from  October  21  : 
www.e-strat.loreal.com 


This  month,  business  students  from  all  four 
corners  of  the  globe  will  have  the  opportunity, 
for  the  third  year  running,  to  register  for  what 
has  fast  become  one  of  the  most  sought-after 
accolades  in  the  worldwide  Business  School 
and  University  community. 

The  3rd  annual  L'Oreal  e-Strat  Challenge 
launches  on  October  21 ,  2002,  when  students 
will  be  able  to  register  online  to  apply  for  a 
place  in  the  virtual  driver's  seat  of  a  leading 
global  cosmetics  company. 

A  Worldwide  Business 

The  L'Oreal  Group's  credentials  as  the 
organizer  and  arbitrator  of  the  e-Strat 
Challenge  are  undisputable.  The  Croup  is  the 
world's  number  one  cosmetics  company  with 
an  impressive  portfolio  of  more  than  12 
international  brands,  sold  in  150  countries, 
including  L'Oreal  Paris,  Maybelline,  Gamier, 
Redken,  Kiehl's,  Shu  Uemura,  Biotherm, 
Helena  Rubinstein,  and  Lancome  as  well  as 
Giorgio  Armani  and  Ralph  Lauren  perfumes. 
The  Group  is  also  one  of  the  world's  most 
successful  businesses  ever;  with  17 
consecutive  years  of  double-digit  growth  and  a 
strong  executive  management  team  whose 
President  and  CEO,  Lindsay  Owen-Jones,  was 
voted  "Star  of  Europe"  by  BusinessWeek.  In 
2002,  the  L'Oreal  Group  was  also  voted  one  of 
Europe's  top  10  companies  to  work  for. 

Founded  by  a  chemist  almost  one 
century  ago,  L'Oreal  has,  from  the  outset, 
focused  on  strategic  and  scientific  innovation 
in  the  development  of  its  international 
business.  But  it  is  a  company  that  has  always 
understood  that  innovation  is  not  possible 
without  the  brilliance  of  the  human  mind. 
The  e-Strat  Challenge  is  L'Oreal's  invitation  to 
students  to  share  in  that  expert  business 
management  knowledge  that  is  at  the  heart  of 
the  company's  success. 

For  Worldwide  Leadership 

Since  its  launch  in  2000,  the  e-Strat 
Challenge  has  brought  together  more  than 
10,000  students  from  50  countries  to 
experience  the  realities  of  running  a  global 


cosmetics  business.  The  most  internatio 
of  online  business  challenges  available  tot 
the  e-Strat  Challenge  last  year  provided  2,< 
students  from  many  of  the  world's  top  Busir 
Schools  and  Universities  with  the  opportu 
to  take  their  places  in  the  driver's  seat  c 
cosmetics  business. 

This  year,  successful  applicants 
compete  as  a  team  of  three  people,  fao 
real-time  market  situations  over  a  period 
two  months.  The  challenge  will  be  to  worl 
a  team  to  discuss  strategy  and  make  decisi 
on  tactics  to  ensure  that  their  company  s 
on  track  compared  with  the  competition:  f 
other  virtual  cosmetics  businesses.  Stud 
will  need  to  consider  such  business  realiti 
pricing  policy,  production  issues,  research 
development  strategy,  finance,  marketi 
advertising  and  brand  positioning. 

As  real  as  it  gets 

The  2003  Challenge  has  been  furtj 
enhanced  by  taking  account  of  studl 
feedback  in  previous  years.  Celica  Thelll 
e-Strat  Challenge  Director  at  L'Oreal  sz\ 
"The  challenge  turns  theory  into  reality 
students  who  are  of  a  new  generation  wh| 
'only  seeing  is  believing.'  E-Strat  Challer 
helps  develop  valuable  skills  such  as  strate 
decision-making,  team  building,  risk- 
and  looking  outside  the  box  for  creat 
solutions  to  real  problems." 

The  simulation  software  has  also 
adjusted   to    include   increasingly   variatj 
consumer   behavior  and   evolutions   in 
structure  of  distribution  to  more  closely  mirl 
the  kind  of  behavior  L'Oreal  Group  witnesf 
in  the  cosmetics  market. 

And  in  an  important  move  to  prov| 
participants  with  greater  exposure  to  a  real- 
situation,  a  new  twist  has  been  incorporate 
the  winner  of  each  zone  will  be  invited  \ 
submit  a  strategic  business  plan  and  to  presil 
their  strategy  to  the  L'Oreal  e-Strat  commitj 
at  L'Oreal's  Head  Office  in  Paris,  France, 
prestigious  Awards  Ceremony  will  be  hil 
later  that  day  in  Paris  to  announce  a| 
celebrate  the  overall  worldwide  winners. 


www.e-strat.loreal.com 
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Enter  the  L'Oreal  e-Strat  Challenge.  Online  business  strategy  game. 

Experience  the  ultimate  business  challenge 

of  high-level  responsibility.  Put  theory  into  practice  and  outmaneuver 

your  competitors  worldwide. 

There  are  lots  of     eat  prizes,  including  a  trip  to  the  continent  of 

your  choice  for  each  member  of  the  overall  winning  team. 

During  the  game  you  control  an  international  portfolio  of  beauty 
products  and    ompete  for  worldwide  leadership  against  four  other 
virtual  companies.  You  discover  the  day-to-day  challenges  of 
a  consumer-driven  industry  and 

make  critical  decisions  on  all  aspects  of  company  management, 
including  brand  management,  resource  allocation  and  e-commerce. 

Find  out  how  your  management  skills  measure  up  on  an  international  scale. 

To  enter  the  L'Oreal  e-Strat  Challenge, 

sign  up  at  the  web  site  www.estrat.loreal.com 

Closing  date  for  entries:  2  December  2002. 
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Books 


FIRST  AMONG  EQUALS 

The  Supreme  Court  in  American  Life 

By  Kenneth  W.  Starr 
Warner*  320pp.  $26.95 


COURTING  DISASTER 

The  Supreme  Court  and  the  Unmaking  of  America; 

By  Martin  Garbus 

Times  Books  •  322pp  .  $25 


IS  THE  HIGH  COURT 
TOO  HIGH  AND  MIGHTY? 


Until  the  night  of  Dec.  12,  2000, 
books  on  the  Supreme  Court 
were  a  tough  sell.  Occasionally,  a 
work  such  as  Bob  Woodward's  1979  The 
Brethren:  Inside  the  Supreme  Court 
would  crack  the  best-seller  ranks,  thanks 
to  the  author's  inside  access.  But  most 
books  dissecting  the  court's  rulings  at- 
tracted a  largely  academic  audience.  Then 
came  the  bombshell  known  as  Bush  vs. 
Gore,  and  the  publishing  world,  like  the 
rest  of  us,  started  taking  a  new  interest. 

Two  prominent  authors  have  taken  ad- 
vantage of  this.  Kenneth  W.  Starr,  the 
conservative  former  U.S.  Solicitor  Gen- 
eral, best  known  as  Bill  Clinton's  one- 
time nemesis,  now  offers  up 
First  Among  Equals:  The 
Supreme  Court  in  Ameri- 
can Life.  Martin  Garbus,  a 
prominent  New  York  trial 
lawyer  and  First  Amend- 
ment activist  whose  clients 
have  ranged  from  comedi- 
an Lenny  Bruce  to  author 
Salman  Rushdie,  has  penned 
Courting  Disaster:  The 
Supreme  Court  and  the  Ui 
making  of  American  Lav 

As  one  might  expect,  th 
two  books  are  polar  oppo 
sites.  In  First  Among  Equals,  Starr  is 
largely  sympathetic  to  the  court's  con- 
servative majority,  led  by  Chief  Justice 
William  H.  Rehnquist.  Nevertheless, 
Starr  adopts  an  objective  approach  that 
makes  his  the  more  engaging  volume. 
Courting  Disaster,  on  the  other  hand,  is 
300  pages  of  liberal  fury  directed  at  a 
court  that's  more  and  more  willing  to 
strike  down  acts  of  Congress,  shield 
business  from  litigation,  and  undercut 
the  liberal  jurisprudence  of  the  1960s 
and  '70s.  Barely  having  cracked  the 
book,  one  is  confronted  with  the  decla- 
ration that  the  court  "is  taking  the  re- 
public away  from  us." 

Yet  for  all  of  the  differences  between 
Starr  and  Garbus,  a  reader  is  struck 
by  one  glaring  similarity.  The  authors 
both  agree  that  the  Rehnquist  court 
has  quietly  amassed  awesome  power. 
This,  after  all,  is  a  court  that  insists  on 
being  the  final  arbiter  of  all  things  large 
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and  small.  From  the  powers  of 
gress  vis-a-vis  the  states  to  the 
rules  governing  the  use  of  golf  ca 
competition,  the  Rehnquist  couri 
intervened  often  and  with  gusto, 
haps  it  should  be  no  surprise  tha 
court  would  get  into  arbitrating 
tested  elections,  but  even  Starr 
this  development  a  bit  hard  to  s 
ach.  The  court,  he  says,  "remains 
from  the  strong  sense  that  it 
usurped  power"  in  Bush  vs.  Gore. 
Starr's  title  understates  his  case 
judiciary  is  not  merely  first  among 
equal  branches  of  government.  Th 
nothing  equal  about  it:  The  Sup 
Court  reigns  supreme. 
of  this  is  due  to  the  pc 
making  void  the  court 
itself  in.  Since  Ronald 
gan's  landslides  of  1980 
1984,  the  electorate  has 
loath  to  hand  either  p 
much  of  a  mandate  in 
elected  branches.  The 
ning  candidates  in  the 
three  Presidential  elec' 
all  failed  to  win  a  maj 
of  the  popular  vote.  Presi 
Bush  did  not  even  win  a 
rality.  Meanwhile,  in  the 
two  decades,  voters  have  opted  fo: 
vided  government,  allowing  the  P 
dent's  party  to  control  Congress  for 
slightly  more  than  10%  of  this  pe 
Each  time,  the  result  has  been  a  pe 
of  modest  legislative  accomplish!! 
measured  mostly  in  adjustments  in 
ation  and  spending  policy. 

Into  this  void  have  stepped  nine 
elected  jurists  who  have  profoui 
shaped  national  policy.  Many  things 
be  said  of  the  conservative  Rehnc 
court:  It  has  nibbled  away  at  the  s» 
of  affirmative  action  programs.  It 
frequently  thrown  out  regulations  ? 
ten  by  federal  agencies.  And — in 
most  profound  body  of  rulings — it 
greatly  circumscribed  the  powei 
Congress  to  act,  in  fields  ranging  I 
crime-fighting  to  nuclear-waste  disp 
on  the  grounds  that  these  issues  sto 
be  left  to  the  states. 

What  it  hasn't  done,  howevei 
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I  THE  COURT'S  GROWING  POWER 


SOTH  AUTHORS  ARE  TROUBLED 


)le  on  the  sacred  cows  of  more  lib- 
ras.  Roe  vs.  Wade,  the  controver- 
ting creating  a  right  to  an  abor- 
still  stands.  So  does  much 
ttion  of  the  1960s.  The  court's  vig- 
interest  in  bolstering  states'  rights 
be  used  to  strike  down  laws  as 
aching  as  the  Civil  Rights  Act  of 

But   so   far,   it   has   _ 
n  no  interest  in  re- 
lg  such  laws. 
Starr,  this  is  evidence 
;traint  on  the  part  of 
burt.  While  it  is  per- 
willing  to  assert  pri- 
over  other  branches 
vernment,  it  picks  its 
carefully,   he   says. 
is'  reply  is:  Just  wait, 
onservative  members, 
serts,  have  been  qui- 
building  up  a  head  o( 
i    to    attack    libera 
cements  dating  from 
taw  Deal  and  Lyndon  Johnson's 
;  Society.  "They  are  creating  a 
foundation  for  doing  so  through 
ady  accumulation  of  self-reinforc- 
tid  self-perpetuating  precedents," 
rites.  With  just  one,  or  maybe 
more  gop  appointments  to  the 
the  nation's  whole  political  land- 
will  shift,  he  predicts, 
rbus'  book  represents  something 
rial  run  for  liberal  strategists.  For 
conservatives  have  been  more  fo- 
on  the  politics  of  judicial  selec- 
han  have  liberals.   Republicans 
been  able  to  rally  the  faithful  and 
money  by  railing  against  "activist" 
s  appointed  by  President  Clinton, 
als,  in  contrast,  have  been  less 
ssful  at  using  the  issue  of  judicial 
r  as  an  organizing  and  fund-raising 
Although  Democrats  have  been 
o  block  nominees,  including  Robert 
irk  in  1987,  judicial  politics  has  not 
ated  as  much  with  the  party  faith- 
ouriing  Disaster  is  an  attempt  to 
ite  the  conservatives'  tactics.  As 
emic,  it  is  highly  readable.  But 
le  not  interested  in  answering  its 
n  call  will  have  a  hard  time  be- 
g  many  of  its  claims, 
rbus  presents  the  court  as  a  kind 
elected  parliament,  rather  than  a 
i  of  jurists.  Majority  rulings  these 
he  says,  are  "based  more  on  po- 
power  and  less  on  legal  reason- 
How,  one  wonders,  does  he  know? 
he  have  secret  meetings  with  the 
's  conservatives  who  tell  him  their 
rs  are  a  ruse  for  advancing  their 
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political  agenda?  He's  particularly  scorn- 
ful of  the  court's  states'  rights  rulings. 
"The  new  federalism  is  politically  moti- 
vated," he  declares.  Its  prime  function  is 
not  to  limit  federal  power  but  to  insert 
the  court  into  such  legislative  issues  as 
crime-fighting,  education,  and  abortion. 
These  are  suspicions  widely  held  among 
the  court's  critics.  But  Gar- 
bus  offers  no  evidence  to 
jCOURTING   bolster  his  assertions. 

First  Among  Equals  also 
has  an  agenda,  even  though 
it's  somewhat  hidden.  From 
the  outset,  one  is  struck  with 
an  obvious  question:  Why  is 
Ken  Starr  writing  about  the 
Supreme  Court?  True,  he 
was  Solicitor  General — the 
government's  advocate  before 
the  court — in  the  first  Bush 
Administration.  But  here  is 
a  man  at  the  center  of  a  gi- 
ant impeachment  struggle — 
and  his  first  book  since  could  have  been 
written  by  any  law  professor. 

The  measured  tone  of  First  Among 
Equals  hints  at  an  answer  to  this  ques- 
tion. For  the  past  three-and-a-half  years, 
Starr  has  been  trying  to  put  the  Clinton 
experience  behind  him.  He  has  quietly 
resumed  his  appellate  law  practice,  he 
teaches  a  course  at  George  Mason  Uni- 
versity, and  he  says  little  more  of  his 
years  as  Independent  Counsel  than  that 
he's  glad  they're  over.  This  book  is  an 
attempt  to  show  he  is  a  thoughtful  ad- 
vocate, not  merely  a  zealous  prosecu- 
tor. That  may  be  an  impossible  task, 
given  the  intense  feelings  that  surround 
him.  But  he  has  at  least  produced  a 
thoughtful  account  of  the  Rehnquist 
court.  He  actually  makes  a  better  and 
more  believable  case  than  Garbus  for 
why  liberals  should  be  worried.  Starr 
paints  a  picture  of  an  assertive,  auda- 
cious, even  imperious  court — and  he's  a 
guy  who  presumably  agrees  with  many 
of  its  substantive  rulings. 

Other  than  thoughts  about  Bush  vs. 
Gore  and  Roe  vs.  Wade  (which  he  calls 
"unspeakably  unacceptable"),  Starr  voices 
few  opinions  on  individual  rulings.  In- 
stead, he  uses  them  merely  to  show  how 
the  court  has  asserted  its  dominance. 
Garbus  would  benefit  from  a  little  of 
Starr's  approach.  The  Rehnquist  court 
has  clearly  become  a  potent,  even  for- 
bidding, force.  That  point  is  best  made  in 
a  dispassionate  fashion. 

BY  DAN  CARNEY 
Carney  covers  the  Supreme  Court 
from  Washington. 
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Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tec  h&you@  businessweek.com 

PALM'S  NEW  GRIP 
0M  THE  MARKET 


Better 

software  and 
cheaper 
models  put 
Pocket  PC 
makers 
on  notice 


BusinessWeek  online 


MAC  NOW  TALKS  TO 
WINDOWS  BUT 

PC  Maclan  offers  even 
better  connections.  See 
Technology  &  You  at 
www.businessweek.com/ 
technology/ 


Times  have  been  tough  for  Palm.  Growth  of 
handheld-computer  sales  has  stalled,  low- 
price  rivals  running  Microsoft's  Pocket  PC 
software  threaten  its  core  markets,  and  the  com- 
pany's stock  price  has  fallen  below  750.  But  both 
halves  of  the  beleaguered  company — software 
and  hardware — are  fighting  back. 

PalmSource,  the  company's  software  unit,  has 
released  the  first  fundamental  overhaul  of  Palm's 
operating  software  since  the  Pilot  began  shipping 
in  1996.  And  Palm  Solutions,  the  hardware  mak- 
er, has  a  new  model  designed  to 
market  Palms  less  as  a  computer 
accessory  and  more  as  a  low-cost 
consumer  product. 

The  new  software,  Palm  OS 
5.0,  is  the  more  interesting  de- 
velopment. It  takes  full  advan- 
tage of  powerful  microproces- 
sors based  on  a  design  by  ARM 
Holdings  to  replace  the  20- 
year-old  Motorola  Dragon- 
Ball  chip.  In  recent  years, 
lack  of  computational  pow- 
er has  limited  Palms'  abil- 
ity to  handle  tasks  such 
as  map  displays  or  data- 
base applications.  The  new 
processors      will      allow 
Palms  to  match  Pocket  PCs 
in  performance.  But  anoth- 
er shortcoming,  Palm's  rel- 
atively unsophisticated  net- 
working capabilities,  won't 
be  fixed  until  the  next  ver- 
sion of  the  operating  system 
comes  out,  at  least  a  year  from 
now. 

The  first  Palm  os  5.0  product  to  be  announced 
is  a  new  Clie  from  Sony,  which  uses  a  200-mega- 
hertz  Intel  StrongARM,  the  same  chip  used  in 
many  Pocket  PCs.  This  device,  along  with  Palm 
products  to  be  introduced  soon,  will  boast  four 
times  as  much  display  resolution  as  older  models. 
The  Palm  will  finally  match  Pocket  PCs'  ability  to 
display  photos  and  other  rich  graphics. 

A  key  goal  in  the  design  of  the  new  operating 
system  was  to  ensure  that  the  thousands  of 
Palm  programs  developed  over  the  past  six  years 
will  still  run.  Although  units  won't  be  available 
for  hands-on  testing  until  later  in  October,  it  ap- 
pears that  Palm  has  succeeded. 

The  new  Clie  models  cost  $599.99  with  a  built- 
in  camera  or  $100  less  without  one.  Like  other 


Sony  high-end  products,  they  feature  a  bl 
MP3  player,  a  swiveling  screen,  and  a  key^ 
The  big  innovation  is  the  addition  of  a  Cor 
Flash  slot  on  the  back  that  can  accommc 
Wi-Fi  wireless  network  card.  Sony  says 
will  likely  be  other  communications  options 
future.  One  concern:  the  impact  a  power-hj 
Wi-Fi  radio  will  have  on  battery  life. 

The  Clies'  other  big  change  is  that  they  I 
don  the  traditional  Palm  practice  of  showiil 
plications  as  icons  spread  across  a  scree/ 
stead,  programs  appear  in  a  list  (photo.) 
resembles  the  Windows  Start  menu.  I  wi 
a  full  report  on  the  Clies  and  on  upcoming 
products  from  Palm  Solutions  in  a  few  we  I 
Meanwhile,  the  one  fresh  product  anno] 
by  Palm  Solutions,  the  Zire,  is  likely  to  bj 
last  based  on  the  old  software.  What's  newl 
stems  more  from  marketing  than  from  tec| 
gy.  The  Zire  is  the  first  Palm  designed  to  si 
less  than  $100  at  introduction.  Palm  officials! 
that  careful  design  and  low-cost  manufacti 
China  will  allow  them  to  make  money  evei 
$99  retail  price. 

The  Zire's  slick  plastic 
feels  cheaper  than  prej 
Palms,  as  does  the  cl 
plastic  stylus.  But  it 
enough  to  slide  into  a 
and  weighs  less  than  4  oil 
Cost  savings  take  a  t| 
several    areas.    The 
chrome  screen  is  not  bs 
and      there      are     jus 
i  I        megabvtes  of  memory. 

~  ll        plenty    for   my    1,600- 

Outlook     contact     list 
,  jj|        crowded    calendar,    bij 

£*£ v:  II       would  be  tight  if  I  tri( 

add  a  lot  of  applications] 

LOADED  Thisl 
Cite  has; 
MP3pk 
camei 
andWl 
capabi 

Zire  connects  to  a  PC  with  a  standard  usb  c 
as  digital  cameras  do,  which  also  allows  the 
to  recharge  slowly  using  USB  power.  The 
marks  the  end  of  removable-battery  Palms 

An  innovation  of  more  interest  to  Pain 
tailers  than  to  consumers  is  that  the  Zire  o 
in  a  blister  pack,  like  a  CD  player  or  a  calcu^ 
rather  than  the  traditional  Palm  casing 
hopes  this  will  help  get  the  Zire  out  of  the  lc  '* 
cabinet  of  pricey  computer  gear  and  onto 
catching  self-serve  displays,  where  its  low 
will  inspire  impulse  purchases. 

Despite  competitive  inroads  from  Pocke 
Palm-based  handhelds  continue  to  dominat* 
market.  New  low-cost  products  and  impr 
performance  at  the  high  end  should  help  1 
keep  it  that  way. 
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I  don't  want  to 

work  harder.  I  want 

to  work  smarter. 
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AMD  Athlon™  XP  processor  is  fast.  Very  fast.  And  fortunately,  speed  is  just 
eginning.  This  processor  is  about  more  than  just  megahertz.  Its  unique  design  results 
re  work  per  clock  tick,  giving  your  computer  a  more  efficient  way  to  work,  and  you, 
irter  way  to  work.  Think  of  it  as  true  performance.  It's  just  one  more  way  AMD 
is  and  builds  processors  with  you  in  mind.  We  always  have.  We  always  will.  To  learn 
about  AMD's  true  performance,  ask  your  IT  department  or  visit  www.amd.com 
,t 
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Economic  Viewpoint 


BY  GARY  S.  BECKER 


BRAZIL:  IF  LULA  WINS, 

FREE  MARKETS  WILL  SURVIVE 


BIG  EDGE: 

The  middle 
class 
believes 
Lula  can 
tackle 

Brazil's  woes 
without 
sacrificing 
the  market- 
friendly 
policies  of 
the  1990s 


Gary  S.  Becker,  the  1992 
Nobel  laureate,  teaches  at 
the  University  of  Chicago  and 
is  a  Fellow  of  the  Hoover 
Institution. 


The  large  plurality  of  votes  received  by 
Luiz  Inacio  Lula  da  Silva,  popularly  called 
Lula,  in  the  first  round  of  Brazil's  presi- 
dential election  may  seem  like  a  resounding  de- 
feat for  neo-liberalism  in  the  world's  fourth 
largest  nation.  After  all,  Lula  is  an  old-time 
unionist  and  leader  of  the  left-wing  Workers' 
Party  (pt).  But  I  believe  his  strong  showing 
mainly  signifies  that  the  Left  has  moved  toward 
the  center  and  accepts  many  of  the  tenets  of 
free-market  liberalism. 

The  contrast  between  Lula's  behavior  and 
background  and  those  of  retiring  President  Fer- 
nando Henrique  Cardoso  supports  this  interpre- 
tation. Cardoso  was  a  former  left-wing  professor 
who  helped  develop  dependency  theory,  which 
claimed  that  developing  nations  such  as  Brazil 
were  exploited  by  capitalist  economies  such  as 
that  of  the  U.S.  Yet  as  Finance  Minister  and 
then  as  President,  Cardoso  mainly  followed  con- 
servative market-oriented  policies. 

In  1994,  Cardoso  ended  a  rate  of  inflation  that 
had  exceeded  5,000%  a  year  by  launching  a  new 
monetary  unit,  the  real.  He  pegged  the  real's  ex- 
change rate  to  the  dollar  until  the  Russian  crisis  in 
1999  led  to  a  run  on  the  real  that  forced  it  to  be 
floated.  Still,  annual  inflation  has  remained  well  un- 
der 10%  since  1997.  Cardoso  also  privatized  the 
inefficient  state  telecommunications  and  electrici- 
ty companies  as  well  as  a  few  other  sectors.  But 
in  its  attempt  to  raise  more  revenue  from  the 
sale  of  these  enterprises,  the  government  alienated 
Brazilians  by  replacing  public  monopolies  with 
protected  private  monopolies. 

Although  Jose  Serra,  the  government  candi- 
date, trailed  Lula  by  over  20%  in  the  recent 
election,  Cardoso  remains  popular  according  to 
recent  polls.  This  sign  that  many  policies  of  the 
1990s  remain  popular  explains  why  Lula  elimi- 
nated most  of  the  radical  rhetoric  that  had  been 
associated  with  his  party. 

During  his  campaign,  Lula  promised  cautious 
government  spending  policies  and  committed  his 
party  to  upholding  the  market-oriented  reforms 
of  the  '90s.  He  pledged  not  to  repudiate  the 
large  government  debt  accumulated  under  Car- 
doso's presidency  and  to  work  with  the  Interna- 
tional Monetary  Fund  and  other  global  institu- 
tions to  restore  Brazil's  reputation  on  world 
financial  markets.  To  be  sure,  he  expressed  op- 
position to  privatizing  many  more  state  enter- 
prises, but  he  did  not  call  for  renationalization. 
He  also  supported  bringing  in  private  compa- 
nies to  run  much  of  the  water  system. 

There's  no  support  in  Brazil,  or  elsewhere  in 


Latin  America,  for  bringing  back  the  discre 
populist  policies  of  earlier  decades  with  exte 
state  ownership  of  companies,  bloated  go1 
ment  employment,  and  widespread  protecti 
domestic  industry.  Socialism  is  no  longer 
sidered  an  alternative  to  the  mainly  capi 
systems  that  Brazil  and  most  other  Latin 
ican  nations  now  have. 

Yet  if  Cardoso's  policies  remain  reason 
popular,  w7hy  did  many  Brazilian  business; 
and  others  in  the  middle  class  desert  Se 
back  Lula?  Part  of  the  answer  is  their  t 
that  someone  from  the  Left  can  better  tJ 
the  major  problems  facing  Brazil  without  th 
ing  out  the  progress  reached  in  the  '90s.  Thi 
planation  is  similar  to  why  Britain  turne 
Tony  Blair  and  his  remade  Labor  Party 
extensive  market  reforms  under  the  Tory 
ership  of  Margaret  Thatcher  and  John  Maj 

Take  unemployment,  for  example.  The  o: 
rate  now  exceeds  8%,  and  the  true  rate  is  j 
ably  much  higher.  Brazil  continues  to  hav 
chaic  labor  law^s  that  discourage  employers 
hiring;  they  induce  many  workers  and  compj 
to  wrork  in  the  gray  economic  undergrouni 
flexible  labor  market  may  be  attained  more* 
ily  under  someone  like  Lula,  who  has  the  c 
dence  of  unions,  than  under  a  conservative  1 
ident — just  as  it  took  New  Zealand's  Labor  F 
to  free  that  country's  labor  market. 

Lula  also  may  be  better  able  to  deal 
crime.  Brazil  has  one  of  the  highest  crime  r 
anywhere:  Rio  de  Janeiro  is  the  only  city  wi 
I  remove  my  wratch  while  strolling  in  a  { 
neighborhood.  With  both  the  police  and  judii 
widely  seen  as  corrupt,  it  may  be  easier  f 
populist  to  push  for  sharply  higher  convi 
and  increased  punishments  of  criminals. 

How  Lula  will  handle  Brazil's  public-si 
debt  is  less  clear.  The  debt  ballooned  in  the 
few  years  from  30%  to  60%  of  gross  dorm 
product.  Fear  that  Lula  will  default  on  this 
explains  the  sharp  decline  in  stock  prices  an 
the  value  of  the  real  during  the  months  lea>  U 
up  to  the  presidential  vote.  Although  he   |h 
pledged  to  repay  rather  than  "renegotiate" 
debt  by  creating  a  budgetary  surplus,  it  rem 
to  be  seen  wiiether  he  can  succeed. 

Many  middle-class  Brazilians  have  comt 
support  Lula  because  they  believe  he'll  tal 
pragmatic  approach  while  helping  to  solve 
maining  economic  and  social  problems.  Time 
tell  whether  these  expectations  will  be  met. 
his  large  vote  doesn't  indicate  that  Brazil  has 
pudiated  market-friendly  policies. 
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worldwide,  including  daily  direct 

B747  service  to  Kuala  Lumpur  from 
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Cal-IT  is  coming  to  London 

on  the  21st  and  22nd  October,  2002. 

Hosted  by  the  State  of  California  and  now  in  its  seventh  year,  Cal-IT 
brings  together  California's  leading  companies,  giving  Europe's 
premier  technology  leaders  and  venture  capitalists  a  bird's  eye  view 
of  the  latest  developments  and  trends  -  including  a  chance  to  meet 
with  this  year's  50  hottest  emerging  companies.  With  over  $400 
million  in  business  generated  to  date,  Cal-IT  promises  to  be  a  must 
attend  event. 

Programme  highlights  include  CEO  panels  on  the  European 
technology  landscape  and  corporate  partnering,  as  well  as  leading 
ClOs  discussing  how  buyers  are  adopting  new  technologies -all  in 
addition  to  presentations  from  California's  hot  50. 

Confirmed  speakers  for  2002  include: 

Stephen  Timms,  MP,  Minister  for  e-Commerce  & 

Competitiveness,  DTI 

Paul  Wiefels,  Managing  Director,  The  Chasm  Group 

JP  Rangaswami,  Global  CIO,  Dresdner  Kleinwort  Wasserstein 

Ron  Eagle,  CIO,  Experian 

Mark  Greatorex,  Director  NET,  Microsoft 

Peter  Cunningham,  VP  Professional  Services,  Sun  Microsystems 

Vijay  Sondhi,  Managing  Director,  Allianz  Venture  Partners 

Jeff  Scheel,  Head  of  Global  Alliances,  Siebel  Systems 

Robin  Selber,  Head  of  Strategic  Alliances,  IBM  EMEA 

Phillip  Marnick,  VP  Industry  Development,  mm02 

Lindsey  Armstrong,  VP  Northern  Europe,  Veritas 

Rainer  Riess,  Head  of  Xetra  Customers,  Deutsche  Borse 

John  Handby,  Chief  Executive,  CIO  Connect 

Steve  Allen,  VP  EMEA,  BEA  Systems 

Rafael  de  Ory  MD  EMEA,  Ciena 

Franz  Boehnke,  Managing  Partner,  Wellington  Partners 

If  you  are  involved  in  technology, 

you  can't  afford  to  miss  Cal-IT. 

Learn  more  and  register  at  www.cal-it.org 
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)  DOUBLE  DIP 
iOM  WAR 

t  models  show  growth  intact 


rude  oil  prices  have  risen  about 

since  the  start  of  the  year 

-t).  That's  a  drag  on  the  U.  S.  econ- 

which  is  struggling  to  recover  ful- 
om  the  2001  recession.  With  the  in- 

ing  chance  of  war  with  Iraq,  many 
omists  say  oil  prices  could  go  still 
er,  tipping  the  U.S.  into  the  sec- 


OIL  PRICES  ON  THE  RISE 
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tage  of  a  double-dip  recession.  But 
mainstream  view  is  that  an  Iraq 
ict,  if  there  is  one,  will  be  short 
successful  and  any  oil  price  spike 
be  too  brief  to  cause  a  recession. 
,'onomists  at  Goldman,  Sachs  &  Co., 
operation  with  the  firm's  commodi- 
search  team,  recently  published  a 
rt  predicting  that  the  macroeco- 
c  impact  of  oil  prices  will  be  "mut- 
nder  most  scenarios."  Goldman  es- 
:es  there  is  a  55%  probability  that 
!  will  be  no  war.  If  that  is  so,  Gold- 
foresees  2.4%  growth  in  gross  do- 
ic  product  for  the  U.S.  next  year. 
ie  30%  chance  of  a  successful  inva- 
Goldman  predicts  2.3%  growth  in 
[J.  S.  next  year.  Even  the  15%  like- 
d  of  major  damage  to  oil  fields  in 

Kuwait,  or  Saudi  Arabia  would 
*  the  U.S.  with  1%  growth  next 

estimates  Goldman. 
:onomists  differ  on  what  it  would 
to  generate  a  recession  in  the  U.  S. 
ael  Cosgrove,  the  head  of  Dallas- 
1  Econoclast  Inc.,  thinks  the  econo- 
vould  start  to  shrink  if  oil  prices 
d  at  $40  a  barrel  for  a  month  or  so. 
r  current  level  is  just  under  $30. 
ie  thinks  it's  more  likely  that  prices 
all  to  around  $25  after  a  brief  spike 
10  or  so  at  the  start  of  hostilities, 
d  A.  Wyss,  chief  economist  of  Stan- 


dard &  Poor's,  says  $50-a-barrel  oil  would 
give  President  George  W.  Bush  a  "W- 
shaped  recession."  He  says,  however, 
that  oil  prices  will  probably  stay  under 
control  and  the  economy  will  keep  grow- 
ing. But  if  there's  anything  that's  more 
unpredictable  than  the  GDP,  it's  how  the 
conflict  in  the  Middle  East  will  play  out. 


LOOK  WHO'S  BACK 
IN  THE  OLD  BLOC 

Russians  invest  in  Eastern  Europe 

When  communism  collapsed  in  the 
late  1980s,  the  economic  relation- 
ship between  Russia  and  its  client  states 
in  Eastern  Europe  collapsed  with  it.  In- 
vestment dried  up,  and  trade  nearly 
ground  to  a  halt.  Now,  ties  are  being  re- 
established. Economists  predict  that  ex- 
pansion-minded Russian  companies  will 
spend  up  to  $2  billion  in  the  region  this 
year  making  acquisitions  or  breaking 
ground  on  new  projects.  Russian  trade 
with  Eastern  Europe  is  expected  to  top 
$17  billion  in  2002  (chart). 

Most  of  the  investments  are  being 
made  by  Russia's  cash-rich  energy  ex- 
porters, such  as  Gazprom,  Yukos,  and 
Lukoil.  Yukos  Oil  Co.,  for  example,  has 
just  spent  $85  million  buying  a  27% 
stake  in  a  Lithuanian  oil  refining  and 
transportation  company.  Gazprom  re- 
cently spent  $100  million  laying  a  fiber- 
optic cable  alongside  the  Polish  section 
of  the  pipeline  through  wiiich  it  delivers 
gas  to  Western  Europe.  Companies  in 
other  sectors,  such  as  food  processing 
and  timber,  are  also  keen  to  establish 
toeholds  in  Eastern  Europe.  But  they 
find  it  harder  than  the  energy  giants 
to  sidestep  strict  Central  Bank  of  Rus- 
sia controls  on  foreign  investments. 

Mikhail  Brudno,  first  vice-president 
of  Yukos,  says  that  Eastern  Europe  is 
appealing  because  assets  are  cheap 
and    the  region's   ■— ■— — — — — 


economies  are 
growing  relatively 
fast — at  an  aver- 
age likely  to  top 
3%  this  year.  At 
the  same  time,  as 
many  as  10  coun- 
tries— including 
Poland,  Hungary, 
and  the  Czech  Re- 
public— are  set  to 
join  the  European 
Union  within  the 
next  two  years. 
So  the  Russian 
companies'     sub- 
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sidiaries  there  will  gain  unfettered  ac- 
cess to  the  European  Union  market. 

Many  East  Europeans  aren't  thrilled 
about  the  latest  Russian  invasion.  "They 
don't  like  seeing  newly  rich  Russian 
companies  coming  in  and  buying  up 
their  assets,"  says  Roland  Nash,  head  of 
research  at  Renaissance  Capital,  an  in- 
vestment bank  in  Moscow7.  But  now  that 
they  have  signed  up  to  eu  rules  requir- 
ing them  to  open  their  capital  markets 
to  the  world,  the  Eastern  Europeans 
can't  keep  the  Russians  out. 

By  David  Fairlamb 


A  CHINESE  WALL 
FOR  ECONOMISTS? 

The  case  against  splitting  them  off 

As  the  government  pressures  Wall 
Street  firms  to  dump  their  research 
departments,  Wall  Street  economists 
could  lose  out  as  well.  At  many  firms, 
economists  are  in  the  same  department 
as  equity  analysts.  Moreover,  just  as 
analysts  are  accused  of  being  too  bullish 
on  stocks,  critics  have  suggested  over 
the  years  that  most  Wall  Street  econo- 
mists have  an  incentive  to  be  too  bullish 
on  growth,  since  belief  in  a  rising  mar- 
ket wTould  encourage  investing  in  stocks. 
A  structural  reform  that  splits  off  re- 
search could  dry  up  the  funding  for  Wall 
Street  economists,  wrhose  widely  quoted 
views  help  shape  the  public's  view  of 
how  the  U.  S.  and  wrorld  economies  are 
faring.  But  the  legal  argument  for  split- 
ting off  economists  seems  weaker  than 
that  for  stock  analysts,  says  Milton 
Ezrati,  senior  economist  and  strategist 
at  Jersey  City  (N.  J.)-based  money  man- 
ager Lord,  Abbett  &  Co.  Wall  Street 
economists  have  little  influence  over 
whether  a  deal  gets  done — one  reason 
their  pay  isn't  linked  to  dealmaking  the 
way  equity  analysts'  has  been. 

Research  shows  that  Wall  Street 
economists  do  have  biases  in  their  fore- 
casts, but  not  the  kind  requiring  gov- 
ernment action.  The  New  York  Federal 
Reserve  Bank  found  in  1997  that  eco- 
nomic forecasters  at  securities  firms 
tended  to  take  more  extreme  views, 
both  optimistic  and  pessimistic,  than 
those  at  banks,  presumably  to  get  at- 
tention for  their  employers.  "You  tend 
to  be  ignored  if  you're  not  saying  some- 
thing very  radical,"  observes  Steven 
Wieting,  senior  economist  at  Salomon 
Smith  Barney,  w7hose  economics  and 
forecasting  group  is  separate  from  the 
other  research  functions. 

By  Margaret  Popper 
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1]  In  the  game  of  e-business,  increased  speed  to  market 
never  goes  out  of  style.  With  a  seamless  infrastructure  I 
on  open  standards,  you  can  be  a  supply  chain  all-star. 

2]  IBM  has  end-to-end  open  e-business  infrastructure  solj 
to  help  you  integrate  your  systems  with  your  vendors, 
suppliers,  buyers  and  customers.  So  they  can  connect  | 
you  inside  and  out.  Openness.  It's  what's  "in." 

3]  For  more  Winning  Plays,  visit  ibm.com/e-business! 
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We  celebrate  three  educators 
at  the  head  of  their  class. 


For  1 5  years,  we  have  recognized  educators 
whose  innovations  and  leadership  have  raised 
the  bar  for  the  field  of  education.  This  year's 
distinguished  board  of  judges  selected  a  trio  of 
honorees  who  have  had  innumerable  successes, 
most  importantly  the  success  of  their  students. 

As  part  of  The  McGraw-Hill  Companies' 
support  for  education,  The  Harold  W.  McGraw, 
Jr.  Prize  in  Education  was  established  in  1988  to 
mark  the  corporation's  100th  anniversary  and 
to  honor  its  Chairman  Emeritus  for  his  lifelong 
commitment  to  education.  The  award  salutes 
those  who  have  had  a  meaningful  impact  on  others. 


»]:M*m\:\kmu\i'L\\ 


As  a  community  organizer,  education  refon 
three  innovative  schools,  Dennis  Littky  has  spent  the  lasi 
working  tirelessly  to  radically  change  the  education  system.  A  i 
local  and  national  levels.  Littky  has  helped  to  launch  a  moverre 
educate  "one  student  at  a  time.'  As  co-director  of  The  Big  Pic- 
Company.  Littky  is  currently  working  to  implement  in  cities  acre 
country  the  successful  design  of  The  Met  High  School  in  Provic 
Rhode  Island,  which  he  co-founded  in  1996. 

Littky  s  educational  philosophy  begins  with  asking.  'What  is  tx 
kids?"  and  designing  small  school  environments  that  exem: 
answer.  With  personalized  learning  plans,  true  family  engage' 
authentic  projects  in  real-world  settings,  and  portfolio-based 
assessments,  the  Met  has  seen  98%  of  its  graduates  acceptei 
Littky  is  also  committed  to  mentoring  visionary  school  ieade' 
expanded  his  internship-based  Principal  Residency  Network 
aspiring  and  veteran  principal  teams  in  Rhode  Island,  Bostc 
Hampshire  and  Vermont. 


DR.  LIBIA  SOCORRO  GIL 

As  superintendent  of  California's  largest  K-6  school  d 
Dr.  Libia  Socorro  Gil  has  worked  hard  to  transform  the  C 
lementary  School  District  into  a  place  where  high  standa 
for  instructional  staff  and  students,  and  where  schools  are  giver  I 
the  support  they  need  to  succeed.   In  Chula  Vista,  a  district  wt& 
incredibly  fast-growing  and  increasingly  multicultural  student  pec . 
Dr.  Gil  has  maintained  a  steady  focus  on  improving  student  perfc 
and  has  achieved  consistently  positive  results. 

Gil  has  wisely  used  the  knowledge  she  acquired  during  her  ye) 
as  a  teacher  and  administrator  to  restructure  the  administrative 
to  better  serve  schools  within  the  district.  She  has  emphasizec 
accountability  in  addition  to  high  standards  and  has  overseen 
development  of  a  district-wide  system  for  data  collection.  Under 
leadership,  student  achievement  in  Chula  Vista  has  steadily  mere 
Gil  has  also  placed  an  emphasis  on  recruiting  high-quality  edu 
including  hundreds  of  new  bilingual  teachers  and  principals. 


Each  of  this  year's  honorees  has  made  the 
world  of  education  their  classroom.  They  have 
reinvented  their  profession,  and  in  a  lifetime  of 
doing  so,  they  have  not  only  helped  their  students 
advance  —  they've  helped  education  itself  advance. 


We  are  honored  to  salute  them. 


RIC  J.  SMITH 

During  his  tenure  as  superintendent  of  the  Charlotte-fvV 
Schools  (CMS)  between  1995  and  2002,  Eric  Smith's  focus  or 
academic  standards  for  all  students  and  providing  equal  ac 
rigorous  courses  paid  off.  He  is  credited  with  turning  this  schc 
into  a  place  where  all  children  are  able  to  realize  their  poterr 
Under  his  leadership,  student  scores  on  statewide  reading  a 
mathematics  assessments  rose  dramatically  throughout  the 
across  all  race  and  income  levels,  and  the  achievement  gap 
minority  and  majority  students  decreased. 

Smith's  accomplishments  in  the  Charlotte-Mecklenberg  Scr 
include  innovative  programs  in  early  childhood  education.  H 
Beginnings"  program,  a  literacy-based  preschool  program,  is 
at-risk  four-year-olds  to  enter  CMS  kindergarten  classes  ready  t 
on  par  with  their  more  affluent  peers.  Smith  is  now  bringing  : 
leadership  and  results-oriented  approach  to  the  Anne  Arund t 
Public  Schools  in  Maryland. 
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ONSUMERS:  STILL  SOME  PLUSES 
MONG  THE  MINUSES 

b  markets  are  stabilizing,  and  mortgage  refis  are  fattening  wallets 
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For  almost  two  years  now, 

consumers  have  done  all  the 

lifting  in  this  economy.  Their  steadfast  spending, 

h  accounts  for  two-thirds  of  gross  domestic  product, 

the  recession  one  of  the  shallowest  on  record,  and 

g  demand  by  households  almost  single-handedly 

p-started  the  recovery.  The  question  now:  With 

nesses  still  generally  gun-shy  about  the  future, 

consumers  continue  to  lead  the  economy  into  2003? 

The  outlook  for  consumer 
spending  is  still  a  mixed  bag, 
but   the   pluses   continue   to 
dominate  the  minuses.  To  be 
sure,  September  wasn't  a  good 
month  for  consumer  buying,  a 
sign  that  fourth-quarter  spend- 
ing is  unlikely  to  match  the 
strong  third-quarter  advance 
of  about  4%.  But  don't  sell 
households  short  just  yet.  Af- 
ter all,  month-to-month  buy- 
trends  have  been  erratic  all  year,  especially  given 
on-again,  off-again  "free-money"  deals  that  caused 
ups  and  downs  in  car  sales. 

ore  important,  the  news  about  the  September  labor 
kets  wasn't  as  bad  as  widely  feared  (chart).  Despite 
p  in  September  payrolls,  revised  August  employ- 
t  gains  were  three  times  larger  than  first  reported, 
irs  worked  are  rising,  and  weekly  pay  continues 
utpace  inflation.  Plus,  as  mortgage  rates  fall  further, 
nancing  is  setting  records.  Extra  money  from 
louts  and  lower  monthly  payments  will  give  con- 
ers  some  extra  buying  power  in  the  fourth  quarter. 

IT  S  GOOD,  BECAUSE  the  economy  may  need 
e  help  this  quarter.  The  stock  market  plunge  is 
?hing  heavily  on  both  businesses  and  consumers, 

confidence  remains  fragile,  especially  as  the  U.S. 
ears  to  be  getting  closer  to  invading  Iraq,  with 
nown  consequences  for  oil  prices  and  geopolitics, 
onsumer  spending  numbers  will  also  take  a  hit 
n  an  expected  swing  in  vehicle  sales.  Thanks  to 
>-percent  financing,  light  trucks  and  cars  sold  at 
mnual  rate  of  17.8  million  in  the  third  quarter.  The 
i  this  quarter  is  expected  to  fall  by  about  1  million, 
^er  car  sales  are  a  big  reason  spending  won't  be  as 
»ng  this  quarter  as  it  was  in  the  third,  and  neither 

be  the  rise  in  overall  gross  domestic  product. 
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At  least  the  fourth-quarter  outlook  got  one  unex- 
pected piece  of  good  news  on  Oct.  8,  when  President 
George  W.  Bush  ordered  an  80-day  "cooling  off'  period 
for  the  West  Coast  dock  shutdown.  Bush's  use  of  the 
Taft-Hartley  Act  means  that  the  economy  might  re- 
cover some  of  the  lost  activity  caused  by  the  10-day 
port  closure.  Even  so,  the  shutdown  might  skew  some 
of  the  October  data,  especially  foreign  trade  and  jobless 
claims,  and  the  backlog  of  imports  and  exports  will 
take  weeks  to  clear  out. 

The  effects  of  the  dock 
shutdown  are  only  temporary, 
however.  Consumer  spending, 
and  thus  the  economy,  de- 
pends more  lastingly  on  job 
prospects.  So  the  best  news 
for  the  outlook  is  that  the  la- 
bor markets,  although  still 
weak,  have  at  least  stabilized. 
Despite  the  decline  of  43,000 
in  September  payrolls,  jobs 
have  grown  ever  so  slightly 
for  two  quarters  in  a  row,  after  huge  losses  in  the 
previous  year.  Even  with  the  September  dip,  payroll  in- 
creases have  averaged  35,000  per  month  since  April. 
Manufacturing,  which  shed  another  35,000  workers  in 
September,  continues  to  bear  the  brunt  of  the  job  loss- 
es. Excluding  factory  payrolls,  monthly  job  gains  have 
averaged  66,000  since  April. 

MOREOVER,  PAY  GAINS  for  those  workers  on  the 
job  are  holding  up  fairly  well  (chart).  Hourly  earnings  of 
production  workers  posted  good  increases  in  both  Au- 
gust and  September.  Although  the  yearly  growth  in  pay 
slowed  this  year,  hourly  earnings  are  still  rising  3%. 
With  inflation  well  below  that  pace,  the  buying  power  of 
workers  is  growing. 

Plus,  hours  worked  in  September  rose  for  the  second 
consecutive  month,  recovering  all  of  the  July  drop  and 
allaying  fears  of  a  double-dip  recession.  The  sharp  de- 
cline in  July  hours  might  have  been  a  knee-jerk  reac- 
tion by  businesses  to  the  summer's  stock  market  slide. 
But  after  that,  the  workweek  rose  by  6  minutes  in 
August  and  12  minutes  in  September,  to  34.3  hours. 
That  rebound  is  important,  because  a  longer  work- 
week often  precedes  hiring. 

With  gains  in  both  hourly  pay  and  hours  worked, 
weekly  pay  in  September  jumped  by  0.9%,  the  largest 
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monthly  increase  in  five  years.  That  puts  pay  on  a  sol- 
id footing  heading  into  the  fourth  quarter.  Measured 
from  the  year  before,  weekly  pay  in  September  grew  at 
a  healthy  3.7%  clip. 

CLEARLY,  JOB  GAINS  remain  far  too  slim  to  keep  the 
unemployment  rate  down,  so  labor  jitters  won't  com- 
pletely disappear.  The  September  drop  in  joblessness,  to 
5.6%,  might  have  eased  some  of  those  concerns,  but  the 
decline,  from  5.9%  in  July,  will  almost  certainly  be  re- 
versed in  coming  months.  Typically,  payrolls  have  to 
grow  by  more  than  150,000  per  month  to  reduce  the 
unemployment  rate.  Given  the  high  rate  of  productivi- 
ty, hiring  is  unlikely  to  get  that  strong  anytime  soon. 
The  drop  in  the  jobless  rate  points  up  the  dichotomy 
between  the  two  surveys  that  go  into  the  Labor  Dept.'s 
employment  report.  The  household  survey,  from  which 
the  unemployment  data  are  derived,  is  separate  from 
the  survey  of  businesses  that  produces  the  payroll 
data.  The  September  phone  survey  of  households  shows 
that  employment  rose  1.1  million  from  July  to  September. 
That's  the  fastest  two-month  gain  in  12  years,  sur- 
passing the  hiring  boom  of  the  late  1990s.  In  the 
survey's  defense,  it  often  picks  up  new  hiring 
strength  at  turning  points  in  the  business  cycle  be- 
fore the  payroll  survey,  but  results  of  this  magnitude 
look  especially  odd  in  light  of  other  trends  in  the 
economy. 


GERMANY 


REFI CASHOUTS  Wll 
BOOST  CONSUMER  SPEM 
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Because  of  strong  productivity  growth,  the  econoi 
3%  pace  over  the  past  year  should  be  about  suffic 
to  keep  the  unemployment  rate  from  rising  much  al 
6%»  However,  with  more  output  coming  from  pro* 
tivity  gains  than  from  new  jobs,  the  rate  could  reri 
uncomfortably  high  for  some  time. 

It  isn't  just  the  labor  mar- 
ket that  provides  optimism 
about  the  consumer  sector. 
Homeowners  are  getting  a  fi- 
nancial boost  from  the  record 
wave  of  refinancings.  In  early 
October,  loan  applications  to 
refinance  an  existing  mortgage 
soared  to  a  record  that  was 
25%  above  the  previous  high 
set  in  2001  (chart).  Low  rates 
are  also  enabling  consumers 
to  use  home-equity  loans  in  place  of  other  debt, 
stallment  credit  has  slowed  from  its  pace  of  2000 
2001.  That  has  allowed  debt  outstanding  as  a  perc» 
age  of  disposable  income  to  slip  from  a  high  of  22.5C/ 
late  2001. 

In  the  end,  though,  the  labor  market  will  be 
main  driver  of  consumer  confidence  and  spending  hal 
The  September  job  report  indicates  the  worst  is  o 
And  while  consumer  spending  won't  be  gangbusi 
this  quarter,  it  will  be  a  plus  for  real  GDP  growth. 
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THIS  SLUMP  COULD  BE  INFECTIOUS 


Just  how  bad  is  Germany's 
slowdown?  Although  signs  of 
weakening  have  been  multiplying 
since  spring,  the  latest  data  sug- 
gest the  euro  zone's  largest  econ- 
omy could  hamper  recovery  in 
the  entire  region. 

Germany's  manufac- 
turing sector  is  getting 
hit  by  softer  domestic 
demand  and  exports. 
In  September,  the  pur- 
chasing managers'  in- 
dex slipped  to  48.9%, 
and,  while  industrial 
output  rose  1.8%,  the 
Finance  Ministry  said 
the  number  may  be  re- 
vised lower. 

The  future  looks  equally  grim. 
Although  factory  orders  rose 
1.7%  in  August,  it  was  the  first 
gain  in  three  months.  And  the  ifo 
Institute  reports  executives  are 


GERMAN  JOBLESSNESS 
REMAINS  VERY  HIGH 
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growing  more  pessimistic.  Little 
wonder,  then,  that  the  European 
Commission's  indexes  of  industrial 
confidence  show  German  busi- 
nesses are  the  most  downbeat  of 
all  in  the  euro  zone. 

Surprisingly,  Ger- 
man consumers  are 
slightly  more  confi- 
dent about  their  econ- 
omy than  other  euro 
zone  residents.  But 
they  still  remain  wary 
about  their  individual 
fortunes.  That  may 
reflect  the  weakness 
in  the  labor  markets. 
The  number  of  unem- 
ployed fell  by  a  slim  1,000  in  Sep- 
tember, and  the  jobless  rate  re- 
mained at  a  high  9.8%. 

Growth  in  Germany's  real  gross 
domestic  product  is  likely  to  slow 
sharply  in  the  second  half  from 
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the  1.1%  annual  rate  in  the  first 
two  quarters,  in  part  because  of 
activity  lost  during  the  summer 
floods.  And  the  government  has 
cut  its  forecast  for  2003  growth 
1.5%,  from  2.5%.  Since  Germany 
is  a  prime  market  for  other  euro 
zone  products  and  attracts  foreigj 
capital,  its  slowdown  will  curtail 
trade  and  investment  flows  for 
the  entire  region  well  into  2003. 

Prime  Minister  Gerhard 
Schroder,  reelected  in  late  Sep- 
tember, is  responding  to  the 
slump  by  reshuffling  his  cabinet 
and  moving  ahead  with  labor  re- 
forms. Germany's  weakness  is  al$ 
raising  expectations  among  in- 
vestors that  the  European  Cen- 
tral Bank  will  cut  rates  again  be 
fore  the  end  of  the  year.  These 
moves  will  help  2003  growth,  bul 
they  will  come  too  late  to  revers 
this  year's  slide. 
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News:  Analysis  &  Commentary 


PRICES  JUST 
KEEP  PLUNGING 


Fears  of  deflation 
are  growing  as 
a  profit  squeeze 
prompts  more  cuts 

The  economy  is  growing,  and 
consumers,  who  still  seem  to 
have  plenty  of  cash  to  spend, 
are  turning  out  in  droves  to 
buy  houses,  autos,  and  lots,  lots 
more.  So  are  stores  and  goods 
makers  jacking  up  prices?  Hardly.  In 
these  topsy-turvey  times,  the  opposite  is 
more  often  the  case.  One  recent  exam- 
ple: On  Oct.  4,  Danbury  (Conn.)'s  Ethan 
Allen  Interiors  Inc.  slashed  retail  prices 
on  entry-level  furniture 
lines  by  up  to  20%.  "We 
thought  it  was  a  good 
time  to  grab  market 
share,"  says  ceo  M.  Fa- 
rooq  Kathwari. 

A  smart  business 
move?  Could  be.  A 
break  for  consumers? 
Certainly.  But  one  that, 
taken  with  all  the  simi- 
lar decisions  being  made 
by  businesses  across  the 
economic  spectrum,  has 
troubling  implications. 
Huge  swaths  of  the  economy  are  facing 
ever-weakening  pricing  power;  indeed,  in 
many  sectors,  prices  are  tumbling  out- 
right. Capital  goods,  apparel,  furniture, 
long-distance  telephone  services,  auto- 
mobiles, lodging,  appliances,  online  de- 
livery charges,  and  airfares  are  all 
falling — in  some  cases,  at  double-digit 
rates.  Says  Richard  A.  Galanti,  cfo  at 
discount  retailer  Costco  Wholesale 
Corp.:  "Deflation  is  across  the  board." 

Fortunately,  that's  a  bit  of  an  exag- 
geration. The  real  problem  for  most 
companies  today  is  disinflation 
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slowdown  in  the  rate  of  price  hikes.  For 
consumers,  prices  rose  a  mere  1.8% 
from  August,  2001,  to  August,  2002. 
That's  roughly  half  the  rate  in  2000, 
when  retail  inflation  was  3.4%.  And 
overall,  prices  for  consumers  and  busi- 
nesses combined  are  increasing  at  the 
slowest  pace  in  almost  50  years,  ac- 
cording to  the  Commerce  Dept. 

In  inflation-fighting  times,  that  would 
be  hailed  as  good  news.  No  longer.  The 
lack  of  pricing  power  is  cramping  busi- 
ness and  could  end  up  damaging  the 
entire    economy.    Profits    are    being 
squeezed,  forcing  employers  to  cut  costs 
and  people  wherever  they  can.  That 
means  less  capital  investment  or  spend- 
ing on  research  and  development  and 
higher  real  borrowing  costs  (page  41). 
It  also  means  more  outsourcing  to  low- 
cost  sites  outside  the  U.S.  This  penny- 
pinching  could  slow 
the  recovery  and  ul- 
timately lead  to  a 
deflationary  spiral — 
a     condition     the 
U.  S.   hasn't   seen 
since  the  1930s. 

Of  course,  some 
prices  have  been 
falling  for  years. 
That's  especially 
true    for    com- 
puters,      con- 
sumer     elec- 
tronics,    and 
industrial  goods  such  as  steel. 
And    price    wars    typically 
break  out  during  recessions 
as  vendors  battle  for  con- 
sumers. But  something  new 
and  troubling  may  be  hap- 
pening today.  Excess  ca- 
pacity is  growing  around 
the  world,  particularly  as 
products  from  low-wage 
China   appear   in   more 
and  more  sectors.  Mean- 
time, demand  in  many 
industries  is  fizzling.  In 
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tion,  the  recent  surge  in  productiv- 
s  encouraging  the  efficient  to  slash 
■is,  forcing  rivals  to  match  their  dis- 
ts  or  lose  share. 

"hat's  most  worrisome,  many  econo- 

s  say.  is  that  price-cutting  is  now 

ading  from  manufacturing  to  the 

ly  bigger  service  sector.  Says  Mor- 

Stanley  chief  economist  Stephen  S. 

?h:  "The  U.S.  is  in  the  throes  of 

most  disinflationary  pricing  cycle 

experienced  in  services." 

ederal  Reserve  Board  Chairman 

f  Greenspan  and  others  at  the  cen- 

bank  jare  taking  notice.  While  the 

Fed  has  long  sought  price 

stability,  its  pol- 


r* 


icymakers  are  concerned  that  the 
spreading  price  malaise  is  symptomatic 
of  the  general  weakness  in  the  recovery. 
And  they  recognize  the  dangers  to  the 
economy  should  disinflation  turn  into  an 
unstoppable  downward  price  spiral.  De- 
flation "wasn't  even  on  radar  screens  in 
past  recoveries,"  said  Richmond  Feder- 
al Reserve  President  J.  Alfred  Broaddus 
Jr.  in  an  Oct.  2  speech.  Now,  "it  is  in  the 
range  of  plausible  risks." 

Of  course,  the  strongest  and  most  ef- 
ficient companies  are  handling  pricing 
pressures  with  relative  ease.  Southwest 
Airlines  Co.  can  still  make  money  with 
its  discount  fares  even  as  other  carriers 
lose  record  sums.  Why?  Its  expenses  are 
29%  below  the  industry  average,  accord- 
ing to  an  Oct.  9  study  by  Uni- 
^^^^^  sys  R2A  Transportation 
^^   Management  Consul- 
^    tants.  "We're  pre- 
pared for  a  weak 
environment  like 
this,"  says  South- 
west Airlines  cfo 
Gary  C.  Kelly. 

Others  are  roll- 
ing out  must-have 
offerings  that  car- 
ry higher  markups. 
As  prices  drop  in 
low-end  appliances, 
General  Electric  Co. 
is  pushing  high-end 
refrigerators  that  list 
for  $2,099  to  tap  into 
the  high-margin  luxu- 
ry-goods market.  Pepsi- 
Co Inc.  is  pursuing  a 
margin-boosting  strate- 
gy   with    bite-size    Go 
Snacks  chips,  which  have 
become  big  hits  despite 
higher  prices  through  con- 
venient canister  packaging. 
But  many  more  compa- 
nies are  using  slash-and- 
burn  tactics,  such  as  chop- 
ping budgets  and  payrolls. 
^US  Airways  Group  Inc.  an- 
nounced on  Oct.  8  the  fur- 
lough  of  642   people.    Days 
earlier,   Northwest   Airlines 
Corp.  and  Delta  Air  Lines  Inc. 
said  they'll  dismiss  3,100  flight 
attendants.  Still,  big  carriers 
could  lose  as  much  as  $8  billion 
in  2002. 

A  glut  in  goods  and  services 

is  why  many  businesses  lack  the 

power  to  nudge  prices  higher.  To 

be  sure,  many  companies  have  cut 

back  on  capacity,  shutting  factories 

offices  and  exiting  markets.  Yet 

e  cuts  haven't  been  enough,  given 


current  demand  levels.  Excess  capacity 
exists  in  everything  from  telecom  and 
aluminum  smelting  to  banking  and  retail 
stores.  And  the  rise  of  production  in 
extremely  low-cost  countries,  especially 
China,  is  exacerbating  price  pressures  in 
an  array  of  industries. 

As  disinflation  spreads,  it  is  clearly 
making  its  way  toward  services.  Lisa 
Smith,  a  director  at  legal-management 
consultant  Hildebrandt  Inc.,  estimates 
that  revenues  at  some  top  law  firms 
could  slump  10%  this  year  as  clients 
balk  at  paying  quoted  rates.  "Clients 
are  looking  at  bills  and  saying:  'This  is 
too  high,'"  says  Smith. 

Other  service  industries  are  reacting 
to  excess  capacity  and  weak  demand 
with  savage  price  wars,  further  de- 
pressing prices.  In  telecom,  the  long- 
distance carriers  and  the  so-called  Baby 
Bells  all  built  competing  networks  over 
the  past  several  years,  anticipating  ever- 
growing demand.  That  miscalculation 
has  sent  many  into  bankruptcy  and  is 
causing  prices  to  tumble  as  the  sur- 
vivors square  off  for  battle  (page  40). 
SBC  Communications  Inc.  has  shaved 
33%  off  its  rates  in  Michigan  since  Feb- 
ruary, largely  because  of  recent  offerings 
from  AT&T  and  mci  WorldCom.  To  pay 
for  that,  SBC  also  announced  that  it  will 
slash  11,000  jobs. 

Sales  of  PCs  and  other  high-tech  gear 
are  also  struggling  despite  PC  prices 
that  are  over  20%  lower  than  a  year 
ago.  "Almost  no  price  is  low  enough  to 
encourage  information-technology  buy- 
ers," says  Robert  B.  Austrian,  an  IT  an- 
alyst at  Banc  of  America  Securities  LLC. 
"There's  a  virtual  buyers'  strike." 

That's  not  true  across  the  board,  of 
course.  Health-care  prices  are  rising  by 
double  digits,  while  car-  and  home-insur- 
ance premiums  are  rising  at  jaw-drop- 
ping rates  as  insurers  try  to  recoup  out- 
lays from  September  11.  And  companies 
with  unique  products  or  monopolies  also 
can  raise  prices  almost  at  will.  Microsoft 
Corp.  has  just  launched  a  new  licensing 
program  that  ups  prices  for  at  least  20% 
of  its  business  customers  (page  68). 

But  in  far  too  many  industries,  too 
much  supply  chasing  too  little  demand 
means  weak  pricing,  and  an  almost  in- 
evitable shakeout  ahead.  "We  have  too 
many  businesses,"  says  Northern  Trust 
Corp.  chief  economist  Paul  Kasriel,  "and 
they  can't  all  make  it."  Consumers  who 
hang  on  to  their  jobs  will  benefit.  But 
the  looming  shakeout  will  be  a  tough 
trade-off  in  the  battle  against  inflation. 

By  Michael  Arndt  in  Chicago,  with 
Charles  Haddad  in  Atlanta,  Rich  Miller 
in  Washington,  Jim  Kerstetter  in  San 
Mateo,  and  bureau  reports 
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By  Mike  France 


BANKRUPTCY  REFORM  WONT  FIX  TELECi 


GARY  WINNICK 


Here  we  go  again.  The 
economy  is  stagnat- 
ing, prices  are  falling, 
capacity  is  languish- 
ing— and  executives  are 
starting  to  grumble  about 
the  bankruptcy  system. 
Their  complaint:  Rather 
than  kill  weak  companies, 
the  law  allows  too  many 
poorly  managed  outfits  to 
return  to  life  with  sharply 
reduced  costs.  The  latest 
example:  telecommunica- 
tions, where  dozens  of  bank-  " 
rupt  companies  are  trying  to  remain 
alive,  even  though  there  is  at  least  50 
times  too  much  long-distance  capacity. 
These  unfairly  advantaged  competitors, 
the  story  goes,  drive  prices  to  unrealis- 
tically  low  levels,  prevent  the  reduction 
in  capacity  needed  to  restore  the  indus- 
try's economic  health — and  frequently 
wind  up  going  out  of  business  anyway. 
Sounds  like  a  reasonable  argument, 
doesn't  it?  Already,  managers  in  some 
troubled  industries  are  calling  for  a  re- 
form of  bankruptcy  laws.  But  the  no- 
tion that  there's  something  fundamen- 
tally wrong  with  the  bankruptcy  code  is 
one  most  independent  economists  and 
legal  experts  dismiss.  While  the  Ameri- 


rate  losers  to  limp  along  for 
way  too  long — and  that,  in 
turn,  results  in  weak  pricing 
— there's  little  evidence  this 
hurts  the  economy. 

Instead,  more  competition 
means  consumers  spend  less, 
while  corporate  rivals  shed 
costs.  As  a  result,  there's 
virtually  no  momentum  for   '. 
legislation  that  would 
rewrite  the  laws  of  corporate 
bankruptcy.  Companies 
"cloak  their  critique  of  the 
"  bankruptcy  law  in  this  broad 
social  welfare  argument,"  says  Harvard 
University  economics  professor  Oliver 
Hart.  "But  it  just  isn't  believable." 

But  don't  expect  the  debate  to  die 
out.  The  statistics  on  bankruptcy  are 
sobering.  According  to  Lynn  M.  LoPuc- 
ki,  a  bankruptcy  professor  at  the  Uni- 
versity of  California  at  Los  Angeles  law 
school,  about  one-quarter  of  all  compa- 
nies that  reorganize  under  Chapter  11 
go  into  liquidation,  merge  in  distress, 
or  refile  for  bankruptcy  within  five 
years.  The  Chapter  11  rules  "will  ac- 
tually lengthen  the  time  period  for 
[the  telecom]  industry  to  recover," 
says  Evercore  Partners  Vice-Chair- 
man Michael  J.  Price,  a  veteran  tele- 


can  system  does  allow  too  many  corpo-       com  investor.  On  Oct.  1,  he  told  the 


Senate  Commerce  Committee 
agement  teams  that  have  ove 
themselves  get  to  wipe  out  tr 
in  Chapter  11  and  start  with 
vantaged  capital  structure.  Tr 
that  capacity  does  not  go  aw; 
Indeed,  nowhere  will  the  di 
verberate  more  in  the  coming 
and  years  than  in  the  troublec 
sector.  Several  bankrupt  comj: 
likely  to  reemerge  from  Chapi 
even  though  they  are  unlikely 
Global  Crossing  Ltd.,  for  one, 
out  of  bankruptcy  with  much 
but  critics  say  it  is  overly  dep 
the  long-distance  and  internal 
phone  markets,  which  already 
major  overcapacity.  Besides,  tl 
is  in  tatters  because  of  allegat: 
accounting  shenanigans  doggin 
ny  founder  Gary  Winnick. 

As  for  WorldCom  Inc.,  the 
strength,  so  proudly  trumpetec 
ceo  Bernard  J.  Ebbers,  has  be 
^^  to  be  illusory, 

has  enormo 


THE  UNDEAD 


Companies  reorganizing  under 
Chapter  11  haunt  several  industries: 


ty  under  i 
and  man} 
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TELECOMMUNICATIONS  Less 
than  2%  of  long-distance  capaci- 
ty is  currently  in  use,  putting 
enormous  pricing  pressure  on  the 
industry.  With  dozens  of  failed 
carriers  attempting  to  reorganize, 
there's  no  way  most  of  them  can 
succeed.  Some  execs  are  now 
pushing  for  bankruptcy  reform. 

AIRLINES  US  Airways  is  in  Chap- 
ter 11,  and  more  carriers  could 
follow.  In  the  early  '90s,  then- 
American  Airlines  CEO  Robert 
Crandall  stirred  controversy  by 
arguing  that  the  lengthy  reorgani- 
zations of  Continental  and  others 
were  hurting  the  industry. 


STEEL  Thanks  to  global  overca- 
pacity, three-dozen  compa- 
nies have  declared  bank- 
ruptcy since  1998.  The 
bankrupt  include  three  of 
the  top  five  steelmakers 
— each  of  which  is  still 
in  business. 

RETAIL  Kmart  is  in 
Chapter  11,  and  more 
filings  loom.  The 
sector  is  littered  with 
failures  at 
reorganization, 
including  Bradlees, 
Ames  Dept.  Stores, 
and  Montgomery  Ward. 
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clear:  that  these  and  other 
companies  could  depress  prices 
g  the  entire  sector's  health  will 

Ied.  Critics  say  this  will  retard 
a  and  lead  to  unnecessary  job 
,'s  as  if  companies  are  coming 
fe  as  zombies,"  says  telecom  an- 
an  Kalla  of  investment  company 
i,  Billings,  Ramsey  &  Co.  "We 
zombies  to  die." 
rguments  are  old  hat  for  air 
which  debated  the  issue  exten- 
.en  Eastern,  Continental,  and 
^jWest  were  attempting  to  reor- 
i  the  early  1990s.  In  a  1993 
lobert  Crandall,  then  American 
nc.  ceo,  attacked  "the  truly 
S.  bankruptcy  system,  which 
ailed  carriers  to  operate  indefi- 
ler  protection  of  the  courts — 
i  ransformed  excess  capacity 
oblem  to  a  disaster." 
■  n  is,  his  scare  stories  didn't 

All  the  apparent  overcapacity 
:.'  hly  1990s  was  put  to  good  use  in 
-fi  ing  economy  that  came  later. 
:.x  le  of  the  few  academic  studies 
insider  whether  companies  in 
ill  harm  their  rivals,  University 
e  nia  at  Berkeley  economist  Sev- 
•  in  nstein  debunked  many  of  Cran- 
r   oments.  His  1995  analysis  "found 
rra  Lee  that  carriers  competing  with 
ien  airlines  cut  their  prices." 
r  lay  not  hold  true  in  telecoms, 
j  ices  have  already  been  slashed. 
i  •  n't  clear  how  Chapter  11  should 
l  A  main  premise  of  the  law  is 
a  best  arbiters  of  a  company's  via- 
>ti   its  creditors.  If  they're  willing 
-  Dre  money  into  a  business,  then 
EE I  little  sense  for  a  judge  to  stop 
e  only  alternative  is  to  encour- 
„   nen  and  women  in  robes  to 
•e  reorganizations — a  "reform" 
d  require  jurists  to  make  judg- 
out  market  structure  and,  in 
;urn  them  into  regulators.  "We 
ee-market  process,"  says  Har- 
School  professor  Elizabeth 
t  is  founded  on  the  idea  that 
interest  of  creditors  will  get  the 
to  the  right  place." 
rse,  things  don't  always  work 
way.  Creditor  committees  and 
of  bankrupt  companies  often 
ptimistic.  Their  bad  decisions 
.Is  and  may  even  slow  down  the 
rationalization  of  some  indus- 
t  the  alternative — encouraging 
block  more  Chapter  11  reor- 
s — would  clearly  be  worse. 
Vendy  Zellner  in  Dallas  and 
enbush  in  New  York 


INFLATION-ADJUSTED 
6.  CORPORATE  BOND  RATE 


INTEREST  RATES 

ANOTHER  HURDLE 
THAT'S  TRIPPING 
UP  BUSINESS 

With  pricing  power  weak, 
borrowing  is  just  too  costly 

On  the  face  of  it,  the  cost  of  bor- 
rowing for  corporations  is  dirt 
cheap.  Interest  rates  for  corpo- 
rate bonds  have  fallen  to  their  lowest 
level  since  1968.  The  most  creditwor- 
thy companies  paid  an  average  of  6.3% 
on  their  bonds  in  the  third  quarter  of 
2002,  according  to  the  Federal  Re- 
serve, down  from  7.1%  in  the  first 
quarter  of  2001. 

But  even  as  rates  HflM 
have  fallen,  corporate 
pricing  power  has  de- 
teriorated even  faster. 
As  a  result,  even  low 
interest  rates  can  be 
onerous,  since  compa- 
nies have  to  make 
their  debt  payments 
from  a  flat,  or  even 
falling,  stream  of  rev- 
enue. For  corporations, 
therein  lies  one  of  the 
biggest  dangers  of  a 
near-deflationary  econ- 
omy. 

In  fact,  after  adjust- 
ing for  the  lack  of  pric- 
ing power,  the  true  cost  of  borrowing 
for  companies  has  risen  by  almost  a  full 
percentage  point  since  early  2001.  That's 
a  key  reason  why  U.  S.  businesses  have 
been  unwilling  to  invest,  despite  Federal 
Reserve  Chairman  Alan  Greenspan's  11 
rate  cuts  since  then. 

Hard  to  believe?  Traditionally,  so- 
called  real  interest  rates  are  defined  as 
market  interest  rates  minus  core  con- 
sumer inflation,  which  excludes  volatile 
food  and  energy  prices.  By  this  meas- 
ure, borrowing  for  companies  has  be- 
come cheaper. 

But  the  traditional  measure  is  mis- 
leading. When  it  comes  to  assessing  the 
actual  burden  of  corporate  borrowing, 
it's  more  relevant  to  look  at  how  fast 
companies  can  raise  their  own  prices. 
And  so-called  corporate  inflation 
has  fallen  much  more  steeply 
than  consumer  inflation, 
which  has  been  ^ 


THE  RISING  COST  OF 
CAPITAL  FOR  BUSINESS 
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Of  WAGES  AND  SALARIES  OVER  PREVIOUS  YEAR 

Data:  federal  Reserve,  Bureau  of  Labor  Statistics 


boosted  by  such  noncorporate  items  as 
housing. 

In  the  first  quarter  of  2001,  the  typ- 
ical business  was  able  to  boost  its 
prices  at  a  2%  rate,  according  to  the 
Bureau  of  Labor  Statistics.  Subtracting 
that  from  the  average  7%  bond  rate 
means  that  the  "real"  interest  rate 
faced  by  businesses  was  about  5%. 
Since  then,  the  interest  rate  for  cor- 
porations has  dropped  by  almost  a  per- 
centage point.  But  businesses  are  now 
able  to  raise  their  prices  only  at  a 
0.4%  rate.  The  result:  Real  interest 
rates  for  the  most  creditworthy  of  cor- 
porate borrowers  have  risen  to  5.9% — 
a  higher  rate  than  they  paid  on  aver- 
age during  the  boom  years  of  the 
1990s. 

By  contrast,  consumers  have  seen 
their  real  interest  rates  on  home  loans 
edge  down  over  the  same  period. 
That's  true  when  measured  in  the  usu- 
al way — by  subtract- 
ing the  rate  of  core 
consumer  inflation 
from  the  actual  inter- 
est rates  paid.  But  it's 
also  true  when  the 
nominal  rates  are  ad- 
justed to  reflect  the 
rate  at  which  wages 
are  rising.  Since  the 
beginning  of  the  re- 
cession in  early  2001, 
both  measures  show 
that  inflation  has  come 
down  by  0.5  percent- 
age points,  while  av- 
erage 30-year  fixed 
mortgage  rates  have 
declined  by  0.7  percentage  points.  So 
real  mortgage  rates  have  fallen  from 
3.3%  to  3.1%. 

As  a  result,  the  gap  between  the 
cost  of  capital  for  companies  and  con- 
sumers has  grown  to  about  three  per- 
centage points,  the  widest  it  has  been 
in  the  past  two  decades.  That 
large  gap  goes  a  long  way  to- 
ward explaining  why  con- 
sumers have  been  so  much 
more  free-spending  than 
corporations. 

By  Michael  J.  Mandel 
in  New  York 
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By  Mike  McNamee 


SOUR  NOTES  FROM  PITT'S  ONE-MAN  BAND 


ii 


Securities  &  Exchange  Commis- 
sion Chairman  Harvey  L.  Pitt 
likes  to  claim  credit  for  the  idea 
of  a  strong,  independent  board  to 
oversee  accountants.  Congress  took 
the  idea  and  ran  with  it,  ordering 
the  sec  to  create  the  Public 
Company  Accounting  Over- 
sight Board  (pcaob)  as  the 
centerpiece  of  its  efforts  to 
restore  investor 
confidence.  But 
now  that  the 
board  is  en- 
shrined in  law, 
the  question  is: 
Can  Pitt's  brainchild 
survive  his  clumsy 
efforts  to  set  it  up? 
In  the  latest  ex- 
ample of  his  political 
ineptitude  and  go-it- 
alone  style,  Pitt  may 
have  crippled  the  new 
accounting-oversight 
board.  He's  waffling  in  the 
face  of  gop  opposition  to  the 
sec's  top  candidate  for  chair- 
man, John  H.  Biggs,  the  re- 
tiring ceo  of  pension-  and 
mutual-fund  giant  tiaa-cref 
Pitt  denies  he  ever  offered 
the  job  to  Biggs,  who  declines 
to  comment  on  the  flap.  But 
Biggs's  candidacy  was  advanc- 
ing rapidly:  In  mid-September,  he 
got  an  informal  offer  from  Pitt,  who 
then  encouraged  Biggs  to  talk  to 
Treasury  Secretary  Paul  H.  O'Neill 
and  Federal  Reserve  Chairman  Alan 
Greenspan.  BusinessWeek  has 
learned  that  O'Neill  and  Greenspan — 
who  by  law  must  be  consulted  on  the 
sec's  choices  for  the  board — both 
gave  Biggs  a  thumbs-up. 

The  brouhaha  is  a  sad  but  all-too- 
familiar  sec  spectacle  since  Pitt  came 
on  board.  Throughout  his  14-month 
tenure,  the  sec  chairman  has  sabo- 
taged his  own  efforts  through  a  lack 
of  political  skills.  He  has  met  pri- 
vately with  executives  of  companies 
under  sec  investigation  and  angered 
Capitol  Hill  and  investors  by  work- 
ing closely  with  his  former  account- 
ing clients  even  after  it  was  clear 
that  accountants  bore  much  of  the 
blame  for  the  corporate  crime  wave. 


/ 


Pitt's  earlier  missteps 

hurt  mainly  himself. 

Now,  he's  damaging 

the  whole  SEC 


Rooted  in  his  supreme  self-confi- 
dence and  insular  style,  Pitt's  inepti- 
tude is  nothing  new.  But  whereas  his 
earlier  imbroglios  mainly  hurt  Pitt's 
own  credibility,  this  time  he's  damag- 
ing the  accounting  board  and  the  sec 
itself.  Worse,  his  actions  are  delaying 
the  day  when  investors  can  again 
feel  America's  markets  are  honest. 

For  sec  insiders,  it's  another  blow 


to  morale.  Indeed,  Pitt  has  angered 
them  with  other  unilateral  actions. 
Take  his  Oct.  3  deal  with  New  York 
State  Attorney  General  Eliot  Spitze 
on  policing  Street  analysts:  While  th 
pact  could  bring  tougher  rules  to  in 
vestment  banks,  Pitt  left  other  com 
missioners  and  staff  working  on  ai 
alyst  rules  in  the  dark. 

Staffers,  stretched  to  the  limit 
by  the  collapse  of  En 
ron  Corp.  and  othe 
companies,  feel 
battered  by  the 
scorn  their  boss 
invites.  Many  are 
fed  up  with  Pitt's 
imperious  attitude. 
When  staffers  bring 
him  an  enforcement 
case  that  has  been 
months  in  the  making, 
"he's  eager  to  second 
guess  every  judg- 
ment— it's  his  T'm 
the  smartest  guy  on 
earth'  attitude,"  say? 
a  former  sec  official 
Agency  workers 
aren't  the  only  one^| 
who  seem  upset. 
The  Bush  Adminis 
tration  is  increas- 
ingly worried  that 
the  continued  Pitt- 
falls  could  help  Democrats 
resurrect  corporate  crime  as  a 
campaign  issue.  So  on  Oct.  4,  the 
White  House  assigned  a  press  aide  to 
serve  as  Pitt's  communications  coun- 
selor. But  the  problems  have  already 
led  to  wider  criticism  that  the  agency 
is  being  politicized.  The  move  "con- 
veys an  unfortunate  impression  of  po- 
litical influence  over  an  independent 
agency,"  says  sec  ex-Chairman 
Arthur  Levitt  Jr.  And  on  Oct.  9,  Sen- 
ate Majority  Leader  Tom  Daschle  and 
House  Minority  Leader  Richard  A 
Gephardt  called  for  Pitt  to  step  down. 
To  help  keep  Pitt  out  of  the  news, 
however,  the  Administration  won't  pu1 
any  pressure  on  him  to  resign,  at 
least  until  after  the  election. 

Yet  Pitt  manages  to  keep  the  sto- 
ry alive,  all  by  himself.  The  nation's 
top  securities  lawyer  is  playing  with 
legal  technicalities  when  he  insists 
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that  he  never  offered  Biggs  the 
pcaob  job.  His  reasoning:  Only  the 
full  sec,  by  public  vote,  can  appoint 
members  to  the  accounting  board. 
But  in  a  mating  dance  familiar  to 
anyone  who  has  ever  been  consid- 
ered for  a  sensitive  job,  Pitt  and 
Commissioner  Harvey  J.  Goldschmid, 
a  Democrat,  made  it  clear  that  Biggs 
was  the  sec's  top  choice  to  chair  the 
board,  according  to  well-informed 
sources.  With  Pitt's  encouragement. 
Biggs  then  met  with  the  sec's  other 
three  commissioners  and  called 
O'Neill  and  Greenspan. 

But  then,  word  of  the  offer  got 
out — and  Capitol  Hill  Republicans 
balked.  Biggs  strongly  advocates 
higher  standards  for  auditors,  includ- 
ing strict  limits  on  accounting  firms' 
consulting  for  audit  clients  and  regu- 
lar rotation  of  audit  firms.  Before 
long,  House  Financial  Services  Com- 
mittee Chairman  Michael  G.  Oxley 
(R-Ohio)  let  it  be  known  that  he 
wanted  a  more  "moderate"  chairman. 


The  one  solid  gain- 
creating  a  needed 
industry  watchdog- 
now  looks  threatened 


So  Pitt  has  warned  Biggs  that  he 
might  withdraw  his  support. 

Pitt's  actions  are  baffling.  "He  has 
snatched  defeat  from  the  hands  of  vic- 
tory," says  one  lobbyist.  Working  with 
Goldschmid.  Pitt  was  all  set  to  bur- 
nish his  reform  credentials  by  naming 
the  respected  Biggs.  "Although  the 
big  auditing  firms  may  long  for  a  tail- 
wagging  puppy  to  be  chairman  of  the 
new  board,  the  American  public  wants 
and  deserves  a  much-needed  watch- 
dog," says  Berkshire  Hathaway  ceo 
Warren  E.  Buffett,  who  endorses 
Biggs.  But  Pitt  failed  to  take  pre- 


cautions— such  as  clearing  his  candi- 
date with  his  own  party's  leaders. 

Worse,  once  he  ran  into  opposition! 
Pitt  didn't  defend  his  choice.  Instead! 
he  blames  unnamed  foes  for  using 
"false  stories  planted  in  the  press"  t<  I 
try  to  "coerce"  the  sec  to  name  BiggJ 
The  leakers,  Pitt  says,  are  trying  to 
politicize  the  pcaob.  But  it's  Pitt's 
missteps  that  created  the  opening  fo:| 
a  public,  political  battle. 

In  the  end,  Pitt  could  be  a  two- 
way  loser.  Biggs  and  other  candi- 
dates may  see  the  pcaob  job,  alreadi 
a  huge  challenge,  as  too  explosive  tcj 
touch.  And  Pitt's  one  accomplish- 
ment— the  creation  of  what  pror 
to  be  a  strong  accounting  industry 
watchdog — now  seems  threatened  sl:\ 
well.  For  a  nation  of  investors  eagerj 
ly  awaiting  signs  that  markets  can 
again  be  trusted,  that's  a  sad  out- 
come indeed. 

McNamee  covers  the  st 
from  Washington 


% 


THE  WRANGLING  OVER  REFORM  IS  FAR  FROM  OVER 

Combat  over  who  will  head  the  new  accounting-oversight  board  is  just  the  first  salvo  in  what  nmy  be  a 
yearlong  fight  to  flesh  out  reforms  called  for  in  the  Sarbanes-Oxley  Act  Expect  plenty  of  heated 
wrangling  among  regulators,  accountants,  corporations,  and  lawyers  as  the  board  and  the  sec  struggle 
to  write  the  new  rules  of  the  road  for  accounting.  Here  are  where  the  conflicts  are  shaping  up: 


AUDIT  STANDARDS 


Accountants  must 
use  specific  guidelines  that  dictate  how  they 
verify  a  company's  numbers  when  auditing  its  books.  The 
Sarbanes-Oxley  Act  lets  the  oversight  board  decide  which 
standards  to  use.  The  accounting  industry  wants  the  board 
to  adopt  the  profession's  existing  audit  guidelines.  A  key 
reason  accountants  oppose  TIAA-CREF  CEO  John  H. 
Biggs's  appointment  as  board  chairman  is  that  he  would 
likely  nix  this  idea  in  favor  of  the  board  crafting  its  own, 
tighter  standards.  DEADLINE:  None. 


AUDITOR  INDEPENDENCE 


The  statute  bars 
auditors  from  performing  eight  kinds  of  services  for 
their  audit  clients — including  designing  financial- 
information  systems  and  performing  internal  audits. 
Sounds  good,  but  the  SEC  will  write  the  rules  that 
define  those  services.  Expect  a  huge  lobbying  campaign 
by  accountants  looking  for  loose  definitions  that  permit 
exceptions.  DEADLINE:  Jan.  26,  2003. 


AUDIT  COMMITTEES 


The  SEC  must  adopt  rules 
that  require  the  nation's  stock  exchanges  to  bar  the 
listing  of  any  company  whose  audit  committee  fails  to 
meet  new  independence  standards.  Exchange  officials, 
who  have  traditionally  set  their  own  listing  standards, 
worry  that  many  small  and  foreign  companies  won't 
pass  muster.  Corporate  executives  fret  that  audit- 
committee  membership  could  be  so  onerous  and 
liability-prone  that  few  will  want  to  serve.  Both  will 


press  for  exemptions  from  whatever  is  adopted. 
DEADLINE:  Apr.  26,  2003. 


STANDARDS  OF  CONDUCT  FOR  LAWYERS 


The  legal  profession  is  divided  over  rules  the  SEC  must 
write  that  will  increase  the  pressure  on  corporate 
lawyers  to  report  evidence  of  fraud  and  other 
misconduct.  Some  think  lawyers'  duty  to  expose  fraud 
should  be  expanded,  while  others  worry  that  the  rule 
will  violate  attorney-client  privilege.  The  SEC  tried 
before — including  under  Pitt's  predecessor,  Arthur  Levitt 
Jr. — to  tighten  regulations  on  corporate  lawyers,  but 
failed.  This  time  the  agency  is  likely  to  prevail. 
DEADLINE:  Jan.  26,  2003. 


ANALYST  CONFLICTS  OF  INTEREST 


The  SEC's 

recent  announcement  that  it  will  draw  up  national 
standards  for  analysts  was  driven  in  part  by  a  Sarbanes- 
Oxley  requirement  that  it  adopt  rules  to  limit  conflicts 
between  analysts  and  investment  bankers  in  the  same 
firm.  The  SEC,  New  York  Attorney  General  Eliot  Spitzer, 
and  other  state  regulators  will  soon  issue  guidelines  on 
how  brokers  should  restrict  such  conflicts  as  part  of  an 
industrywide  settlement  of  probes  of  abusive  Wall  Street 
practices.  Regulators  could  insist  on  a  true  separation. 
If  so,  the  details  to  enforce  it  will  have  to  be  spelled 
out  in  vet  another  SEC  rule-making.  DEADLINE:  July 
30,  2003. 

By  Amy  Borrus  in  Washington 
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DEFENSE 


STORMING  THE  STREETS 
OF  BAGHDAD 

New  technology  and  tactics  would  be  put  to  the  sternest  of  tests  in  close  combat 


Assuring  Americans  that  war  with 
Iraq  remains  an  option  of  "last 
resort,"  President  George  W. 
Bush  used  an  Oct.  7  speech  to 
prod  Congress  toward  passing  a 
resolution  authorizing  the  use  of  force 
against  Iraqi  strongman  Saddam  Hus- 
sein— and  to  put  more  pressure  on  a 
wary  U.N.  Security  Council  to  follow 
suit.  But  despite  the  political  and  diplo- 
matic maneuvers,  both  the  American 
public  and  the  Arab  world  increasingly 
see  hostilities  as  inevitable.  Indeed,  the 
U.S.  military  and  defense  contractors 
are  still  preparing  for  an  offensive  that 
may  begin  as  early  as  December. 

If  push  does  come  to  shove,  how  will 
the  fighting  play  out?  Pentagon  strate- 
gists are  hoping  that  the  campaign  will 
follow  the  script  of  the  1991  gulf  wan  a 
pulverizing  bombardment  followed  by  a 
lightning  ground  attack  and  capitulation. 
But  this  may  not  turn  out  to  be  the  an- 
tiseptic, largely  casualty-free  affair  the 
U.S.  has  grown  accustomed  to. 

True,  the  U.  S.  will  deploy  a  devastat- 
ing arsenal  of  high-tech  wizardry,  from 
missiles  that  strike  within  feet  of  their  in- 
tended targets  to  bombs  capable  of  bur- 
rowing deep  into  bunkers  before  explod- 
ing at  the  right  subterranean  level.  But 
while  U.S.  military  planners  think  in 
terms  of  Star  Wars,  Saddam  wants  a 
battle  more  like  Somalia,  where  the  U.  S. 
would  be  forced  into  difficult  and  bloody 
urban  combat.  "The  U.S.  is  gambling 
that  precision  weapons  and  rapid  land 
maneuvers  will  cause  the  spontaneous 
combustion  of  Saddam's  regime,"  says 
John  E.  Pike,  director  of  GlobalSecuri- 
ty.org,  a  defense  think  tank.  "Saddam  is 
gambling  that  won't  work." 

The  reason:  If  the  battle  does  end  up 
in  Baghdad,  much  of  America's  dazzling 
high-tech  weaponry  will  be  less  effective 
in  the  gritty  house-by-house  fight  likely 
to  ensue.  In  fact,  some  new  technologies 
for  close-in  combat,  like  migraine-pro- 
ducing sound  blasters,  are  not  ready  for 
prime  time.  And  current  high-tech  gear 
may  not  work  well  in  the  urban  envi- 
ronment. "Iraq  will  try  to  pull  our  guys 


into  fighting  building-by-building  because 
this  is  the  chink  in  our  technological  su- 
periority," says  Ralph  Petroff,  chief  ex- 
ecutive of  Huntsville  (Ala.)-based  Time 
Domain  Corp.,  a  pioneer  in  ultrawide- 
band  radar,  which  may  be  deployed  in 
Iraq  to  peer  through  the  walls  of  buildings. 
Still,  the  Pentagon  is  betting  that  im- 
proved communications  technology  and 
other  innovations  will  make  the  U.  S.  mil- 
itary edge  even  wider  than  it  was  during 
Operation  Desert  Storm.  Commanders 
are  now  equipped  to  know  exactly  what's 
happening  on  the  battlefield  at  any  time. 

COMMUNICATIONS 

An  array  of  new  sensors,  radio  gear, 
and  high-speed  data  links  will  give 
U.S.  commanders  a  more  compre- 
hensive view  of  the  battlefield  than 
ever  before  while  keeping  soldiers 
and  airmen  better  connected.  But  a 
cumbersome  chain  of  command  could 
slow  the  processing  of  information, 
causing  costly  operational  delays. 

Moreover,  the  U.S.  has  far  more  smart 
bombs.  The  main  weapon  in  the  first, 
largely  aerial,  phase  of  the  war  will  be 
Joint  Direct  Attack  Munitions  (jdam), 
which  use  satellite  signals  to  hit  prede- 
temuned  targets. 

The  idea  is  to  overwhelm  and  demor- 
alize Iraqi  forces  by  knocking  out  air  de- 
fenses and  command  posts,  picking  off 
troops,  and  cutting  links  between 
commanders  and  soldiers.  One 
wrinkle:  U.S.  troops  are  likely 
to  use  top-secret  radio  frequency 
or  microwave  bombs  able  to  fry 
electronic  equipment  to  take  out 
Iraqi  targets  such  as  computers 
and  the  refrigeration  systems 
needed  for  biological  weapons. 

To  prevent  Saddam  from 
counterattacking  after  the  bom- 
bardment, unmanned  drones — 
General  Atomics'  Predators  and 
Northrop  Grumman  Corp.'s 
Global  Hawk — are  expected  to 


TRYING  TO  CLEAR 
THE  FOG  OF  WAR 

Should  a  concerted  bombing 
campaign  fail  to  incapacitate 
Iraqis,  the  U.S.  could  be  forcec 
into  an  urban  war,  where  high-1 
weapons  are  less  useful.  Here's 
how  some  of  the  military's 
sophisticated  weaponry  will  be 


DRONES 

The  Predator 

and  Global 

Hawk  provide 

real-time 

surveillance  of  troop 

movements  and  missile 

launches.  Joining  the  drone  fleet  in 

Iraq  will  be  Dragon  Eyes,  a  5.5-pound  plane  that 

can  fit  in  a  Marine's  backpack  and  could  improve 

street  surveillance.  But  drones  tend  to  crash. 


*! 


46  BusinessWeek  /  October  21.  2002 


Kp  a  constant  eye  on  everything  that 
Ives  on  the  ground.  That's  key  because 
q's  mobile  Scud  launchers  moved  too 
ckly  to  be  hit  in  Desert  Storm.  This 
e,  U.S.  planners  figure  they  will  be 
e  to  attack  mobile  targets  within 
mtes.  In  an  approach  first  used  in 
rhanistan,  Predators  will  send  live 
"eo  directly  to  the  cockpits  of 
130  gunships.  And 
drones  them 
res  will  wield 
.siles. 
To  pre- 
e  for  the 
ssive 


the  city  street  by  street.  The  toll  could 
be  high.  Up  to  3  of  every  10  U.S.  sol- 
diers could  be  killed  or  wounded  in  street 
fighting,  says  retired  Rear  Admiral 
Stephen  H.  Baker,  a  senior  fellow  at  the 
Center  for  Defense  Information. 

ROBOTS 

The  40-pound  PackBots — which  can 
scout  buildings,  lob  grenades,  and  fire 
on  the  enemy — may  be  used  in 
Iraq.  They'll  help  soldiers  avoid 
dangerous  urban  situations, 
although  their  effectiveness 
will  depend  on  keeping  in 
contact  even  after  they 
enter  buildings. 


well,  when  key  targets  are  hidden  in 
hospitals  or  highly  populated  residential 
districts.  "If  you're  not  too  concerned 
about  morality  and  public  opinion  and 
human  life,  you  just  obliterate  the  city 
block,"  says  Russell  W.  Glenn,  an  ur- 
ban-warfare specialist  at  rand.  "There 
are  constraints  on  our  forces."  One  pos- 
sible approach:  If  buildings  are  heavily 
fortified,  the  U.S.  could  simply  isolate 
them  from  the  battle  instead  of  making 
a  costly  assault.  After  all,  the  goal  would 
be  to  topple  Saddam,  not  defeat  every 
Iraqi  soldier. 

Other  technologies  could  come  into 
play.  Superior  night-vision  gear  that  uses 
infrared  sensors  will  enable  U.S.  troops 
to  see  the  enemy  but  not  be  seen.  Pack- 
Bots, small  robots  armed  with  weapons 
and  sensors,  first  used  in  Afghanistan, 
could  patrol  dicey  areas  before  putting 
troops  in  harm's  way.  And  Dragon  Eyes, 
tiny  5.5-lb.  planes  developed  to  fit  into  a 
backpack,  could  locate  enemy  troop 
placements. 

For  all  the  new  gadgetry,  though,  the 
Americans'  biggest  advantage  in  the 
cities  may  come  from  applying  proven 
technology  and  upgraded  communica- 
tions. The  Marines  will  not  only  know 
where  all  their  buddies  are  in  the  heat  of 
battle,  but  will  also  be  able  to  talk  to 
them  with  handheld  radios.  They'll  also 
call  on  heavy  tanks  to  provide  protective 
firepower  and  to  move  obstacles.  "The 
tank  may  be  the  preeminent  weapons 
system  for  use  in  urban  terrain,  along 
with  the  bulldozer,"  says  Colonel  Barry 
M.  Ford,  chief  of  staff  of  the  Marine 
Corps  Warfighting  Lab. 

A  tough  urban  war  is  a  long  way  from 

a  futuristic  Star  Wars  smackdown.  The 

White  House  and  Pentagon  don't  expect 

it  to  come  to  that.  But  the  truth  is, 


campaign,  the  Pentagon  is  speeding 
mart-bomb  production.  At  Raytheon 
Paveway  laser-guided  missiles  are 
g  off  the  line  at  three  times  the 
planned  before  September  11,  while 
ial  third  shift  was  added  to  make 
ahawk  cruise  missiles.  Boeing  Co.'s 
uction  of  jdams  is  set  to  rise  from 
month  to  2,300. 

soon  as  the  aerial  assault  subsides, 
isands  of  U.  S.  troops  are  expected  on 
outskirts  of  Baghdad,  aiming  to 
rwhelm  Saddam's  Republican  Guard, 
ne  Iraqis  don't  quickly  surrender,  the 
faces  a  potential  nightmare:  a  siege 
Baghdad  in  which  forces  must  take 


The  rea- 
son: While 
few  doubt  the 
U.  S.  would  ulti- 
mately prevail,  the  ad- 
vantage gained  from  its  high-tech 
weaponry  will  be  limited.  Take  Preda- 
tors, whose  view  of  the  battlefield  is 
the  equivalent  of  "looking  through  a 
soda  straw,"  says  Franklin  C.  Spinney,  a 
Pentagon  tactical-aircraft  analyst.  They 
were  most  effective  in  Afghanistan 
when  spotters  on  the  ground  told  the 
drones  exactly  where  to  point.  In  the 
city,  pinpointing  targets  will  be  tough. 

Smart  bombs  could  be  less  useful,  as 


BOMBS 

Big  gains  in  accuracy  for  laser- 
guided  and  satellite-guided 
munitions  means  they  can  hit 
within  feet  of  the  target.  With 
the  U.S.  planning  to  rely 
heavily  on  "bunker- 
busting"  bombs, 
including  a 
30,000-lb.  monster,  to  take  out  under- 
ground military  installations  in  Baghdad 
and  other  cities,  such  accuracy  will  be 
needed  to  avoid  high  civilian  casualties. 

no  one  really  knows  how  the  Iraqis  will 
react  under  fire,  much  less  whether  all  of 
America's  advanced  gizmos  will  prove 
their  mettle  again. 

By  Stan  Crock  and  John  Carey,  with 
Paul  Magnnsson  in  Washington,  Geof- 
frey Smith  in  Boston,  and  Otis  Port  in 
New  York 
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News:  Analysis  &  Commentary 


MICROCHIPS 


A  WEAKER  DAVID 
TO  INTEL'S  GOLIATH 

AMD's  chip  delays  and  cash  woes  pile  up 


When  Advanced  Micro  Devices  Inc. 
announced  on  Oct.  1  that  revenue 
for  the  third  quarter  will  be  at 
least  $100  million  lower  than  expected, 
few  were  surprised.  After  all,  apart  from 
Dell  Computer  Corp.,  tech  continues  to 
languish.  Indeed,  the  Sunnyvale  (Calif.) 
company  blamed  lousy  market  conditions 
for  its  fifth  loss  in  as  many  quarters. 
"Weakness  in  the  personal-computer  mar- 
ket continues  to  impact  AMD,"  lamented 
Chief  Financial  Officer  Robert  J.  Rivet  Sr. 
But  if  the  economy  is  hardly  help- 
ing, many  of  AMD's  travails  appear  self- 
inflicted.  Its  current  chips  are  too  slow 
for  the  higher-margin  desktops  PC  mak- 
ers are  now  concentrating  on  to  boost 
profits,  while  production  glitches  have 
delayed  its  next-generation  PC  chips. 
Worse,  AMD  is  falling  behind  in  its  bid  to 
crack  the  lucrative  server  market.  With 
the  company  burning  through  cash  and 
its  market  share  crumbling,  ceo  Hector 
de  Jesus  Ruiz  will  have  to  pull  out  all 
the  stops  to  get  AMD  back  on  track. 

That's  quite  a  reversal  for  a  company 
that  only  2Vi  years  ago  boasted  the 
fastest  microprocessors  in  the  world. 
Now,  with  Intel  Corp.  preparing  to  roll 
out  a  souped-up  3  gigahertz  Pentium  4 
processor  in  November,  AMD  is  still 
struggling  to  make  chips  that  pass  the 
2-gigahertz  mark.  Moreover,  the  widely 
anticipated  launch  of  its  next-genera- 
tion Hammer  family  of  chips,  has  been 
delayed  until  February  or  March — more 
than  a  year  later  than  originally 
planned.  As  a  result.  AMD's  market  share 
may  dwindle  from  a  high  of  22%  in  2001 


on  next-generation  processors  for 
and  servers,  wiiich  can  run  desktop 
plications  much  faster  than  current  cr 
The  big  question  is  whether  there  is 
ficient  demand  for  such  sophistics 
chips.  There  aren't  many  applications 
that  need  such  processing  powder. 
Ruiz  plans  to  compete  on  price  and 
ures  with  the  likes  of  Dell  and  Aj. 
Computer  Inc.  will  buy  the  high-} 


to  15%  by  yearend,  says  Merrill  Lynch 
&  Co.  analyst  Joseph  Osha.  "AMD  is  los- 
ing an  enormous  amount  of  ground  in 
the  microprocessor  business,"  he  adds. 

How  did  AMD  lose  the  lead  in  speed  it 
once  enjoyed  over  its  much  bigger  rival? 
Intel  has  put  in  place  new  production 
techniques  that  enable  it  to  make  ever 
faster  chips  at  a  drastically  cheaper  cost. 
The  combination  is  letting  Intel  beat 
AMD  on  both  speed  and  price.  In  con- 
trast, AMD's  Athlon  chip  wTas  never  de- 
signed to  run  as  fast  as  the  current 
Pentium  4.  Although  AMD  has  managed 
to  pump  up  the  speed,  it  has  yet  to  du- 
plicate Intel's  ability  to  spit  the  chips 
out  more  cheaply. 

Despite  these  problems,  Ruiz,  who 
took  the  helm  in  April,  insists  AMD's  wroes 
are  temporary.  He's  pinning  his  hopes 


CHIP  WARS     How  the  two  rivals  stack  up 


AMD 


INTEL 


•  Market  share  has  tumbled, 
to  18% 

•  Sales  of  its  Athlon  XP 
processors  for  PCs  have  been 
sluggish  as  A1D  struggles  to 

make  chips  faster  than  2  gigahertz 

•  Development  of  next-generation  Hammer 
chip  is  running  late,  delaying  entry  into 
the  higher-margin  server  market 

•  Cash  down  to  $1.1  billion 


•  Market  share  stands  at  81% 

•  Speedy  Pentium  4  processors  for  PCs  wil 
zoom  past  3  gigahertz  in  November  and 
could  top  4.5  gigahertz  next  year 

•  Xeon  chips  for  low-  and  mid-range 
servers  are  gaining  share, 
while  Itanium  2  chips  for 
high-end  servers  roll  out 
early  next  year 

•  $10.1  billion  in  cash 
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formance  chip  at  a  cheaper  price  ti 
that  of  rivals. 

Ruiz  is  also  seeking  to  tap  new  rr. 
kets.  In  February,  AMD  acquired  Alt 
my  Semiconductor  Inc.  It  makes  I 
power  chips  used  in  handheld  and  tal 
PCs,  car  navigation,  and  network 
gear.  Two  months  ago,  AMD  also 
veiled  low-power  flash-memory  chips 
cell  phones  and  handhelds.  And  it 
cently  rolled  out  chips  that  significar 
boost  the  amount  of  data  that  can 
stored  on  a  single  chip.  "We're  way 
ther  ahead  of  the  game  [than]  pe 
think  we  are,"  says  Ruiz. 

Maybe,  but  first,  he  must  shore 
AMD's  perilous  finances.  The  move 
more  sophisticated  production  proces 
is  depleting  amd's  cash  stockpile, 
current  rates,  it  could  go  through 
$1.1  billion  cash  reserves  by  the  end 
May.  To  stem  the  flow,  AMD  is  expec 
to  renegotiate  millions  in  debt  com 
due  over  the  next  four  years.  More 
structuring  is  also  possible  after  the 
cision  early  this  year  to  shut  two  pla 
in  Texas  and  fire  2,240  workers. 

For  33  years,  AMD  has  managed 

survive  many  scrapes  in  its  David 

Goliath  battle  with  Intel.  And  no  one 

the    industry   wrants    a   monopoly 

emerge.  That's  why  AMD  is  likely  to  k« 

nipping  at  Intel's  heels — though  it  \ 

need  to  strike  a  major  blow  w 

Hammer  to  win  back  market  share. 

By  Cliff  Edwards 

San  Mateo,  Ca 
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They  both  work  at  the 

same  company, 

Have  the 

same  six-figure  salaries. 


So  why  is  one  looking  forward  to 


le  looking  Torwara  to 

early 

retirement, 


while  the  other  looks  forward  to 

the  15th  and  the  31st? 


■i 


The  difference  is  a  Northwestern  Mutual  Financial 
Representative,  offering  expert  guidance  in 
retirement  planning,  investment  services,  and  a 
network  of  specialists  to  help  get  you  closer  to  all 
your  financial  goals. 
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News:  Analysis  &  Commentary 


ECONOMICS 


LAURELS 

FOR  AN  ODD  COUPLE 

A  psychologist  and  a  traditionalist  share  this  year's  Nobel 


Daniel  Kahneman  isn't  an  economist, 
and  that  may  be  one  big  reason 
why  he  received  a  share  of  the  2002 
Nobel  prize  in  economics.  Kahneman, 
68,  is  a  cognitive  psychologist,  and  that 
training  has  allowed  him  to  see  how 
people  really  behave — not  in  the  ultra- 
rational  manner  that  the  textbooks  say 
they  should.  According  to  Kahneman 
and  the  late  Amos  Tversky,  his  long- 
time     collaborator, 
homo  economicus  is 
shortsighted,  over- 
confident in  his  pre- 
dictive skills,  and  ir- 
rationally prone  to 
buying  insurance  on 
cheap   home   appli- 
ances. In  short,  a  lot 
like      your      dumb 
brother-in-law.    By 
showing  how  people 
are  bad  at  assessing 
probabilities,  the  No- 
bel   selection    com- 
mittee said,  Kahne- 
man "has  seriously 
questioned  the  em- 
pirical   validity 
of  one  of  the 
fundamentals 
of  traditional 


the  use  of  experiments  to  test  economic 
theory.  He  concluded  from  his  experi- 
mental auctions  that  people  do  behave 
rationally  in  buying  and  selling  situa- 
tions, as  standard  theory  would  predict. 
Smith  "was  the  first  to  actually  see  the 
operations  of  supply  and  demand  in  a 
laboratory  environment,"  says  Charles 
R.  Plott  of  California  Institute  of  Tech- 
nology, who  has  built  on  Smith's  work. 

TWO  PRIZEWINNERS: 
*\  TWO  VIEWS  OF  HUMAN  NATURE 


| 


economic 
theory." 

It's  a  sign  of 
good  health  and 
humility  for  eco- 
nomics that  the  pro- 
fession— or  at  least 
the  Nobel  selection 
committee — is  will- 
ing to  grant  its 
highest  award  to  an 
iconoclastic  outsider.  Last  year  the 
award  went  to  another  group  of  chal- 
lengers— George  A.  Akerlof,  A.  Michael 
Spence,  and  Joseph  E.  Stiglitz — who 
studied  how  markets  can  falter  when 
buyers  and  sellers  don't  have  the  same 
set  of  information. 

Perhaps  to  strike  a  balance,  Stock- 
holm awarded  the  other  half  of  the  2002 
Nobel  to  a  strong  believer  in  free  mar- 
kets, 75-year-old  Vernon  L.  Smith. 
Smith,  an  economist  at  George  Mason 
University  in  Fairfax,  Va.,  pioneered 


VERNON  L.  SMITH, 

a  George  Mason  University 
'  economist,  pioneered 

the  use  of  experiments  to 
test  economic  theory.  He 
found  that  ordinary  people 
behave  rationally  when  bidding  in 
test  auctions.  Smith's  ground- 
breaking work  led  to  new  auction 
designs  for  privatization  and 
power  trading. 


DANIEL  KAHNEMAN, 

a  cognitive  psychologist  at 
Princeton  University, 
designed  experiments 
demonstrating  that  people 
often  behave  irrationally  in 
ordinary  situations.  Building  on 
his  work,  economists  are  developing 
mechanisms  to  overcome  irrationali- 
ty and,  for  example,  encourage 
people  to  save  more. 


Ironically,  Smith  is  such  a  believer  in 
the  rationality  of  markets  that  he  took 
on  Kahneman  and  Tversky  in  a  1991 
article  in  the  Journal  of  Political  Econ- 
omy, accusing  them  of  "ignoring  con- 
trary interpretations  and  evidence  over 
extended  periods  of  time." 

In  a  field  as  murky  as  economics,  it  is 
quite  possible  that  Kahneman  and  Smith 
are  both  right,  even  though  the  two 
hold  disparate  views  of  how  people  be- 
have. Plott  argues  that  Smith  is  right 
about  the  collective  behavior  of  people 


in  market  situations.  Says  Plott:  "If 
then  look  in  detail  at  how  individ 
decide,  you  get  into  a  much  more  sJ 
ulative  area,  and  that's  where  [Kal| 
man]  presides." 

Both  men's  work  has  had  practl 
consequences.  The  research  of  Srrl 
Plott,  and  others  has  contributed  to  I 
development  of  auctions  for  privatLl 
public  utilities,  airwaves,  and  other! 
sets,  as  well  as  auctions  for  selling  j  I 
eminent  bonds  and  trading  electrij 
and  natural  gas.  It's  clear,  though,  I 
auctioneering  science  remains  imjl 
feet — as  the  failure  of  California's  p<[ 
ly  designed  electricity  markets  shou 
As  for  Kahneman's  work,  economl 
are  building  on  his  insights  to  dev*| 
market  mechanisms  that  correct  for  l 
pie's  characteristic  mistakes,  much- 
way  that  eyegla^ 
correct  for  myo 
One  promising  ef 
is  intended  to 
crease  the  low  { 
sonal  savings  rat< 
the  U.S.,  wr 
could  doom  m 
people  to  a  penurj 
retirement.  Rich 
H.  Thaler  of  the  1 
versity  of  Chic 
and  Shlomo  Bena 
of  the  University 
California  at 
Angeles  have  en 
ed  a  program  ca. 
Save  More  Ton", 
row  in  wl 
people  com 
to  having  j 
of  any 
ture  sal. 
increase 
straight  i 
their  savings 
counts.  Since 
raise  never  shows 
in  employees'  ta 
home  pay,  they  dc 
miss  it  when  it  g 
into  savings — an  i 
that  dovetails  ne* 
with  Kahneman's  work. 

Alan  B.  Krueger,  a  Princeton  L 
versity  colleague  of  Kahneman,  rec 
that  when  the  two  co-taught  a  class 
the  early  1990s,  Kahneman,  who  \ 
raised  and  educated  mostly  in  Isr; 
bragged  that  he  had  never  taken 
economics  class  in  his  life.  Yet  Kah 
man's  work,  says  Krueger,  is  "the 
rection  economics  is  going."  Mr.  Sir 
may  not  agree,  but  clearly  sometir 
it's  good  to  be  an  outsider. 

By  Peter  Coy  in  New  Y 
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he  disease  researcher 

dreams  of  moving  faster 


FORTUNE- 

100  BEST 

COMPANIES  £ 

TO  WORK  FOR  £ 


The  race  for  the  cure  is  a  slow,  grueling,  full-length 
marathon.  There's  a  lot  of  ground  to  cover.  And  the 
answers  could  be  anywhere.  With  disease  and  drug 
discovery  technologies  from  Agilent,  researchers 
can  analyze  genes  and  proteins  to  discover  causes 
and  cures  faster  than  ever  before.  Quickly  getting 
treatment  to  those  who  need  it  most.  Making 
the  marathon  more  like  a  100-meter  dash. 


Agilent  Technologies 


dreams  made  real 


In  Business  This  Week 
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GOOD  TO  GO  AT 
WEST  OOAST  PORTS 

WEST  COAST  PORTS  REOPENED 
late  on  Oct.  9  after  President 
George  W.  Bush  invoked  the 
1947  Taft-Hartley  Act,  say- 
ing the  port  closures  would 
have  a  "crippling  effect  on 
the  national  economy."  A  fed- 
eral judge  ordered  an  80-day 
cooling-off  period  that  halted 
the  shippers'  lockout  of  10,500 
longshoremen.  The  move  end- 
ed an  11-day  shutdown  of  29 
West  Coast  ports,  which  has 
left  retail  goods,  food  items, 
and  manufacturing  parts 
stranded  on  docks  or  on  con- 
tainer ships  offshore. 

PEPSI  WINS 
THE  CHALLENGE 

BREAK  OUT  THE  CHIPS  AND 
soda:  PepsiCo  had  a  quarter 
worth  celebrating.  On  Oct.  8, 
the  company  announced  that 
the  combination  of  strong  re- 
sults in  all  its  businesses  and 
the  synergies  from  its  Quaker 


CLOSING    BELL 


DOWNHILL 

Investor  anxiety  about  the 
pace  of  Ford  Motor's  turn- 
around sent  its  shares  plung- 
ing 16%,  to  a  10-year  low  of 
$7.15,  in  the  two  trading  days 
ended  Oct.  9.  Wall  Street  is 
afraid  that  auto  sales  are  de- 
clining, and  analysts  worry 
that  Ford's  credit  will  be 
downgraded,  though  this  was 
denied  by  the  rating  agencies. 


STOCK  PRICE 


OCT.  4,  '02  OCT.  9 

Data:  Bloomberg  Financial  Markets 


Foods  merger  helped  send 
third-quarter  earnings  per 
share  up  14%.  The  gains 
beat  Wall  Street  estimates, 
and  by  the  end  of  the  day 
Pepsi  shares  had  risen  15%, 
to  close  at  $41.40.  Manage- 
ment also  laid  to  rest  fears 
that  snackmaker  Frito-Lay, 
the  company's  largest  profit 
engine,  had  been  struggling. 
The  unit  ended  a  price  pro- 
motion on  Labor  Day  but 
was  still  able  to  post  a  4% 
increase  in  sales  and  gain 
market  share.  CEO  Steven 
Reinemund  credited  Pepsi- 
Co's  strong  margins  to  a  bas- 
ketful of  new  products  that 
range  from  berry-flavored 
Pepsi  Blue  to  Quaker  Fruit 
&  Oatmeal  Bites. 


FEWER  WHITE  COATS 
AT  ABBOTT  LABS 

THE  AX  IS  FALLING  AT  ABBOTT 
Laboratories.  On  Oct.  8,  the 
health-care  company  an- 
nounced it  was  taking  an  af- 
tertax charge  of  up  to  $125 
million  for  a  restructuring 
that  will  include  the  ehmina- 
tion  of  some  2,000  jobs.  Ab- 
bott, which  has  been  plagued 
by  run-ins  with  the  Food  & 
Drug  Administration  over 
manufacturing  problems,  will 
also  invest  $450  million  over 
the  several  years  to  expand 
existing  manufacturing  facili- 
ties and  build  new  ones.  The 
company  needs  to  bulk  up 
manufacturing  ahead  of  next 
year's  launch  of  a  potential 
blockbuster  arthritis  drug. 

SARA  LEE: 
LOOKING  SHAPELY 

DRIVEN  BY  STRONG  SALES  OF 

bras  and  breakfast  meats, 
ceo  and  Chairman  C.  Steven 
McMillan  on  Oct.  9  raised 
projections  for  Sara  Lee.  Op- 
erating income  is  expected  to 
increase  by  more  than  20% 
in  the  t  irrent  quarter  and  by 
more  than  15%  for  the  fiscal 
year  ending  June,  2003,  com- 
pared with  the  year-earlier 


HEADLINER:   RUPERT   MURDOCH 


A  G'DAY  FOR  RUPERT 


While  he  was  half  a  world 
away  at  News  Corp.'s  an- 
nual meeting  in  Australia, 
Rupert  Murdoch  was  on  a 
roll  in  the  U.  S.  Not 
only  did  the  News 
Corp.  chairman 
win  a  battle  to 
control  Gemstar- 
TY  Guide  Interna- 
tional, he  may  get 
another  shot  at 
creating  a  U.  S. 
satellite  service  for 
his  Fox  news,  sports, 
and  entertainment  empire. 
At  his  42%-owned  Gem- 
star,  Murdoch  forced  out 
founder  Henry  Yuen,  who 
resigned  as  ceo  after 
months  of  pressure.  Mur- 
doch named  Jeff  Shell, 
Gemstar  coo  and  a  former 
News  Corp.  executive,  as 
ceo  of  the  company,  which 


holds  key  TV  patents  and 
publishes  TV  Guide. 

Murdoch's  bid  to  contnl 
Hughes  Electronics'  Dire<l 
ty  satellite  service 
may  take  longer.  I 
tense  News  Corpj 
lobbying  has 
weakened  chancl 
of  EchoStar  Cor| 
munications' 
planned  $16.9  btt 
lion  merger  with 
Hughes. 

Should  the  deal  fa 
Murdoch,  who  spent  18 
months  trying  to  buy 
DirecTV'  before  giving  up 
last  year,  has  said  he  migi| 
bid  again.  To  get  ready, 
News  Corp.  has  slashed 
spending,  reduced  debt, 
and  added  nearly  $3  billic 
in  cash. 

Ronald  Grc 


period.  Sara  Lee,  an  $18  bil- 
lion consumer-products  com- 
pany, attributed  part  of  the 
gain  to  brisk  sales  of  women's 
bras  like  Bali,  Hanes  Her 
Way,  Playtex,  and  Wonder- 
bra.  The  launch  of  the  Jimmy 
Dean  Fresh  Taste  Fast!  line 
of  breakfast  meats  helped  as 
well.  McMillan  also  expects 
to  see  big  gains  from  a  re- 
structuring program  that  has 
resulted  in  25%  of  the  com- 
pany being  sold.  Since  the 
program  began  in  mid-2000, 
the  meat  business  has 
slimmed  down  from  10  busi- 
nesses to  one.  Sara  Lee  is 
also  realizing  savings  from 
the  layoffs  of  20,000  workers, 
mainly  in  apparel. 

SEARS  CATALOGS 
ITS  WOES 

SEARS  ROEBUCK  WARNED  ON 
Oct.  7  that  third-quarter 
profits  would  be  a  few  cents 
shy  of  the  86(2  a  share  that 
Wall  Street  analysts  are  an- 


ticipating and  that  it  exp*| 
its  key  credit-card  busi 
to  weaken  with  the  econc 
Credit — which  accounts 
70%  of  the  retailer's  profit 
has  been  the  bright  spot: 
CEO  Alan  Lacy,  who  is  try! 
to  reverse  declining  re[ 
sales  while  cutting  store 
erating  costs.  Sears  saicl 
would  still  meet  its  annl 
forecast  as  cost-cutting  11 
store  profits,  compensatl 
for  the  slowdown  in  crel 
But  cost  reductions  can't  $\ 
tain    earnings    growth 
long. 


ET  CETERA . . . 

■  Just  8%  of  120  comparl 
plan  to  expense  options  n| 
year,  says  Deloitte  &  Touchj 

■  Moody's  Investors  Sen  I 
cut  J.  P.  Morgan  Chase's  lo| 
term  debt  ratings. 

■  The  U.S.  Attorney  in  Nl 
Jersey  is  investigating  whet  I 
Bristol-Myers  Squibb  was  st| 
ing  wholesalers'  inventories 
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Oil  companies  as 
they  evolve  should 
consider  themselves 
energy  sources'' 


Brian  Connor/Account  Manager 
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Today  we're  the  source  of  many  energies.  I 
the  U.S.,  we're  one  of  the  largest  producers 
solar  panels  and  the  largest  producer  of  nati 
gas,  the  cleanest  burning  fossil  fuel.  And  wt 
investing  in  the  new  energy  sources  of  the 
future  — hydrogen  and  wind. 

It's  a  start. 
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beyond  petroleum" 
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Vashington  Outlook 


TED  BY  RICHARD  S.  DUNHAM 


UNLIKELY  BUDGET  VICTORY 

R  THE  GUY  CONGRESS  LOVES  TO  HATE 


or  two  years,  White  House  Budget  Director  Mitch 
Daniels'  war  on  congressional  spending  has  made  him  a 
figure  of  fear  and  loathing  on  Capitol  Hill.  Senate  Ap- 
)riations  Committee  Chairman  Robert  C.  Byrd  (D-W.Va.) 
't  speak  to  "that  big  mouth."  And  the  panel's  top  Re- 
lican,  Ted  Stevens  of  Alaska,  rips  Daniels'  hard-edged 
)tiating  style  as  "crazy."  So  thick  is  the  animosity  that  the 
ered  budget  director,  dubbed  "The  Blade"  by  the  Nick- 
ler-in-Chief,  has  taken  to  calling  himself  "The  Pinata." 
hese  days,  however,  it's  the  Pinata  wielding  the  big  stick, 
h  the  Iraq  war  debate  consuming  Con- 
ss  in  the  last  days  before  it  adjourns, 
els  is  winning  his  once-quixotic  battle 
nst  popular  domestic  spending  programs, 
'ongress  won't  have  time  to  pass  more 
1  a  handful  of  the  13  money  bills  needed 
eep  the  government  operating.  Spending 
the  military  will  likely  increase  by  $20 
on,  but  other  programs  won't  fare  so 
Lawmakers  will  be  forced  to  freeze 
lomestic  spending  at  least  through  De- 
ber  and  perhaps  into  next  year.  The  up- 
.:  a  huge  victory  for  Daniels.  "If  the  al- 
ative  is  excessive  spending,"  he  says, 
n  we'll  take  this." 

Tnle  Daniels'  hard  line  helps  burnish   DANIELS:  Double 

rge  W.  Bush's  credentials  as  a  foe  of 

hington's  big  spenders,  the  White  House  may  pay  a  price 

teeping  funding  at  fiscal  2002  levels.  For  example,  efforts 

nance  an  ambitious  homeland  security  agenda  and  combat 

orism  could  be  hampered.  Daniels  insists  there  will  be  no 

i   "tfall,  but  agencies  such  as  the  new  Transportation  Secu- 
Administration  may  face  a  hiring  freeze  or  layoffs  of  sky 

•cI  'Shals  and  checkpoint  screeners. 

iaj  PP  political  operatives  have  an  even  bigger  worry:  The 

I :  lpdown  could  hurt  Republicans  in  key  congressional  races 
eliminating  the  projects  that  get  candidates  elected.  "This 


may  be  helping  the  President,"  moans  one  Hill  GOP  aide. 
"But  it  ain't  helping  us." 

One  worried  Republican:  South  Dakota  Senate  candidate 
John  R.  Thune.  Federal  aid  for  drought-stricken  farmers 
and  ranchers  is  a  key  to  the  tight  Senate  race  between 
Thune  and  Democratic  incumbent  Tim  Johnson,  who  backs  at 
least  $5  billion  in  additional  assistance.  That  has  left  Repre- 
sentative Thune  on  the  defensive  since  August,  when  Bush — 
during  a  campaign  appearance  on  his  behalf — opposed  extra 
money  for  agriculture  relief.  Although  the  White  House 
now  promises  about  $752  million  in  new  as- 
sistance, a  spending  freeze  would  bar  any 
more  aid. 

In  Colorado,  Democrat  Tom  Strickland 
blames  incumbent  GOP  Senator  Wayne  Al- 
lard  for  the  state's  declining  share  of  federal 
aid.  One  flash  point:  help  with  the  nearly 
$200  million  it  cost  to  fight  wildfires  this 
summer.  Allard  and  other  Western  lawmak- 
ers want  to  add  such  aid  to  an  upcoming 
money  bill.  While  the  budget  impasse  con- 
tinues, however,  the  cash  will  never  leave 
Washington — and  Allard  may  appear  as  in- 
effective as  Strickland  claims  he  is. 

Also  squeezed:  Representative  Constance 
A.  Morella  (R-Md.).  She  has  survived  eight 
"  terms  in  a  Democratic  district  chock-full  of 
government  employees  by  taking  care  of  constituents.  But 
budget  gridlock  would  shrink  a  proposed  federal  pay  raise  and 
freeze  new  funding  for  the  National  Institutes  of  Health,  a  big 
employer  in  her  district. 

The  deadlock  could  be  broken  after  a  new  Congress  is 
elected  in  November.  So  far,  though,  with  an  unlikely  assist 
from  Saddam  Hussein,  Daniels  has  put  domestic  spending  on 
a  low-fat  diet.  The  question  is:  Will  it  threaten  the  gop's 
short-term  political  health? 

By  Howard  Gleckman 


edged  Blade? 


CAPITAL  WRAPUP 


)UGH  WATERS  AT  THE  FDA 


The  Food  &  Drug  Administration, 
iderless  since  President  Bush  took 
ice,  is  about  to  get  a  new  commis- 
>ner.  On  Oct.  7,  Dr.  Mark  B.  McClel- 
l,  a  member  of  the  President's  Coun- 
of  Economic  Advisers,  sailed 
rough  a  confirmation  hearing  with 

support  of  Senate  Health,  Educa- 
m,  Labor  &  Pensions  Committee 
lairman  Ted  Kennedy  (D-Mass.). 
The  highly  regarded  former  Stan- 
*d  University  health-care  economist, 
lose  brother  Scott  is  a  Bush 


: 


spokesman,  will  need  all  the  friends  he 
can  find.  Health  &  Human  Services 
Secretary  Tommy  G.  Thompson  is 
charting  a  controversial  course  for  the 
FDA,  including  possibly  looser  regula- 
tions for  drug  advertising. 

McClellan,  who  has  little  managerial 
experience,  faces  daunting  personnel 
challenges.  He  must  bolster  the  sag- 
ging morale  of  employees  as  the  Ad- 
ministration shifts  the  agency's  direc- 
tion. And  he'll  try  to  keep  the  FDA 
staffed  up  despite  retirements. 

McClellan  also  faces  tough  policy 
questions:  Should  the  agency  approve 


drugs  faster  and  allow  potentially  riski- 
er products  on  the  market?  Can  it  en- 
sure the  safety  of  imported  foods?  And 
should  the  FDA  permit  generic  versions 
of  biologic  drugs  such  as  insulin? 

Unlike  ex-FDA  chief  Dr.  David  A. 
Kessler,  who  angered  the  first  Presi- 
dent Bush  with  his  crusades,  the  new 
boss  is  unlikely  to  push  a  personal 
agenda,  says  Harvard  economist  David 
Cutler,  a  frequent  collaborator  of  Mc- 
Clellan's.  "He's  a  just-the-facts  guy. 
That's  very,  very  refreshing." 

By  John  Carey,  with 
Howard  Gleckman 
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Can  Chongqing's  $200  billion  upgrade 
shift  China's  center  of  gravity? 


Until  recently,  there  was  little  to 
distinguish  Chongqing  from  any 
of  a  dozen  other  cities  in  China. 
Sitting  astride  the  Yangtze  River 
1,000  miles  inland  from  Shanghai,  the 
city  was  a  jumble  of  grimy,  grey  build- 
ings climbing  the  steep  riverbanks.  Ce- 
ment factories  and  steel  mills  spewed 
clouds  of  smoke  into  the  air,  while  fac- 
tories churned  out  cars,  motorcycles, 
and  heavy  machinery. 

But  Chongqing  is  no  longer  ordinary. 
The  city  is  the  centerpiece  of  China's 
ambitious  "Go  West"  program — designed 
to  boost  development  of  the  country's 
vast  interior.  Over  the  next  decade,  the 
central  government  is  planning  for  in- 
vestments of  up  to  $200  billion  in  the 
Chongqing  municipality,  a  territory 
three  times  the  size  of  Belgium.  Much  of 
that  will  pay  for  roads,  railways,  air- 
ports, and  other  infrastructure  projects. 
"In  10  years,  Chongqing  will  catch  up  to 
where  Shanghai  is  today,"  vice-mayor 


Huang  Qifan  predicts  boldly.  Huang 
should  know.  He  oversaw  Shanghai's 
stunning  transformation  from  a  neglect- 
ed former  capitalist  stronghold  to  a  cen- 
ter of  international  commerce  through  a 
similarly  ambitious  scheme.  A  year  ago, 
Huang  was  transferred 
to  Chongqing.  His  as- 
signment: Duplicate 
Shanghai's  success. 

Judging  by  Chong- 
qing's crane-pocked 
skyline,  Huang  is  do- 
ing his  best.  Much  of 
the  city  has  become  a 
construction  zone  as 
old  buildings  are  torn 
down  to  make  way  for  new  apartment 
blocks.  Huge  piers  of  concrete  for  the 
city's  new  light-rail  train  line  tower 
above  traffic.  Wide  boulevards  and  new 
bridges  across  the  Yangtze  speed  taxis, 
buses,  and  a  growing  fleet  of  private 
cars  throughout  the  city.  The  spending 


helped  economic  growth  in  the  regJ 
hit  9%  last  year.  Starting  this  yearj 
will  top  10%  annually  "for  a  long  tim<  \ 
predicts  Huang. 

By  pumping  up  to  $20  billion  a  y«  ; 
into  the  economy  over  the  next  deca»  t . 
Beijing  is  hoping  to  turbo-charge  to  - 
economic  development.  Farmers  w  <v, 
stop  growing  rice  and  start  planti  irj 
fruits,  vegetables,  and  other  value-add  r; 
crops,  since  they'll  be  able  to  get  tht  \~. 
to  market  more  quic  H. 
ly.  Construction  jo  •. 
will  put  money  in  t  ^ 
hands  of  workers.  Ntfc- 
apartments  will  creak 
a  class  of  homeowne:|: 
who  will  further  ft 
spending  as  they  stoj 
their  dwellings   wil 
refrigerators  and  tell 
visions.  The  policy  hi 
worked  in  Shanghai  and  along  the  coa  \ 

Granted,  Chongqing  isn't  Shangh  >• 
and  the  whole  thing  could  end  up  as  r.: 
boondoggle.  Shoddy  construction  ai  j\ 
corruption  have  bedeviled  many  of  CI  -: 
na's  infrastructure  projects.  And  son  ;■. 
of  the  gleaming  new  roads  may  becon 
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CHONGQING  BY  NIGHT 

The  goal:  Chicago  in 
China-a  center  for 
logistics  and  production 

white  elephants.  Worse,  Chi- 
na may  simply  run  out  of  mon- 
ey as  spending  rises  faster 
than  tax  collection.  The  coun- 
try's deficit  is  projected  to 
reach  a  worrying  4.3%  of  gross 
domestic  product  this  year, 
compared  with  a  planned  3%, 
warns  Salomon  Smith  Barney 
economist  Yiping  Huang.  "It 
is  time  for  China  to  scale  back 
the  huge  state  investment  pro- 
grams it  started  five  years 
ago,"  he  sa\ 

But  China  says  it  has  a 
model  that  works:  the  United 
States.  Leaders  have  studied 
the  Tennessee  Valley  Authori- 
ty, the  Civilian  Conservation 
Corps,  and  the  Interstate 
Highway  System.  They're  bet- 
ting that  the  Go  West  policy 
will  have  the  same  effect  in 
stimulating  China's  economy. 
Although  they're  eagerly 
courting  foreign  investment, 
this  is  primarily  a  bet  on  de- 
veloping the  domestic  market. 
"As  we  carry  out  the  Go  West 
program."  says  Zhao  Gong 
Qing,  another  vice-mayor  of 
ngqing,  "internal  demand  in  China 
promote  further  development." 
he  last  time  the  world  paid  atten- 
to  Chongqing  was  back  in  the  1940s, 
n  it  was  known  as  Chungking.  The 
was  the  wartime  capital  for  Chiang 
-shek's  Kuomintang  government, 
anese  bombers  savaged  it  at  night, 
jwing  the  silvery  thread  of  the 
gtze  up  from  their  bases  downriver, 
e  Allied  forces  flew  in  supplies  over 
Himalayas.  Since  then,  the  city  has 
its  ups  and  downs,  but  was  largely 
ouched  by  the  massive  economic 
iges  that  swept  China  after  1978. 
dl  that  changed  when  Beijing  split 
ngqing  off  from  Sichuan  province  in 
7.  The  area  was  awarded  municipal 
us,  which  gives  it  far  more  clout 
the  central  government.  Despite 
designation  as  a  city,  twTo-thirds  of 
31  million  people  are  farmers.  It 
take  14  hours  to  get  from  the  city 
er  to  the  farthest  reaches  of  the 
itory.  Part  of  the  infrastructure 
is  a  $360  million  road-building 
;me  over  the  next  two  years  to  cut 
'el  time  to  the  most  remote  areas  to 
\t  hours.  A  36-mile  expressway  and 


a  newT  bridge  over  the  Yangtze  have 
sliced  the  time  it  takes  to  reach  the 
Hechuan  cement  factory,  owned  by 
Hong  Kong-based  TH  Group,  to  just 
one  hour  from  four.  Hechuan  Mayor 
Wu  Daofan  says  that  a  high-speed  train 
will  cut  travel  time  to  just  28  minutes 
when  it's  finished  in  2005. 

Chongqing  will  need  to  extend  those 
connections  to  the  rest  of  the  country  if 
its  makeover  is  to  succeed.  If  Shang- 
hai is  China's  financial  center — its  New- 
York — Chongqing  wants  to  be  China's 
Chicago,  serving  as  a  logistical  center 
and  churning  out  goods  for  the  rest  of 
the  country.  So  construction  is  underway 
on  high-speed  trains  and  expressways  to 
neighboring  provinces,  cementing 
Chongqing's  role  as  a  hub  in  a  growing 
nationwide  transportation  network.  And 
everyone  from  party  bosses  to  mayors 
is  looking  for  foreign  money  to  help  re- 
make the  city.  "There  are  a  lot  of  busi- 
ness opportunities,"  says  Zheng  Ho,  the 
47-year-old  Communist  Par- 
ty secretary  who  runs  the 
industrial  Jiulongpo  district. 

City  fathers  have  already 
had  some  successes.  Last 
year,  Ford  Motor  Co.  put 
$98  million  into  a  joint  ven- 
ture with  Changan  Auto- 
mobile Co.  Starting  next 
year.  Ford  expects  to  build 
50,000  compact  cars  annu- 
ally. Nearly  a  dozen  suppli- 
ers   are    following    Ford. 


MAKE  WAY 


sprouted  over  the  last  decade — can  be 
replicated  1,000  miles  to  the  west. 
"There's  more  room  to  grow  inland," 
he  says. 

The  incentives  flowing  from  Beijing 
make  investment  profitable,  too.  Topping 
the  list:  A  five-year  tax  holiday  with  just 
a  159c  permanent  tax  rate  after  that  for 
a  long  fist  of  favored  industries.  That's 
less  than  half  the  normal  339c  corporate 
tax  rate  in  China  and  lower  even  than  in 
Hong  Kong.  And  there's  a  one-stop  in- 
vestment desk  to  help  investors  navi- 
gate through  red  tape. 

That  doesn't  mean  that  Chongqing  is 
hassle-free.  Investors  are  particularly 
unhappy  with  the  unpredictability  of 
the  tax  office,  which  has  broad  discre- 
tion in  deciding  which  companies  quali- 
fy for  privileges.  "You  never  knowT  when 
they  will  change  their  mind"  about  a 
ruling,  says  one  foreign  investor,  "and 
then  you  have  to  catch  up  on  your  back 
taxes."  And  pollution  remains  a  big  chal- 


As  old  buildings 

are  torn  down  and  new  apartment  blocks  go  up, 

construction  jobs  put  money  in  consumers'  hands 

BEIJING'S  MONEY  MAY  RUN  LOW  BEFORE  THE  JOB  IS  DONE 


Chongqing  Yanfeng  Industry  Co., 
backed  by  a  Taiwanese  group,  is  putting 
$7  million  into  a  joint  venture  making 
seats,  steering  controls,  and  instrument 
panel  displays  it  hopes  to  sell  to  Ford. 
The  U.S.  giant  joins  two  established 
auto  manufacturers  and  several  major 
motorcycle  makers — as  well  as  hundreds 
of  component  producers. 

There's  more  to  come.  In  October, 
Hong  Kong  tycoon  Vincent  Lo  plans  to 
lead  a  delegation  of  potential  investors 
to  Chongqing.  Lo  has  invested  $175 
million  in  his  Xintiandi  real  estate  proj- 
ect in  Shanghai,  and  he  believes  the 
success  of  that  city's  Pudong  district — 
where  dozens  of  new  skyscrapers  have 


lenge.  This  is  a  city  where  a  decade 
ago  the  rainwater  was  black  before  it 
hit  the  ground.  Things  are  improving, 
thanks  to  the  shutdown  of  an  outdated 
iron  and  steel  mill  and  a  ban  on  domes- 
tic coal  use  and  leaded  gasoline.  But 
there's  a  long  way  to  go,  and  the  city's 
air  and  water  pollution  remains  worse 
than  Shanghai's  or  Beijing's. 

It's  not  time  for  Shanghai  to  start 
looking  over  its  shoulder — yet.  But  with 
$200  billion  in  government  support  be- 
hind it,  Chongqing  will  have  only  itself 
to  blame  if  it  doesn't  reach  the  big 
leagues  over  the  next  decade. 

By  Mark  L.  Clifford  in  Chongqing, 
with  Dexter  Roberts  in  Beijing 


BusinessWeek  /  October  21.  2002  57 


International  Business 


GEORGIA 


MARCHING  INTO 
THE  UNKNOWN 


Georgia  will  be  a  test  case 
of  the  new  U.S.  policy 
to  shore  up  strategic 
but  failing  states 

Abandoned  Soviet  tanks  litter  the 
periphery  of  the  Krtsanisi  Train- 
ing Base  in  central  Georgia,  a  for- 
mer Soviet  republic  and  frontline 
outpost  during  the  Soviet  Union's  long 
standoff  against  NATO.  Now,  on  the  pa- 
rade grounds  deep  inside  the  base,  two 
flags  are  displayed:  the  red,  black,  and 
white  banner  of  the  independent  state 
of  Georgia  and  the  American  stars  and 
stripes.  A  squadron  of  Georgian  troops, 
smartly  outfitted  in  U.S.-issued  fatigues 
and  boots,  marches  by.  Inside  a 
makeshift  classroom,  a  U.S.  Green 
Beret  instructor,  aided  by  a  translator, 
is  lecturing  a  group  of  soldiers  on  the 
rules  of  warfare.  "Do  not  tor- 
ture or  kill  any  enemy  prison- 
ers," he  says. 

There's  small  chance  of  Geor- 
gians getting  any  prisoners  at 
all,  critics  scoff.  Georgia's  poorly 
paid  and  ill-fed  conscripts  have  a 
reputation  for  turning  tail  in  the 
heat  of  battle.  But  the  Green 
Berets — Special  Forces  units 
who  arrived  in  May — vow  to 
forge  a  new  fighting  force. 
"We're  going  to  raise  their  po- 
tential exponentially,"  says  Major 
David  Grasso,  42,  a  New  Hamp- 
shire native  who  runs  the  two- 
year,  $64  million  Pentagon  pro- 
gram to  help  Georgia  combat 
terrorism  and  other  threats. 

Georgia  is  a  test  case  in 
Washington's  new  policy  of 
shoring  up  strategically  signifi- 
cant basket  cases.  "America  is 
now  threatened  less  by  conquer- 
ing states  than  we  are  by  failing 
ones,"  the  Bush  Administration 
declared  in  its  new  national  se- 
curity strategy  document,  re- 
leased on  Sept.  20.  So,  in  a  risky 


undertaking  that  is  part  power  projec- 
tion, part  economic  rescue,  and  part  na- 
tion-building, the  U.S.  is  involved  in  a 
treacherous  land  few  Americans  have 
ever  seen.  And  the  engagement  prom- 
ises to  be  deeper  and  longer-lasting  than 
anyone  in  Washington  ever  imagined. 

If  any  country  qualifies  as  a  failing 
state,  it's  Georgia.  This  small  nation  of  5 
million  is  blessed  with  fertile  land  and 
spectacular  mountain  scenery,  and  is 
noted  for  its  spicy  cuisine  and  robust 
wine.  But  Georgia  was  plunged  into  a 
nightmare  of  economic  misery,  corrup- 
tion, and  lawlessness  when  it  won  inde- 
pendence after  the  Soviet  collapse  in 
1991.  Eleven  years  later,  rogue  para- 
military groups  control  much  of  the 
countryside,  and  President  Eduard  She- 
vardnadze can  barely  keep  order  in  the 
capital  of  Tbilisi,  which  is  plagued  by 
blackouts  and  30%  unemployment.  The 
city's  residents  hustle  odd  jobs  and  steal 
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Portrait  of  a  Basket  Case 

ECONOMY  GDP  per  capita  of  $680  is  three  times 
lower  than  Russia's.  Unemployment  in  the  capital, 
Tbilisi,  is  30%,  while  most  people  in  the  country- 
side live  on  subsistence  farming.  Power  and  gas 
outages  are  common.  Roads  are  in  shambles. 

NATIONAL  SECURITY  SECTOR  The  government 
spends  $50  million  annually  on  the  military,  but 
chronically  late  paychecks  have  prompted  mutinies 
from  conscripts.  Soviet-made  live  bombs — attractive 
merchandise  for  terrorists — are  stored  at  thinly 
guarded  weapons  depots. 


TERRITORY  Government  effectively  controls  only 
about  one-third  of  the  country.  The  rest  is 
under  the  dominion  of  regional  paramil 
taries  and  separatists.  Refugees  from 
an  early  1990s  civil  war  with  Ab- 
khazia still  can't  go  home.  Chechen 
rebels  hide  in  northern  borderlands. 

Data:  BusinessWeek.  European  Union. 
£^  Government  of  Georgia 

SHEVARDNADZE 


electricity  through  spliced-on  cables 
siphon  off  the  juice  for  free.  On 
Black  Sea  coast,  separatists  control 
province  of  Abkhazia.  The  Pankisi  Gc  & 
on  the  northern  border  with  Russ 
breakaway  Chechen  republic  offers  Si  - 
tuary  for  drug  traffickers,  kidnapp 
Chechen  rebels — and  at  least  a  hanc 
of  Arab  fighters,  possibly  linked  tc 
Qaeda.  "If  not  for  the  United  State:^  r 
America,  there  is  no  way  for  us  to  s 
vive,"  says  Shevardnadze's 
tional   security   adviser.   T 
Japaridze,  formerly  Georg 
ambassador  to  Washington. 

For  Washington,  this  pot 
tial  quagmire  is  deemed  wo 
entering  for  several  reaso 
First,  U.S.  policymakers  w 
to  make  sure  Georgia  does 
become  another  camp  for  t 
rorists.  Second,  the  instabil 
in  Georgia  threatens  the  We 
attempt  to  make  the  Casp 
Sea  region  a  major  source  fc 
non-oPEC  oil.  Construction  I  j 
begun  on  a  $3  billion  pipeli  \ 
running  directly  through  Ge> 
gia.  And  third,  Washington  ai 
to  keep  Moscow  from  reasse 
ing  any  imperial  designs  oe 
country    so    long    under 


:■ 
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I 

thumb    of    czars    and    SovIp,: 
dictators. 

Enhanced  Russian  levera  fe 
could  conceivably  jeopardize  t  %. 
Western-backed  energy  dev  j 
opment  in  the  Caspian  Sea  ]  i- 
gion.  Moscow  has  yet  to  shutt  , 
Soviet-era  bases  housing  10,0  j 
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•  isian  troops  and  1,000  armored  units 

'i  Georgian  soil.  Russian  President 

dimir  V.  Putin  is  threatening  a  uni- 

'  ral  attack  on  Chechen  rebel  hide- 

>  a  in  Georgia  if  Shevardnadze  quails 
5  ough  action.  The  situation  is  tense: 

fl  h  U.  S.  leaders  urging  cooperation, 
i  in  and  Shevardnadze  on  Oct.  6 
I  sed  to  joint  patrols  on  the  Georgian- 

■•'•<  'chen  border. 
Jut  such  pledges,  given  mutual  Russ- 

>  Georgian  distrust,  may  not  endure. 
I  it's  why  the  U.  S.  engagement  looks 
■'!  be  for  the  long  haul.  The  training- 

-equipment  program  is  just  one  facet 

the   commitment.   To   help  reduce 

«  irgia's  dependence  on  Russian  gas 

-  plies,  the  U.S.  is  promoting  a  new 

I  pian  gas  pipeline.  Some  $100  million 

I  Innual  U.  S.  aid  is  paying  for  a  winter 

r  ting  program.  And  through  the  Na- 

aH  al  Democratic  Institute  for  Interna- 

'  al  Affairs,  Americans  are  supervising 

i   bar  exam  for  aspiring  lawyers  and 

rfl  wling  the  Parliament  in  how  to  con- 

t  oversight  hearings. 
•■■  Tiis  exercise  in  nation-building  will 
i    and  die  by  America's  ability  to  cre- 
i    stability.  There's  a  long  way  to  go. 
■  ;n  Shevardnadze  concedes  that  "cor- 
i  tion  is  a  big  state  problem."  The 
ikisi  Gorge,  says  policeman  Tamaz 
•    chetiani,  is  a  drug  bazaar  with  hero- 
traffickers     paying    off    officials, 
chetiani  himself  recently  was  kid- 
ped — by  drug  dealers,  he  believes — 
n  later  released  unharmed. 
I  disciplined  army  could  tackle  these 
:  blems.  But  the  Georgian  army  is  a 
rocosm  of  the  nation's  infirmities. 


Corruption  runs  to  the  top,   LEADERSHIP  grandiose    hopes    Georgia's 

with  generals  accused  of  lin-  rp^  Ppntatmn  is  leaders  seem  to  possess.  "BP 
ing  their  pockets  by  brokering         .  °       .         will  meet  a  number  of  these 

weapons  deals  for  Chechen  training  Georgia  S  expectations,  but  we  can't 
rebels.  That's  one  reason  U.  S.  army  to  combat  possibly  meet  all  of  them," 
trainers  are  shifting  authority  terrorism  says  Andrew  Baines,  director 

to  young  soldiers.  In  charge  of  bp's  operations  in  Georgia, 

of  the  battalion  of  558  Georgian  troops  Then  there's  the  political  system.  She- 

now  being  schooled  at  Krtsanisi  is  Lieu-      vardnadze,  who  helped  bring  about  the 


tenant  Lasha  Beridze.  The  lanky  24- 
year-old  is  fluent  in  English,  has  trained 
at  Fort  Benning,  Ga.,  and  is  about  to 
get  his  own  Green  Berets  patch.  "We're 
the  future  of  the  Georgian  army,"  he 
says.  Participants  in  the  U.S.  training 
program  are  paid  well,  too — $200  a 
month  for  a  volunteer  private,  compared 
with  just  $20  for  a  conscript  in  the  reg- 
ular army. 

Anarchic  enclaves,  such  as  the 
Pankisi  Gorge,  are  only  one  of  many 
problems  that  will  test  the  army.  Geor- 
gia must  also  defend  the  oil  pipeline 
that  will  traverse  its  soil  for  155  miles. 
Undertaken  by  a  consortium  led  by  BP 
PLC,  it  will  ship  up  to  1  million  barrels 
of  oil  a  day  from  Baku  on  the  Caspian 
to  the  Mediterranean  port  of  Ceyhan. 

Bolstering  Georgia's  economy  may 
prove  even  more  difficult  than  over- 
hauling its  army.  Most  large  industrial 
enterprises  remain  in  the  hands  of  "red 
directors"  from  Soviet  times.  Foreign 
investment  is  a  paltry  $30  million  a 
year.  The  largest  foreign  investor,  AES 
Corp.,  the  Arlington  (Va.)-based  utility, 
may  pull  out  because  of  rampant  theft. 
The  oil  pipeline  is  expected  to  pump 
some  $250  million  in  contracts  into  the 
economy.  But  that's  well  short  of  the 


Soviet  Union's  downfall  as  Mikhail  Gor- 
bachev's Foreign  Minister,  still  has  back- 
ing in  Washington.  But  he  is  being  de- 
serted by  reformers  who  condemn  his 
inability  to  tackle  corruption  and  im- 
prove the  economy.  "We  feel  like  a  plane 
taken  over  by  hijackers,"  says  Mikhail 
Saakashvili,  34,  the  ex- Justice  Minister 
and  now  a  leading  opposition  politician. 
Shevardnadze's  second  term — which 
must  be  his  last,  according  to  Georgia's 
constitution — is  not  up  until  2005,  but 
would-be  successors,  including 
Saakashvili,  are  currying  favor  with 
Washington.  Moscow,  which  has  its  own 
moles  in  Georgia,  is  watching  this  mat- 
ing ritual  with  extreme  wariness. 

One  bright  spot  is  that  Georgians  are 
fed  up  with  the  whole  mess.  "This  coun- 
try can  transform  itself — and  it's  doing 
so  in  the  middle  of  the  most  dangerous 
neighborhood  on  the  planet,"  says  an 
American  expat,  Mark  Mullen,  director 
of  the  National  Democratic  Institute's 
office  in  Tbilisi.  That  statement  seems  to 
rest  more  on  faith  than  proof,  but  it 
would  be  marvelous  if  it  came  true — for 
the  sake  not  only  of  Georgia  but  also  of 
America  and,  yes,  Russia. 

By  Paul  Starobin  in  Tbilisi  and  the 
Pankisi  Gorge 
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Philip  Russom 

is  Research  Director  for 
Giga  Information  Group,  a 
global  advisory  firm  head- 
quartered in  Cambridge, 
Mass.,  that  counsels  busi- 
nesses throughout  the 
Americas  and  Europe 
about  ways  to  maximize 
their  technology  invest- 
ments. With  more  than  a 
decade's  experience  in 
analyzing  data  warehous- 
ing, data  marts  and  data 
quality,  Dr.  Russom  is  a 
recognized  expert  in  soft- 
ware markets  and  tech- 
nologies for  business 
intelligence.  We  asked  Dr. 
Russom  to  explain  the 
implications  of  new  data 
warehousing  technologies 
for  global  businesses. 


For  more  information,  call 
1-800-874-8647x734 
or  visit 
www.unisys.com/bi 


Imagine  it.  Done. 


Ask 


THE 


Experts 


Topic:  THE  TERABYTE  DATA 
WAREHOUSE 

Q.  What  are  some  of  the  major 
business  trends  encouraging  the 
current  rapid  growth  in  data 
warehouse  scalability? 
On  one  hand,  corporations 
worldwide  are  bringing  more 
business  processes  and  appli- 
cations online,  a  development 
that  drives  up  the  volume  of 
data  to  be  collected  and  stored 
for  reporting  and  analysis.  On 
the  other  hand,  the  number  of 
users  of  these  processes,  appli- 
cations, and  underlying  data  is 
increasing  dramatically  in  many 
companies,  which  increases 
the  number  of  queries  and 
reports  that  the  data  ware- 
house must  handle  with 
unquestioned  performance. 

Q.  What  are  some  of  the  require- 
ments for  achieving  such  scala- 
bility and  high  performance  in 
corporate  data  warehouses? 

In  assembling  a  data  ware- 
house platform,  businesses 
need  to  pay  special  attention  to 
selecting  a  database  manage- 
ment system  that  can  take  full 
advantage  of  the  capabilities  of 
the  underlying  operating  system 
and  computer  hardware.  With- 
out tight  integration  among 
these  three  platform  compo- 
nents, scaling  up  the  data  ware- 
house to  large  data  volumes 
and  significant  numbers  of 
users  requires  a  lot  of  time  and 
personnel  devoted  to  system 
integration  and  recurrent  per- 
formance tuning  — costs  that 
can  be  minimized  if  the  data 


warehouse  is  appropriately 
planned  in  the  first  place. 

Q.  The  trends  and  requirements 
that  you  have  described  are 
clearly  pertinent  to  data  ware- 
houses. Do  they  apply  to  data 
marts  as  well? 

Absolutely.  Multi-terabyte  data 
warehouses  have  been  with  us 
since  the  late  1 990s,  but  the  mul- 
ti-terabyte data  mart  is  just  now 
emerging.  For  instance,  when  the 
sole  focus  of  a  data  mart  is  a 
company's  customers,  and  if  the 
corporation  building  the  mart 
has  millions  of  customers,  a  cus- 
tomer data  mart  can  easily  gen- 
erate one  or  more  terabytes  of 
stored  data.  Such  requirements, 
long  present  in  data  warehouses, 
are  now  becoming  common  in 
many  data  marts  as  well.  As  a 
result,  a  growing  number  of  com- 
panies with  large  customer 
bases,  particularly  in  the  telecom- 
munications, retail,  and  financial 
services  sectors,  are  facing  the 
challenges  of  cost-effectively 
scaling  up  customer  data  marts 
while  maintaining  high  system 
performance. 

Q.  What  are  some  key  consider- 
ations when  establishing  a 
budget  for  a  large  data  ware- 
house project? 

Tools  such  as  Giga's  Total  Eco- 
nomic Impact™  encourage  data 
warehouse  implementers  to 
look  beyond  the  obvious  costs 
of  hardware  capital  and  soft- 
ware   licenses,    because   a 


system's  business  benefits 
flexibility  over  time  can  gres 
influence  the  return  on  an 
investment    like   this, 
instance,  a  pre-integrated  dc 
warehouse  platform  can  redul 
the  long-term  time,  cost, 
risk  of  integrating  and  devek 
ing  multiple  components,  whl 
an  extensible  platform  (one] 
which  more  hardware  can 
added  relatively  easily,  as  neej 
ed)   enables  future  scalabill 
with  minimal  risk  and  admin] 
trative  cost. 

Q.  If  a  corporation  is  inte 
ensuring  the  scalability 
data  warehouse,  should  the  i 
pany  seek  to  build  the  wai 
house  with  in-house  resources  \ 
to  outsource  ft? 
Although  the  number  of  mull 
terabyte   data  warehouses 
growing,  there  are  still  relative! 
few  data  warehousing  profel 
sionals  who  have  the  necessal 
experience  for  designing 
implementing  them.  Therefoii 
corporations  needing  to  devekj 
a   multi-terabyte   data   warj 
house— or  to   re-architect 
existing   one   to   enable   il 
continued    growth— would   il 
well-advised  to  seek  a  profel 
sional-services  organization  wil 
demonstrated  experience  in  intl 
grating  the  database,  operatirl 
system,  and  hardware  requi«| 
for  creating   a  highly  scalat 
data  warehouse. 


Three  of  the  world's 
largest  banks  open 
every  day  in  the  U.K. 
because  of  what    , 
we  do  every'  night. 
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Systems  Integration. 


Outsourcing. 


Infrastructure. 


Server  Technology. 


Consulting. 


Imagine  it: 

Business  process  operations  outsourced  so 
efficiently,  all  parties  now  save  money  on  a  job 
that  once  consumed  their  time  and  effort.  That's 
the  solution  Unisys  provided  Barclays,  HSBC 
and  Lloyds  TSB  for  processing  checks. 

Done: 

Unisys  worked  with  the  three  banking  rivals  to 
form  a  joint  venture  and  create  a  new  company 
to  do  their  nightly  check  processing.  The  joint 
venture  with  Unisys  now  handles  67%  of  all 
checks  in  the  U.K.  and  profits  all  parties. 
Having  collaborated  every  night,  they  open 
for  business  every  day.. .as  competitors. 

Outsourcing  with  precision  thinking, 
relentless  execution  to  drive  your  vision  forward. 


Imagine  it.  Done. 
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COMMENTARY 


By  Christine  Tierney 

VW  MAY  PAY  DEARLY  FOR  ITS  DETOUR  INTO  LUXURY 


With  a  starting  price  of  $150,000, 
it's  not  exactly  a  "people's  car." 
The  Bentley  Continental  gt 
coupe,  the  first  Bentley  developed  by 
Volkswagen  since  it  bought  the 
British  marque  in  1998,  captures  the 
elegance  and  sportiness  of  the  brand's 
racing  heritage.  Behind  the  exquisite 
radiator  grille,  is  a  12-cylinder  engine 
that  takes  the  car  from  0  to  60  mph 
in  less  than  five  seconds,  vw  will  start 
delivering  these  cars  in  Europe 
next  year  and  expects  to  sell 
more  "than  2,000  in  2004. 

The  new  Bentley  is  but 
the  latest  volley  in  vw's 
luxury  offensive.  In  June, 
the  German  auto  maker 
introduced  the 
Phaeton,  the  most 
expensive  car  ever 
to  sport  the  vw 
badge.  Car  magazines 
rate  the  $62,000-plus 
Phaeton  on  a  par  with  pricier, 
top-fine  Mercedes-Benz  and  BMW 
models.  In  November,  VW  is  rolling 
out  another  premium  product:  the 
latest  generation  of  the  Audi  A8 
sedan,  priced  at  upwards  of  $68,000. 
It's  packed  with  gadgets,  such  as  a 
tiny  pad  that  verifies  the  fingerprint 
of  the  owner  and  up  to  three  more 
drivers  and  adjusts  the  seat,  steer- 
ing wheel,  and  temperature  to  their 
preferences.  "If  we  compare  it  with 
the  bmw  7  Series,  we're  better,"  says 
Falko  Schling,  group  quality  director. 

But  as  it  grabs  for  the  brass 
ring — make  that  gold — Volkswagen 
seems  to  be  loosening  its  grip  on  its 
core  business.  The  new  dream-mo- 
biles will  account  for  less  than  5%  of 
the  company's  $87  billion  a  year  in 
l-evenues.  The  bulk  of  sales  and  prof- 
its come  from  small  and  midsize  cars, 
led  by  the  $15,265  vw  Golf  compact. 
These  models  are  now  struggling. 
"Walking  through  the  Paris  motor 
show,  one  sees  all  the  money  and 
engineering  time  tied  up  in  the  Bent- 

VW  GOLF 


ley,  the  Phaeton,  and  the  Lamborghi- 
nis.  They're  suffering  for  that,"  says 
Stephen  Reitman,  auto  analyst  at 
Merrill  Lynch  &  Co.  in  London. 

Volkswagen  had  better  watch  out. 
Europe's  market  for  midprice  cars  is 
a  punishing  arena,  where  it's  easy  for 
an  auto  maker  to  lose  its  footing.  VW 
is  profitable  and  has  a  history  of  engi- 


BENTLEY 
CONTINENTAL  GT 


DELUXE 


AsVW 
rolls  out  pricey  new 
models,  it's  neglecting 
the  mid-market 


neering  excellence.  But  its  perfor- 
mance this  year  is  discouraging:  VW 
sales  in  Europe  are  down  7%,  more 
than  any  major  auto  maker  except 
Fiat  Auto  and  General  Motors  Corp.'s 
Opel.  In  the  U.  S.,  vw's  sales  are  off 
less  than  1%.  But  the  company  is  pil- 
ing on  incentives  faster  than  its  Euro- 
pean competitors.  According  to  re- 
searcher Autodata  in  Woodcliff  Lake, 
N.J.,  incentives  on  vws  were  up  61% 
in  September  from  year-earlier  levels, 
to  an  average  of  $1,115  per  model. 

Slack  sales  and  discounts  are  taking 
a  toll.  In  July,  Volkswagen  CEO  Bernd 
Pischetsrieder  warned  investors  to 
brace  themselves  for  a  10%  drop  in 
earnings  from  last  year's  pretax  profit 
of  $4.3  billion.  Of  course  times  are 
tough.  But  not  everyone  is  paring 

back  forecasts.  France's  PSA  Peu- 
geot Citroen  expects  to  end  the 
year  with  higher  sales  and  prof- 
its, bolstered  by  a  fresh  crop  of 
eye-catching  compacts  and  mini- 


vans,  vw  remains  the  leader  in  Eu- 
rope, with  18.5%  of  the  market,  but  it 
has  lost  half  a  point  of  share  over  the 
past  year.  Peugeot  is  closing  in,  with 
15%,  up  from  12%  in  1999. 

Some  of  vw's  troubles  this  year 
were  inevitable.  The  Golf,  accountinj 
for  almost  a  quarter  of  group  sales 
and  profits,  is  showing  its  age:  the 
latest  model  is  five  ye; 
old.  Indeed,  the  Golf  re- 
cently surrendered  the 
title  of  best-seller  to 
Peugeot's  206.  And  the  :| 
Polo  subcompact,  sold 
in  Europe,  has  disap- 
pointed. Just  11 
months  after  its 
launch,  VW  is  of- 
fering deals, 
such  as  0.9% 
financing. 
Meanwhile,  the 
German  auto  maker 
has  been  slow  to  develop 
cars  for  fast-growing  segments.  It  is 
only  now  introducing  a  sport-utility 
vehicle,  the  Touareg.  And  it  has 
missed  out  on  a  sales  surge  in  Eu- 
rope's compact  minivan  market,  a  seg-j 
ment  pioneered  by  Renault  with  its 
Megane  Scenic,  vw's  equivalent,  the 
Touran,  will  enter  a  crowded  race 
when  it  debuts  next  year. 

It's  a  dilemma  for  Pischetsrieder, 
who  has  been  in  the  driver's  seat  at 
vw  only  since  April.  Picked  by  for- 
mer vw  CEO  Ferdinand  Piech,  the 
onetime  BMW  chairman  has  embraced 
his  predecessor's  strategy  of  enhanc- 
ing the  group's  image  by  developing 
premium  cars.  While  the  Phaeton 
isn't  expected  to  earn  much  money, 
VW  claims  it  will  cast  a  halo  of  luxury 
over  other  vw  models,  enabling  the 
company  to  command  higher  prices 
across  its  lineup.  Many  investors  like 
the  strategy  and  appreciate  Pischet- 
srieder's  vow  to  winnow  out  overlap- 
ping models  and  loss-makers  like  the 
Audi  A2  compact.  But  it  takes  years 
to  move  a  brand  upmarket,  wiiile 
vw's  pricing  power  seems  to  be 
weakening  now.  The  Bentley  and  the 
rest  of  vw's  supercars  may  yet  prove 
a  luxury  Volkswagen  can  ill  afford. 


Tierney  covers  the  European  autc 
industry  from  Frankfurt 
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Does  your  software  let  you  manage  and  protect  your  wireless  enterprise  no  matter 
where  it  goes?  Ours  does. 

Managing  your  enterprise  was  hard  enough  when  you  knew  where  it  was.  Now,  thanks  to  the  boom  in  wireless  devices,  mission-critical 
data  and  systems  can  walk  in  and  out  the  door  at  will.  That's  why  it's  vital  to  have  software  that  can  keep  track  of  your  wireless  enterprise 
no  matter  where  it  goes.  Our  infrastructure  management  software  is  considered  the  gold  standard,  making  it  one  of  the  best  choices  for 
securing  and  managing  your  global  environment.  And  it  works  across  multiple  platforms,  so  it's  compatible  with  what  you  have  today 
and  what  you  add  tomorrow.  Sure,  your  devices  may  still  get  lost.  But  your  information  won't.  ca.com/wireless/enterprise 
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It  may  be  th  r 
only  vacation  where  yo 
come  back  riche 

Ft.  Lauderdale  to  Costa  Ric  ' 
Nov  29  -  Dec  10,  200 


STANDARD 
SPOOR'S 


Investment  Seminar  at  Sea 

aboard  the  award-winning  Crystal  Symphony 


Now  more  than  ever 

you  need  the  sound  advice 
of  Leading  experts  on  our 
economy,  the  stock  market 
and  how  to  safeguard  your 
hard-earned  assets.   And 
during  our  Investment 
Seminar  at  Sea,  you'll  hear 
objective  recommendations 
on  today's  best  investment 
opportunities.   Attend  four 
insightful  sessions  during 
your  11-day  cruise  from 
the  Caribbean  through  the 
Panama  Canal  to  Latin 
America  on  the  world's 
most  luxurious  ship. 


INVESTMENT  STRATEGIES 

Gain  a  unique  perspective  of  the 
markets  through  the  influential 
S&P  500  index  including  current 
favorite  sectors  and  stocks  from 
S&P's  acclaimed  team  of  analysts. 

ECONOMIC  FORECASTS 

Hear  views  on  the  economy  and 
benefit  from  insights  acquired 
from  decades  of  economic  and 
market  coverage  in  the  private 
and  public  sector. 

PROFITABLE  PORTFOLIOS 

Learn  results  of  S&P's  Mutual 
Fund  research,  with  current 
recommendations  as  well  as  how 
to  make  them  a  part  of  a  highly 
profitable  portfolio. 


r> 


Ken  Shea 

Managing  Director  of  Equity  I 
Research,  Standard  &  Poor's! 

Responsible  for  50  equi 
analysts  and  buy/sell/fil 
recommendations  on  mf 
than  1,000  stocks. 


Seymour  Zi     | 

Senior  Contributing  Econon 
Editor,  BusinessWeek 


Supervising  coverage 
economics.  Wall  Street,  I 
markets  and  investment! 
since  1980. 


Joel  Friedn 

Managing  Director  of  Investr| 
Services,  Standard  &  Poor's 

Analytical  and  relations) 
responsibility  for  50  fui| 
sponsors  representing 
over  100  managed  fundi 


Seminar  at  Sea  Itinerary 


9  Embark  Crystal  Symphony  in  Ft.  Lauderdale, 
Florida,  the  "Venice  df  America"      [depart  9pm] 

0  Seminar  I  and  Captain's  Welcome  Cocktail 
Party  while  cruising  the  Atlantic  Ocean 

Seminar  II  and  wide  variety  of  activities  and 

«    entertainment  while  cruising  the  Atlantic  Ocean 
'   Tortola,  British  Virgin  Islands  -  white  sandy 
beaches  and  West  Indian  charm        [8am  -  6pm] 

St.  Maarten,  Netherlands  Antilles  -  Dutch  and 
French  in  nationality  &  character     [8am  -  5pm] 

St  Barts,  French  West  Indies  -  refined  and 
beautiful  with  tempting  shops         [8am  -  5pm] 

>  I  Seminar  III  and  exclusive  Gala  Cocktail  Party 
with  Ken  Shea,  Seymour  Zucker  &  Joel  Friedman 

Aruba,  Dutch  West  Indies  -  Dutch  colonial 
architecture  and  cultural  treasures   [8am  -  5pm] 

Seminar  IV  while  cruising  the  azure  waters  of 
the  Caribbean  Sea 

Daytime  transit  of  the  Panama  Canal  -  enjoy 
an  unforgettable  day  of  spectacular  scenery 
along  this  engineering  masterpiece  [7am  -  4pm] 

Cruising  Golfo  Duke  -  plenty  of  time  for 
activity  and  learning  or  pure,  blissful  leisure 

0  Caldera,  Costa  Rica  -  prosperous,  peaceful,  and 
home  to  a  diverse  ecosystem      [disembark  8am] 

dded  bonus,  this  is  a  Yoga,  Health  and  Fitness 
e  sailing  with  special  activities  &  guest  experts. 


Atlantic  Ocean 
Lauderdale 


Tortola 

St.  "Maarten- 
Caribbean  / 

Sea 

^^Jfcwba 
CaldeKM 
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Pacific  Ocean  'p  Qmal 


T   A   L    *»    C    R    U       S   E   S 


e  fares  in  U.S.  dollars  based  on  double 
lancy  including  port  charges  of  $175.  All 
ories  subject  to  prior  sale.  Please  call  for 
e  add-ons  from  major  U.S.  &  Canadian  cities. 
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"World's  Best  Large  Cruise  Line" 
Travel  +  Leisure,  96,  97,  98, 99,  00,  '01 

"Best  Large-Ship  Cruise  Line" 

Conde  Nast  Traveler,  96, 97, 98, 99,  DO,  01 


Ft.  Lauderdale  to  Costa  Rica 
11-day  luxury  cruise,  Nov  29  -  Dec  10,  2002 


Penthouse  Suite 
with  Verandah 

PS  -  491  sq.  ft.  total 

Brochure  fare 
$12,120  per  person 
Your  fare 
only  $8,535 
per  person 

Penthouse 
with  Verandah 

PH  -  367  sq.  ft.  total 

Brochure  fare 
$9,645  per  person 

Your  fare 
only  $6,805 
per  person 


Deluxe  Stateroom 
with  Verandah 

B  -  246  sq.  ft.  total 

Brochure  fare 
$6,540  per  person 

Your  fare 
only  $4,310 
per  person 

,_      Deluxe 
Stateroom 

f  -  206  sq.  ft. 


Brochure  fare 
$5,420  per  person 
Your  fare 
only  $2,795 
per  person 


registration  fee  only  $495  per  person  or  $895  per  couple  additional.   For  more  information,  visit  businessweek.greattravel.com 


GREAT  AMERICAN  TRAVEL 

Exclusively  Cruises  &  Tours 


To  make  your  reservation,  call  toll  free 
1-866-468-5700  today.  Space  is  limited. 
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TURKEY:  A  RISING  ISLAMIC  PARTY 
GIVES  THE  WEST  THE  JITTERS 


It  seems  like  the  last  thing  the  U. S.  and  Europe  need,  a 
pro-Islamist  government  taking  over  in  Turkey  on  the 
eve  of  a  likely  U.  S.-led  attack  on  neighboring  Iraq.  But  ac- 
cording to  public  opinion  polls,  the  year-old  Justice  &  Devel- 
opment Party  (akp) — the  latest  reincarnation  of  earlier- 
banned  Islamic  groupings — could  win  30%  or  more  of  the 
popular  vote  in  Turkey's  general  elections  on  Nov.  3.  That 
would  make  the  akp  the  Parliament's  majority  party,  since 
smaller  parties  are  excluded  if  they  score  under  10%.  And  it 
would  mark  a  key  shift  away  from 
the  secular  parties  that  have  tradi- 
tionally held  power  in  Turkey. 

That's  leading  to  nervousness  in 
Washington,  on  Wall  Street,  and  in 
European  capitals.  Some  diplomats 
and  analysts  worry  that  the  akp's 
conservative  Islamic  populism  may 
lead  to  more  instability  just  when 
the  strategically  important  nation  is 
least  prepared  for  it.  Turkey  is  only 
haltingly  recovering  from  its  worst- 
ever  slump,  thanks  to  a  $17  billion 
loan  from  the  International  Mone- 
tary Fund.  The  fear  is  that  an  akp 
government  might  be  ill  equipped  to 
reform  the  economy  and  a  difficult 
ally  against  Iraq.  The  Islamists'  previous  period  in  power, 
for  12  months  in  1996  and  1997,  was  marked  by  tensions 
with  the  staunchly  secular  military.  "With  an  economy  on  life 
support  and  a  war  across  the  border,  we're  not  facing  the  most 
promising  situation,"  says  Bulent  Aliriza,  a  specialist  on 
Turkey  at  Washington's  Center  for  Strategic  &  International 
Studies.  "There's  a  whole  different  feel  about  these  elections." 

What's  different  is  the  spectacular  rise  of  the  akp  and  its 
charismatic  leader,  Recep  Tayyip  Erdogan,  48,  a  former  Is- 
tanbul mayor.  He  has  been  banned  from  running  in  the  elec- 
tion because  of  a  conviction  for  inciting  religious  strife  in  1998, 


HEADED  FOR  POWER?  Gul  and  Erdogan 


but  he  would  play  a  role  advising  an  akp  Prime  Ministe 
perhaps  party  co-founder  Abdullah  Gul.  The  AKP  is  benefil 
from  dissatisfaction  with  Turkey's  corruption-ridden  seci 
parties,  three  of  which  have  shared  power  under  aging  Pr 
Minister  Bulent  Ecevit  since  early  1999. 

To  capitalize  on  the  discontent,  akp  leaders  are  stress 
their  goals  of  fighting  corruption,  streamlining  governmt 
and  making  the  economy  more  efficient.  The  AKP  will  w 
closely  with  the  IMF  and  move  as  quickly  as  possible  to  rr. 

requirements  for  talks  on  join 

the    European    Union,    says 

Babacan,  an  economic  policy  cc 

dinator  for  the  party.  An  akp  g 

ernment  would  "be  cooperati 

with  the  U.  S.  on  Iraq,  he  adds. 

Party  leaders  recently  visit 

London  and  the  U.S.  to  convii 

investors  the  AKP  has  moved  av 

from  religious  politics.  But  will 

markets  bite?  Since  the  elect 

was  called  in  August,  the  Istam 

Stock  Index  has  fallen  15% 

vestors  might  feel  reassured  if 

new  government  were  to  inch 

Kemal    Dervis,    who    organii 

Turkey's    economic    rescue.    I 

Dervis  is  a  candidate  for  the  center-left  Republican  Peopl 

Party,  which  may  not  win  enough  seats  to  force  a  coalitie 

So  the  elections  could  well  open  a  new  era  in  Anka 

Turkish  voters,  investors,  and  political  leaders  in  the  U.S 

Europe  will  be  watching  to  see  if  it's  for  good  or  ill. 

By  John  Rossant  in  Paris,  with  Stan  Crock  in  Washing. 


BusinessWeek  online 


For  an  interview  with  Justice  &  Development  Party  official  Ali  Babaca 
go  to  the  Oct.  21  issue  online  at  www.businessweek.com. 


GLOBAL  WKAPUP 


END  OF  THE  ULSTER  PEACE  DEAL? 

►  Once  again  Northern  Ireland's  peace 
process  is  unraveling.  First  Minister 
David  Trimble  is  threatening  to  resign 
unless  the  British  kick  Sinn  Fein,  the 
political  wing  of  the  Irish  Republican 
Army,  out  of  the  provincial  govern- 
ment. Trimble,  the  top  unionist  leader, 
had  little  choice  but  to  stir  up  a  fuss 
after  the  police  raided  Sinn  Fein  of- 
fices on  Oct.  4.  The  police  say  an  IRA 
spy  ring  has  penetrated  the  British 
government  in  the  province. 

Prime  Minister  Tony  Blair  will  like- 


ly suspend  the  local  government  for  a 
cooling-off  period.  That  has  happened 
three  times  since  the  regional  assem- 
bly was  installed  in  1999.  But  momen- 
tum for  peace  is  losing  steam  as  hard- 
liners gain  in  popularity  in  both 
unionist  and  republican  camps. 

BOON  FOR  JAPANESE  SCIENTISTS 

►  Long  neglected  by  Western  science 
circles.  Japanese  researchers  are  win- 
ning more  recognition.  The  Royal 
Swedish  Academy  of  Sciences  has  an- 
nounced that  two  Japanese  have  won 
separate  Nobel  prizes  this  year,  bring- 


ing the  number  of  Japanese  laureat 
to  12.  Masatoshi  Koshiba,  a  Universi 
of  Tokyo  emeritus  professor,  shares 
the  physics  award  with  two  Americ 
astrophysicists  for  his  work  on  neut 
nos — subatomic  particles  that  hold 
key  to  understanding  how  the  cosmo 
works.  Koichi  Tanaka,  43,  an  enginee 
at  precision-equipment  maker  Shi- 
madzu  Corp.,  shares  the  chemistry 
prize  for  his  analysis  of  large  mole- 
cules, which  is  contributing  to  the  d€ 
velopment  of  promising  drugs  and 
early  diagnosis  of  cancer.  He's  the 
youngest  Nobel  laureate  since  1937. 
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(FOOD) 


ther  you  prefer  traditional  Japanese  cuisine  or  more  familiar  Western  fare,  our  chefs  will  make  you  very  happy  you've 
the  world-renowned  service  of  ANA.  Because  in  Japan,  we  refuse  to  believe  there's  an  altitude  limit  on  good  food. 

ENJOYED  DAILY  TO  JAPAN  AND  ASIA. 


ANAM 


A  STAR  ALLIANCE  MEMBER    \*' 
1-800  2-FLY-ANA   I    WWW.FLY-ANA.COM 
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GATES: 
ON  THE 
DEFENSIVE 


Microsoft 


,  > 
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SOFTWARE 


MAD  AS  HELL 
AT  MICROSOFT 

A  new  licensing  plan  is  ticking  off  lots  of  corporate  buyers 


M 


licrosoft  Corp.'s  new  software 
licensing  program  for  businesses 
is  such  a  sore  topic  that  if  you 

I  ask  Chairman  William  H.  Gates 
III  about  it,  he  gets  downright  testy. 
"People  spend  more  on  paper  for  these 
employees  than  they  spend  on  the  Office 
productivity  software,"  Gates  snaps. 
He  says  Microsoft  prod- 
ucts amount  to  no  more 
than  1%  to  2%  of  a 
company's  technology 
budget,  and  says  the 
billions  companies  pay 
for  Microsoft's  suite 
of  word-processing, 
spreadsheet,  and  pres- 
entation software  is  "al- 
most a  rounding  error" 
compared  with  the  to- 
tal they  invest  in  work- 
er productivity. 


It's  no  wonder  Gates  is  on  the  de- 
fensive. Microsoft's  licensing  scheme  has 
stirred  up  angry  customers  who  gripe 
that  the  pricing  rules  that  went  into  ef- 
fect in  August  are  increasing  their  soft- 
ware bills.  According  to  a  September 
survey  of  corporate  technology  buyers 
by  Goldman,  Sachs  &  Co.,  only  7%  are 


pleased  with  the  changes.  Moreo,| 
37%  signed  up  but  aren't  happy  al 
it,  and  7%  are  actively  seeking  altei 
tives.  Technology  research  firm  G 
Inc.  estimates  that  most  customers  t 
didn't  already  have  multiyear  licei 
for  Microsoft  software  will  wind  up  p 
ing  more  as  a  result  of  the  comp 
policy  changes.  "It's  a  revenue 
says  Kaiser  Permanente  Chief  Info: 
tion  Officer  Cliff  Dodd,  who  grud 
signed  up  for  the  program.  "It's  an 
teresting  way  to  run  a  business, 
say  that  with  disdain." 

It's  not  just  customers  who 
peeved.  PC  makers  say  Microsoft  is  1 
ing  less  money  for  companies  to  spt 
on  other  products,  jeopardizing  their 
ready  fragile  business  amid  the  woi 
ever  tech  slump.  "That's  delaying  t 
replacement  of  PCs,"  says  a  senior  • 
ecutive  at  a  major  computer  maker. 

The   flareup  comes  at  a  delicate  til 


THE  LICENSING 
BROUHAHA 

To  goose  corporate 
sales  and  create  a 
steadier  revenue 
stream,  Microsoft 
turned  to  a  new 
licensing  plan  that 
raises  prices  for 
many  buyers.  But  a 
backlash  is  brewinp 


PC  MAKERS  Some 
buyers  are  shifting 
money  away  from 
other  technology, 
such  as  new  PCs,  to 
pay  for  the  licensing 
program.  This  could 
weaken  an  already 
battered  industry 
and  unleash  new  re- 
sentments against 
M  crosoft. 


CUSTOMERS  Ana- 
lysts say  many 
customers  will  pay 
more  under  the 
licensing  program. 
Some  are  seeking 
alternatives,  such  as 
the  Linux  operating 
system  and  Sun 
Microsystems' 
StarOffice  desktop 
applications. 


REGULATORS  On 

the  eve  of  a  judge's 
expected  ruling  on 
Microsoft's  antitrust 
case,  regulators  aii 
pondering  whether 
the  licensing  plan  i: 
an  abuse  of  the 
pricing  power  that 
stems  from  the 
Windows  and  Offio 
monopolies. 
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if  you  show  me  yours. 


>t 


^ 


. 


in     Sydney 


SHOW  PRESENTATIONS     SHARE  DOCS     SHOW  VIDEO     SHARE  APPS    SHOW  3D    SHARE  DESKTOPS 


in     L  .  A. 

Have  something  to  show  off?  You  can  gather  all  the  stuff 
you'll  need  and  hit  the  road,  but  why  burn  the  time  and 
money?  A  WebEx  online  meeting  is  the  way  to  go. 
No  matter  where  you  are,  all  you  need  is  a  browser 
and  WebEx  delivers  a  live,  incredibly  interactive, 
online  meeting  experience.  Whether  it's  sales, 
training,  seminars  or  technical  support,  you  can  call  a  meeting  on  the  fly  and 
instantly  put  the  power  of  integrated  data,  voice  and  video  to  work.  You'll  cut  costs, 
boost  sales  and  massively  increase  productivity.  If  you've  never  seen  WebEx  in  action, 
visit  webex.com/freeshowing  and  we'll  show  you  our  stuff. 


webex 

online  meetings 


.all  now  for  a  free  showing.  888-998-MEET(6338)  1  We've  got  to  start  meeting  like  this. 


It  and  the  WebEx  logo  are  registered  trademarks  of  WebEx  Communications,  Inc.  c2002  WebEx  Communications,  Inc.  All  rights  reserved.  Terms  and  conditions  apply. 
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for  Microsoft.  On  the  eve  of  the  resolu- 
tion of  the  company's  federal  antitrust 
case,  state  attorneys  general  are  ques- 
tioning whether  the  software  giant  is 
unfairly  taking  advantage  of  its  Windows 
and  Office  monopolies  to  raise  prices. 
Iowa  Deputy  Attorney  General  Tarn  B. 
Ormiston  says  his  state  will  consider  a 
new  legal  action  on  the  licensing  plan 
after  it  gets  a  ruling  on  the  original 
case  by  U.  S.  District  Court  Judge 
Colleen  Kollar-Kotelly. 

Despite  the  tumult  it  created, 
Microsoft  says  it  was  simply  trying 
to  make  things  easier  for  corpo- 
rate buyers.  "We  had  strong  feed- 
back from  customers  that  our  vol- 
ume licensing  programs  were 
confusing  and  hard  to  administer," 
says  Bill  Landefeld,  Microsoft's 
vice-president  for  worldwide  li- 
censing and  pricing.  So  Microsoft 
came  up  with  Software  Assurance. 
It's  basically  a  subscription:  Sign  a 
multiyear  deal,  and  you  can  use 
Microsoft's  software  and  get  up- 
grades for  the  term  of  that  con- 
tract. Trouble  is,  customers  who 
pass  on  the  new  program  often 
end  up  paying  more,  since  Mi- 
crosoft eliminated  discounts  for  up- 
grades. Microsoft  estimates  that 
roughly  50%  of  its  volume-license 
customers  will  see  no  change,  20%  will 
pay  more,  and  30%  will  pay  less. 

Customers  say  Microsoft  sprang  the 
plan  on  them  and  loaded  it  down  with 
legalese.  Vancouver  (B.C.)  resort  op- 
erator Intrawest  Corp.  assigned  a  tech 
staffer  full-time  for  six  months  to  figure 
out  the  impact.  "The  most  complex 
code  coming  out  of  Microsoft  shouldn't 
be  written  by  the  lawyers,"  says  In- 
trawest Chief  Information  Officer 
Matthew  Dunn.  Microsoft  acknowledges 
that  it  failed  to  explain  the  advantages 


OPTIONS 


for  a  licensing  agreement,  he'll  save 
more  than  10%  a  year  on  software  for 
his  10,000  desktop  computers.  "It  fund- 
ed the  upgrades  we  had  already 
planned,"  Flynn  says. 

But  tech  buyers  who  typically  wait 
four  or  more  years  to  upgrade  may  get 
slammed  no  matter  which  way  they 
turn.  Either  they  sign  up  for  Software 

HOW  THE  NEW  LICENSING 
PROGRAM  WORKS 


THEN 


Business  customers  bought  software  licenses  for 
PCs  and  servers,  upgrading  the  programs 
whenever  they  chose.  They  received  upgrade 
discounts  up  to  40%  off  list  prices.  Large 
customers  could  purchase  "enterprise 
agreements,"  paid  annually,  that  included 
automatic  upgrades  and  discounts. 


NOW 


A  new  program  called  Software  Assurance  offers 
multiyear  subscriptions  to  all  businesses.  The 
annual  fee  can  save  money  for  those  who 
upgrade  PC  programs  within  3lA  years.  Those 
who  upgrade  less  often  could  wind  up  spending 
more.  Companies  that  don't  buy  Software 
Assurance  pay  full  price  when  they  upgrade. 


Assurance  and  buy  products  they  don't 
need,  or  they  don't  sign  up  and  pay  full 
price  when  they  ultimately  pick  up  new 
licenses.  The  new  licensing  policies  will 
increase  their  bills  anywhere  from  68% 
to  107%,  according  to  Gartner.  An  Office 
upgrade  for  a  company  with  500  licens- 
es, for  example,  could  climb  from  rough- 
ly $112,000  to  $187,000. 

Analysts  expect  the  new  deal  to  kick- 
start  Microsoft  revenues.  In  the  cur- 
rent fiscal  year,  which  started  in  July, 
Microsoft  expects  Office  sales  to  soar 


Linux,  which  already  has  26%  of  the 
server  operating-system  market,  has  the  best 
chance  of  putting  a  dent  in  Microsoft's  business 


of  the  system,  including  reductions  in 
support  and  administrative  costs.  "Mea 
culpa.  I  screwed  up,"  says  Orlando  Ay- 
ala,  the  company's  group  vice-president 
for  worldwide  sales,  marketing,  and 
services. 

For  customers  who  were  already  in 
the  habit  of  upgrading  often,  a  long- 
term  license  is  a  sweet  deal.  They  pay 
less  for  software  they  were  going  to 
buy  anyway.  At  Bellevue  (Wash.)  truck- 
maker  Paccar  Inc.,  cio  Patrick  F.  Flynn 
estimates  that  as  a  result  of  signing  up 


by  10%,  to  $10.5  billion,  largely  on  the 
wings  of  the  new  licensing  program. 
Much  of  it  is  a  one-time  phenomenon,  as 
companies  rush  to  sign  up.  But  Pruden- 
tial Securities  estimates  that  the  new 
program  will  add  roughly  $600  million  in 
unearned  revenues  in  each  quarter. 

Microsoft's  long-range  goal  is  to  turn 
revenue  into  a  steady,  predictable  stream. 
"Investors  don't  like  stops  and  starts  in 
growth,"  says  Goldman,  Sachs  &  Co.  an- 
alyst Rick  Sherlund.  "This  will  shave  off 
peaks  when  they  launch  new  products 


and  fill  in  valleys  when  they  don'l 

The  change  seems  likely  to  shave 
makers'  revenues,  too.  Already,  soil 
businesses  are  extending  the  time  th| 
hold  onto  PCs.  Paper-products  m 
Boise  Cascade  Corp.,  for  example, 
to  replace  PCs  every  three  years.  Nol 
with  the  new  licensing,  the  compai| 
will  stretch  that  to  four. 

The  licensing  has  pushed  sorl 
angry  tech  buyers  to  considf 
switching  to  software  from  M 
crosoft's  rivals,  including  the  Lil 
ux  operating  system.  "This  is[ 
motivator  for  us  to  go  more  coil 
pletely  toward  Linux  than  vl 
would  have  otherwise,"  sai 
Michael  Prince,  cio  at  BurhngUJ 
Coat  Factory  Warehouse 
He  already  runs  all  of  the  PCs ' 
320  stores  with  Linux,  and 
adding  more. 

Competitors  smell  blood.  Fier 
Microsoft  rival  Sun  Microsysten 
Inc.  unveiled  plans  Sept.  18 
launch  a  low-cost  Linux-bas« 
desktop  computer.  Sun  is  s 
sively  pushing  StarOffice,  a  suii 
of  applications  that  are  compatib| 
with  Microsoft  Office.  The  large 
customers  pay  $25  for  StarOffid 
vs.  $185  a  year  for  Office,  wit) 
Software  Assurance. 
Linux  has  the  best  chance  of  \ 
a  dent  in  Microsoft's  business, 
the  Linux  operating  system  holds  only  I 
minuscule  market  share  in  desktop  conl 
puters,  it  already  has  26%  of  the  serW[ 
operating-system  market,  compared 
49%  for  Microsoft,  says  IDC  analyst 
Kusnetzky.  He  says  a  number  of 
gruntled    Microsoft    customers 
launched  pilots  for  testing  Linux.  Wha 
more,  a  movement  is  growing  amonl 
foreign  governments  to  make  it  officiil 
policy  to  promote  the  use  of  open-sourcj 
software  such  as  Linux.  Such  propos 
are  under  consideration  in  25  countrie 
Microsoft  counters  by  encouraging  got 
ernments  not  to  mandate  software. 

But  Microsoft's  not  much  worna 
about  challenges  to  its  desktop  heg«| 
mony.  The  reason:  It's  loads  of  worj 
and  expense  to  migrate  a  workforce  tl 
new  word-processing  and  spreadsheel 
programs.  Still,  Ayala  says  he  is  offer™ 
irked  customers  increased  flexibility  i[ 
licensing  terms,  though  the  compare] 
won't  provide  details. 

That  may  mollify  some  buyers,  but  il 
won't  make  Microsoft's  headache  gl 
away.  It  has  soured  relations  witj 
many  businesses  at  a  time  when  they'r  I 
trying  to  cut  their  technology  costs- 1 
not  watch  them  grow. 

By  Jay  Greene  in  Redmond, 
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I>\  pioneering  cleaner  and  more  efficient  energy  technologies,  Siemens  is  helping 
to  reshape  and  redefine  the  power  industry.  Whether  it's  energy,  healthcare  or 
communications,  we  have  400,000  minds  working  together  all  around  the1  globe, 
including  85, 000  right  here  in  the  U.S.,  creating  innovative1  solutions.  And  that's 
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TELECOMMUNICATIONS 


VERIZON:  A  LEADER 
AMONG  BELLS? 

CEO  Seidenberg  has  assembled  the  pieces  to  grow  nationwide 


Telecom  woes  are  spreading  to  the 
industry  stalwarts — the  Bells.  The 
number  of  regular  phone  lines 
shrank  2%  last  year  as  more  callers 
switched  to  cell  phones  and  to  e-mail. 
New  rules  also  make  it  cheaper  for  ri- 
vals to  lease  Bell  lines  and  resell  phone 
service  under  their  own  name.  Those 
threats,  compounded  by  a  weak 
economy,  led  SBC  Communica- 
tions Inc.  to  announce  11,000  lay- 
offs in  late  September.  BellSouth 
has  lowered  its  growth  targets. 
The  Bells  stock  prices  are  down, 
on  average,  20%  this  year.  And 
Moody's  Investors  Service  warns 
that  the  credit  rating  for  the  en- 
tire sector  could  be  lowered. 

So  on  Oct.  1,  when  Verizon 
Communications  CEO  Ivan  G. 
Seidenberg  strode  into  a  Gold- 
man, Sachs  &  Co.  conference  in 
New  York's  Grand  Hyatt  Hotel, 
the  crowd  was  braced  for  more 
bad  news.  But  the  55-year-old 
Seidenberg  vowed  that,  despite 
the  punishing  market  conditions, 
the  company  would  meet  its  fi- 
nancial targets  this  year,  pro- 
ducing operating  earnings  of  $8.4 
billion,  up  from  last  year's  $8.2 
billion.  Revenue  is  expected  to 
be  fiat,  at  $67  billion.  He  also 
dispelled  rumors  that  Verizon 
would  make  a  bid  for  a  big  rival 
telecom  company,  assuring  ana- 
lysts that  the  company  wouldn't 
make  a  "crazy"  acquisition.  Ver- 
izon's shares  soared  20%,  to 
$33— though  they  are  still  43% 
below  the  peak  reached  in  2000. 
In  the  grim  world  of  telecom, 
that's  what  passes  for  a  hot  stock. 
The  East  Coast  powerhouse  may 
indeed  be  poised  to  emerge  from 
the  telecom  meltdown  as  the  in- 
dustry's new  leader.  During  the 
1990s,  Seidenberg  created  a  gi- 
ant in  local  and  wireless  by 
merging  Nynex  with  Bell  At- 
lantic and  GTE  and  joining  forces 
with  Vodafone  Group  PLC.  Within 
months,  Verizon  is  expected  to 
win  permission  to  offer  long-dis- 


tance service  throughout  its  local  phone 
territory,  eliminating  a  restriction  that 
has  limited  the  Bells  since  they  were 
spun  off  from  AT&T  in  1984.  "Who  will  be 
the  leading  telecom  company  in  five 
years?  Probably  Verizon,"  says  analyst 
Blair  Levin  of  Legg  Mason  Inc.  The  only 
other  Bell  of  Verizon's  scale,  SBC,  lacks 


ANGLING  FOR  THE  TOP  SPOT 

For  now,  the  telecom  meltdown  is  taking  its  toll 
on  Verizon  and  the  other  Bells.  Here's  how  Ivan 
Seidenberg  is  dealing  with  three  crucial  issues: 


DEBT  Seidenberg  is  freeing  up  $8  billion  this  year 
by  selling  rural  phone  lines  and  reducing  capital 
spending  by  20%,  to  $13.5  billion.  He'll  use  this 
to  cut  debt  to  $56  billion  by  yearend. 

BUSINESS  SERVICES  ON  THE  WANE  Revenue 
from  business  customers  fell  7.1%  during  the  first 
half  of  the  year,  to  $5.7  billion.  Seidenberg  is  in- 
vesting $1  billion  to  build  out  new  networks.  The 
goal:  To  grab  share  from  bankrupt  WorldCom. 

RESIDENTIAL  MARKET  UNDER  ATTACK  Wireless 
carriers  and  resellers  are  invading  Verizon's  local 
consumer  base,  taking  away  2%  to  3%  per  year. 
Seidenberg  is  offsetting  these  losses  by  expanding 
in  broadband  and  wireless. 


Verizon's  base  in  key  financial  centers, 
pecially  New  York. 

The  challenge  facing  Seidenberg,  \ 
declined  to  comment  for  this  article 
to  survive  the  telecom  industry's  wc 
downturn  without  dismembering  his 
ation.  His  buying  binge  in  the  1990s 
left  him  with  an  industry-leading 
billion  worth  of  debt.  Now,  he's  slash 
capital  expenditures  and  ransacking 
portfolio  for  bits  and  pieces  to  sell,  al 
bring  down  debt.  Analysts  say  his  t 
get  for  an  $8  billion  reduction  this  y 
is  realistic. 

And  growth?  With  new  competit 
nibbling  at  local  business,  the  old  c. 
cow  is  starting  to  dry  up.  What's  mt 
even  as  the  company  invests  in  n 
businesses  such  as  wireless  and  lc 
distance,  prices  have  fallen  as  much 
20%  a  year.  To  boost  revenu 
Seidenberg  plans  on  transfoi 
ing  Verizon  into  a  leader  in 
$120  billion  market  for  busin 
communications,  taking  on  AT 
WorldCom,  and  the  other  Be 
This  calls  for  a  turnaround 
business  services.  Verizon's 
billion  unit  that  provides  bi 
ness  voice  and  data  serv 
shrank  more  than  7%  dur 
the  first  half  of  2002.  Nevert 
less,  Seidenberg  is  betting  t 
by  extending  the  gte  netw< 
into  business  centers,  Veria 
can  nab  customers  from  str 
gling  rivals,  principally  Woi 
Com.  The  goal:  to  double  Vt 
zon's  10%  share  of  the  mar: 
with  just  $1  billion  in  new 
vestment.  But  competitors 
he  faces  a  rough  road.  "It's 
trivial  undertaking,"  s$ 
Ronald  E.  Spears,  president 
global  accounts  at  AT&T  Bv 
ness  Sales. 

Seidenberg  is  offsetting  i 
decline  in  local  revenue  by  pic 
ing  into  growth  businesses  si 
as  wireless,  long-distance, 
digital-subscriber-line  servi 
The  consumer  business,  wh 
includes  local  service  and  nev 
offerings,  is  currently  grow 
at  4.5%  a  year,  although 
margins  are  thinner  than  the 
local  business. 

Still,  in  an  industry  marl 
by  shrinkage  and  bankrupt 
Seidenberg  has  a  growth  str 
egy.  If  he  can  pull  it  off,  Veri 
could  well  emerge  from  this 
dustry  crisis  as  a  nationwide 
ant — and  a  lonely  one  at  tha 
By  Steve  Rosenbi 
in  New  Y( 
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We  looked  this  word  up  in  the  dictionary. 


But  we're  still  a  little  fuzzy  on  the  meaning. 


jnl 


Do  we  have  over  20  years  experience  in  customer  care?  Yes.  Can  we  save  you  time  and  money?  Yes. 

Are  we  always  looking  for  innovative  ways  to  build  your  consumer  relationships?  Yes. 

Do  we  ever  get  tired  of  saying  that  word?  For  the  answer  to  that  last  question,  see  picture  above. 

We  just  can't  bring  ourselves  to  say  that  word.  It's  not  in  the  PRC  vocabulary. 
Call  your  trusted  experts  in  customer  care.  We  can  only  say  yes. 

For  more  information,  call  888-Call-PRC  Or  visit  WWW.prcnet.com  Precision  Response  Corporation 

Your  trusted  experts  in  customer  care. 
©  Precision  Response  Corporation,  2002.  PRC  is  a  division  of  USA  Interactive. 


revenue  per  customer 
has  increased  by  20%. 


Pierre  Danon,  CEO,  RT  Retail 


Pierre  Danon  knows  the  importance  of  time.  His  21  million  customers  expect  a  quick  response, 
using  Siebel  CRM  software  to  streamline  BT's  Homemover  program,  call-handler  satisfaction  rol 
34%.  Customer  satisfaction  reached  86%.  Revenues  per  customer  rose  20%.  And  in  just  one  12-weJ 
period,  5,000  new  accounts  were  identified.  Timely  improvements  even  the  busiest  CEO  can  apprecid 


Good  service  is  good  business. 

To  leam  more,  call  1-800-307-2181  or  visit  siebel.com/casestudies. 
©2002  Siebel  Systems,  Inc.  All  rights  reserved  Siebel  ond  the  Siebel  logo  ore  rrodemorks  of  Siebel  Systems,  Int.  ond  moy  be  registered  in  certain  jurisdktions.  Other  product  nomes,  designotions  ond  logos  may  be  the  Irodemorks  of  their  respective  oil 
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Spinning  Information  Straw  Into 

Customer  Loyalty  Gold 

It's  long  been  an  article  of  faith  in  the  Customer 
Relationship  Management  (CRM)  industry  that 
the  more  customer-centric  your  organization, 
the  more  you  will  succeed  and  prosper  in  this 
economy.  These  days  the  economy  isn't  looking 
all  that  "new"  anymore,  but  relies  on  some 
suspiciously  old-fashioned  rules  and  attitudes. 

Customer  loyalty  guru  Fred  Reichheld,  founder  of  Bain 
&  Co.'s  Loyalty  Practice,  sets  forth  the  case  for  customer 
loyalty  thus:  Loyalty  leaders  grow  much  faster  and  operate 
more  efficiently  than  the  industry  average.  Executive  lead- 
ership and  employee  involvement  is  critical.  Enterprise 
Rent-A-Car  doesn't  promote  any  employees  from  outlets 
that  are  not  in  the  top  half  of  the  company's  customer 
satisfaction  scores.  Mutual  fund  wunderkind  The  Vanguard 
Group  tracks  customer  service  numbers  as  assiduously 
as  they  track  profits.  Cisco,  eBay  and  Land's  End  all  tie 
a  healthy  chunk  of  employee  compensation  directly  to 
customer  satisfaction  scores. 


Improving  Demand  Chain  Intelligence  for  Competitive  Advantage 


Few  would  argue  that  loyal, 
repeat-buying  customers  are 
good  for  business.  However, 
the  pertinent  question  is: 
"Which  customers?"  CRM, 
after  all,  is  defined  as  a  busi- 
ness strategy  to  get,  grow,  and 
keep  the  right  customers — 
those  with  the  best  long-term 
profit  potential.  How  can 
you  decide  which  customers 
to  cultivate  and  which  to  lose?  Motivate  them  to  spend 
more  of  their  money  with  you?  Keep  them  from  defect- 
ing to  competitors?  And  lest  we  forget,  these  same 
questions  can  be  applied  to  any  trading  partner,  since 
the  bulk  of  global  business  goes  through  distribution 
channels  of  one  kind  or  another. 

Welcome  to  Demand  Chain  Intelligence,  the  brains 
to  help  business  executives  make  smart  decisions  on 
how  to  work  with  their  customers  and  partners.  The 
demand  chain  is  the  opposite  of  a  supply  chain:  You 
buy  from  a  supply  chain  and  sell  to  a  demand  chain, 
which  includes  direct  customers  and  consumers,  plus 
partners  such  as  distributors,  retailers,  and  agents. 

In  this  section,  we'll  take  a  comprehensive  look  at 
how  enterprises  can  create  competitive  advantage 
through  smart  demand  chain  relationships. 
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Trends  and  Strategies  in  Customer  Analytics 
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T: 


'he  National  Knife  Museum  in 
Chattanooga,  Tennessee  has  over 
12,000  display  items,  many  of 
them  spectacular  one-of-a-kind 
pieces.  All  those  knives  -  and  not  one  you 
can  grab  to  clean  fish,  cut  steak  or  carve 
your  initials  in  a  tree.  They  look  great,  they 
cost  a  bundle,  and  they're  functionally 
useless — much  like  the  customer  informa- 
tion that  companies  have  collected  over 
the  years.  Nowadays  companies  are  tired 
of  subsidizing  a  pretty  collection  of  data 
and  are  starting  to  ask,  "Where's  the  ROI?" 

This  wasn't  a  great  concern  in  the  go- 
go  90s,  when  business  fundamentals  were 
sometimes  ignored.  Today's  renewed 
emphasis  on  customer  profitability  is  largely 
an  exercise  in  getting  back  to  basics.  Now, 
more  and  more  companies  realize  that 
only  10  to  20  percent  of  their  customers 
are  driving  profits,  while  the  rest  break 
even  or  cost  the  company  money.  For 
companies  looking  to  make  cuts,  know- 
ing which  customers  are  profitable,  or 
could  be,  is  priceless. 

Hence,  more  companies  are  investing 
in  analytical  tools.  Companies  have  been 
trying  to  do  customer-based  profitability 
management  for  a  decade  and 
longer,  but  few  organizations  have 
had  the  right  data  integration  and 
analysis  tools.  Boston-based  IT 
consultancy  Aberdeen  Group  Inc.  says 
in  2001,  companies  spent  over  $4  billion 
on  analytical  CRM  applications,  tools  and 
infrastructure,  and  expects  that  number 
to  increase  nearly  threefold  by  2005.  CRM 
market  leader  Siebel  Systems  recognizes 
the  long-term  potential,  as  evidenced  by 
its  October  2001  acquisition  of  analytics 
specialist  nQuire,  and  a  strategy  to  imbed 
analytics  in  its  industry  solutions. 

Customer  Analytics  Denned 

CRM  technology  can  be  broadly  classified 
as  "operational"  or  "analytical."  Much 
attention  has  been  given  to  operational 
CRM,  focused  on  automating  marketing, 
sales,  and  service  processes.  To  a  large 
extent,  the  goal  has  been  increased  effi- 
ciency, with  attention  to  such  functions  as 
getting  information  to  sales  and  service 
personnel  more  quickly,  ensuring  that  valu- 
able customers  get  faster  service,  expediting 


e-mail  replies  and  automating  the  sales 
process.  Think  of  operational  CRM  as 
hands  and  feet  doing  the  day-to-day  work. 
Analytical  CRM,  also  known  as  Customer 
Analytics,  is  the  brains  of  the  operation, 
concerned  with  finding  profitable  ways 
to  use  all  the  customer/partner  informa- 
tion that's  been  percolating  into  your 
servers.  Customer  Analytics  analyzes 


contain  sophisticated  strategies  and  te< 
niques,  such  as  customer  profiles  andl 
segments,  response  and  attrition  model 
risk  models,  lifetime  value  analysis,  an| 
a  myriad  of  other  techniques  that 
have  been  developed  through  years  cj 
comprehensive  analysis  by  teams  of  stal 
ticians.  Analytical  tools  can  be  used  fcj 
explanatory  purposes  (e.g.  what  diffel 
entiates  our  more  profitable  customeil 
from  our  less  profitable  customers)  or 
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More  and  more  companies  realize  that  only  10  to  20  percent 

of  their  customers  are  driving  profits. 


data  to  determine  how  profitable  your 
customers  are,  how  recently  and  frequently 
they've  made  purchases,  or  uses  models 
of  customer  behavior  to  design  market- 
ing programs  with  greater  hit  rates.  It 
deals  with  identifying  and  retaining  your 
best  customers,  up-selling  customers, 
and  pushing  less  profitable  customers 
either  to  less  expensive  service  channels, 
or  tactfully  "firing"  them. 

More  Than  Gold,  Silver, 
and  Bronze  Buckets 

Customer  Analytics  builds  on  Online  Ana- 
lytical Processing  (OLAP)  and  data  mining. 
Industry  expert  Naras  Eechembadi,  princi- 
pal of  Research  Triangle-based  Quaero 
Corporation,  explains  that  organizations 
typically  develop  knowledge  "libraries" 
to  segment  and  contact  both  existing 
and  prospective  customers.  These  libraries 


for  predictive  purposes  -  "Which  of 
current  customers  have  the  potential  i 
become  more  profitable,  and  how  can 
we  get  them  there?" 

Industry  Leaders 

Generally  speaking,  financial  companiel 
lead  the  way  in  analytics,  and  credit! 
card  companies  lead  the  financial  corl 
munity.  "Their  whole  company  is  bas 
on  the  ability  to  analyze  and  understarl 
customer  behavior,"  says  a  consultan| 
familiar  with  acknowledged  analytics 
leader  Capital  One. 

Some  large  retailers  are  using  analyti| 
tools  to  strengthen  their  competitive 
position.  "We  have  a  database  with 
several  years'  worth  of  data,"  says  Ton;| 
Hart,  vice  president  enterprise  CRM  fori 
Eden  Prairie,  Minnesota-based  Best  Buy 
Companies  Inc.  By  using  Unica's  Affini 


SUPPLIER  SPEND  SPIRAUNG 
OUT  OF  CONTROL? 

NOT  ON  OUR  WATCH. 


Introducing  PeopleSoft  Supplier  Relationship  Management.  The  only  solution  to  manage  all 
}f  your  enterprise  spend  in  real-time. 

PeopleSoft  SRM  enables  you  to  proactively  control  all  of  your  enterprise  spend  — from  direct 
hoods  to  indirect  goods  to  capital  assets  to  services.  And  because  you  are  connected  to  all  of  your 
suppliers  over  the  Web,  you  can  manage  it  all  in  real-time,  and  always  act  before  it's  too  late. 

irn  more  by  visiting  us  at  www.peoplesoft.com/srm  or  call  1-888-773-8277 
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solution,  Hart  says  Best  Buy  is  able  to  turn 
that  mountain  of  data  into  a  true  knowl- 
edge base.  "Some  customers  fall  into 
segments  we  don't  know  a  lot  about, 
but  we  can  create  customer  pro 
files  so  our  customers  believe 
we  know  them,  and  can 
help  fulfill  their  aspirations 
for  what  they  want  in 
their  homes." 

Federal  Express  is  leg- 
endary for  their  customer 
analytics,  according  to  Ron 
Swift,  VP  strategic  customer 
relationships  for  Teradata,  a  division 
of  NCR  based  out  of  Dayton,  Ohio.  "It's 
more  than  posting  the  waybill  online  for 
all  to  see,"  Swift  says,  "if  a  customer 
who  normally  ships  six  boxes  a  day,  ships 
78  the  next  day,  FedEx  sees  it  and  gets 
help  to  that  company."  Retailers,  such  as 
Staples  and  Sam's  Club,  collect  information 
from  all  customer  purchases  to  deter- 
mine which  products  their  customers  will 
buy  next,  and  to  find  out  which  products 
that  are  not  available,  should  be. 

Using  Customer 
Intelligence  Tools  To 
Increase  Profitability 

The  impression  that  analytical  tools 
are  only  for  the  largest  of  compa- 
nies, with  thousands  of  customers, 
is  widespread,  persistent  and  false. 
Certainly,  companies  with  millions  of 
customers  need  analytics,  whereas  com- 
panies with  a  couple  hundred  customers 
can  do  all  the  meaningful  analytics  they 
need  on  a  kitchen  table.  But  as  one 
consultant  put  it,  if  you  have  more 
customers  than  you  can  count  on  your 
employees  total  fingers  and  toes,  ana- 
lytics could  help. 

Questions,  Answers 

Analytical  CRM  requires  a  database,  be 
it  a  nimble  data  mart  or  a  huge  data 
warehouse,  to  capture  information  from 
different  systems.  Bottom  line:  The  more 
information  you  can  consolidate,  the 
more  profitable  the  analytics.  Add  a  disci- 
plined process  for  managing  that  infor- 
mation and  an  engine  that  can  do  calcula- 
tions, whether  from  Oracle,  NCR  or  SAS,  a 
data  warehousing  tool  or  an  SQL-based 


homemade  one,  and  you're  in  business. 
According  to  industry  experts,  analyti- 
cal tools  are  usually  called  upon  to  solve 
the  following  issues: 

Association.  VVhich  products 
do  people  buy  together? 
The  legendary  Beer  & 
Diapers  connection  is 
not  an  urban  legend: 
It  was  discovered  by 
Thomas  Blischok  of  Ter- 
adata while  performing 
a  study  for  American 
Stores'  Osco  Drugs  in  1992. 
He  discovered  dozens  of  sales 
correlations,  including  candy  and  greeting 
cards,  juice  with  cold  medicine,  and  one 
connecting  beer  and  diapers  in  transac- 
tions between  5  p.m.  and  7  p.m. 
Segmentation  and  profiling.  What  do 
customers  who  desert  you  for  the  com- 
petition have  in  common?  Do  you  know 
which  customer  characteristics  translate 
into  most  profitable  customers?  Identifying 
groups  of  customers  with  similar  charac- 
teristics is  the  first  step  to  more  targeted 
and  profitable  promotions  and  mailings. 
Behavioral.  The  ability  to  anticipate  likely 
behaviors  under  certain  circumstances  is 
crucial  to  mapping  out  how  best  to 


I 


respond.  If  you  notice  that  a  custor 
suddenly  starts  buying  baby  formul 
and  diapers,  what  other  products 
you  suggest? 
Exception.  Who  does  not  fit  the  norr 
Data  mining  techniques  show  sudden 
in  service  usage,  suspicious  credit  card 
purchases,  and  other  noteworthy  divej 
gences  from  usual  customer  behavior| 

Think,  Plan,  Do 

Until  recently,  most  of  the  emphasis  oj 
CRM  has  been  on  operational  efficien 
as  if  limiting  all  calls  to  the  call  center  | 
three  minutes  or  less,  would  result  in  m| 
loyal,  profitable  customers.  Or  trackinc 
deals  with  sales  force  automation  wot 
actually  lead  to  more  effective  selling.  Mc 
CRM  projects  have  failed  due  to  a  "rea| 
fire,  aim"  mentality,  and  analytics  runs 
the  same  danger. 

People  are  learning  how  to  use  anal! 
ical  tools  to  maximize  the  lifetime  valu| 
of  their  customer  base,  and  increase 
profitability  of  customer  contacts  by  fir 
ing  more  personalized,  targeted  ways  ll 
approach  customers.  This  is  done  by[ 
having  your  analytical  tools  sift  through! 
the  data  your  company  has  about  each| 
customer,  in  order  to  learn  which  ones  i 


The  impression  that  analytical  tools  are  only  for 

the  largest  of  companies  is  widespread,  persistent  and 


CRM  Implementation  Time 


UpShot  average  implementation  time:  Average  time  for  implementation  of  UpShot  CRM  from  May  2001  -  May  2002. 
CRM  industry  average  implementation  time:  CIO  Insight  survey  of  434  ClOs  and  Top  IT  Management,  July  1,  2001. 
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INCREASED  SALES  RESULTS  NOW 
OR  SIX  MONTHS  LATER? 


CRM  implementation  is  a  pretty  simple  deal:  The  sooner  you're  deployed,  the  sooner  you  can  see 
improved  sales  results.  UpShot  is  single-mindedly  dedicated  to  increasing  sales  results.  It  gets  you 
up  and  running  faster  than  traditional  CRM  offerings  and  costs  a  tenth  of  what  they  do.  It  provides 
superior  forecasting,  reporting  and  analytics,  integrated  sales  and  marketing  modules,  and  a  fully 
functional  offline  capability.  UpShot  is  the  leading  web-based,  sales-focused  CRM  solution.  It 
doesn't  take  months  to  see  why. 

CALL  I.888.224.372O  OR  VISIT  US  AT  WWW.UPSHOT.COM/BW  TO  RECEIVE  A 
COPY  OF  THE  YANKEE  GROUP  WHITE  PAPER,  "WEB-BASED  CRM:  FASTER  RESULTS.  INCREASED  SALES.' 
©  2002  UpShot  Corp. 
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could  be  more  profitable  with  a  few 
well-placed  up-sell  suggestions,  which 
warrant  special  care  and  feeding,  which 
are  about  to  churn,  which  customers 
could  be  turned  around  with  a  well- 
placed  special  personalized  offer,  and 
which  ones  you'd  wish  a  "bon  voyage." 

Informational  analysis  can  help  com- 
panies decide  where  to  place  inserts,  the 
kinds  of  products  to  show,  and  which 
marketing  campaigns  will  be  the  most 
effective.  In  a  tough  economic  climate, 
what  business  partners  know  is  also  an 
essential  business  asset,  and  tools  to 
help  extend  and  analyze  the  value  of 
that  asset  can  be  invaluable. 

Users  of  Partner  Relationship  Manage- 
ment (PRM)  systems  are  beginning  to  focus 
on  channel  and  partner  analysis.  Case  in 
point:  Samsung's  Digital  Information 
Technology  Division,  where  Marketing 
Manager  Helman  Lukito  says  they  use  the 
Allegis  PRM  solution  to  improve  partner 
collaboration,  because  "more  effective 
two-way  communication  is  priceless." 


Keys  to  Success — Analysis,  Not  Paralysis 


The  basis  of  any  worthwhile  analytics 
is  segmenting  customers  according 
to  profitability.  Historically,  compa- 
nies have  gathered  tons  of  information 
but,  if  you  learn  something  that  doesn't 
affect  how  you  do  business,  it's  not 
information,  just  clutter.  Use  analytics  to 
gain  useful  insight,  not  data  just  for  the 
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Hear  the  secrets  to  completing  CRM  projects  on  time,  under  budget  while  delivering 
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Discover  new  technologies  that  are  being  created  to  enhance  CRM  solutions  including 
Web  Sea-ices,  NE1  and  more! 
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Develop  a  defined,  differentiated  and  achievable  plan  for  CRM  success. 

Leverage  what  you  know  about  your  customers  to  sell  more  effectively  resulting  in 
increased  profitability- 
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heck  of  it.  "If  you  don't  really  care  aboutl 
your  customer's  experience,  then  collect- 1 
ing  data  is  meaningless,"  says  Dave  Cc 
CIO  of  Neenah,  Wisconsin-based  Alta 
Resources,  a  user  of  PeopleSoft's  CRM 
suite  with  analytics.  "Analytics  are  useful.i 
if  you  want  to  deliver  more  than  your 
customers  expect." 

Use  It  or  Lose  It 

Analytics  isn't  a  one-time  thing,  if  you'rt 
capturing  insights  on  cross-sell  propensi- 
ties and  offering  cross-sells  to  customers, 
or  tracking  which  customers  actually  took 
up  the  cross-sell  to  close  the  information 
loop.  It's  a  guide  for  future  campaigns. 
One  large  multibrand  retailer  says  if  a 
regular  customer  starts  showing  up  in 
their  high-end  audio  stores,  it  indicates 
a  change  in  buying  patterns  that,  going 
forward,  alters  how  the  company  will 
market  to,  and  interact  with  that  customei 

Rent  or  Buy?  Yes 

As  with  most  CRM  applications,  whethe 
to  bring  analytics  in-house  or  rely  on  hostec 
solutions  depends  on  the  situation.  Cost 
and  time  are  the  two  main  reasons  compa- 
nies choose  to  outsource.  Building  data 
warehouse  systems  consumes  much  more 
time  than  money — some  bigger  ones  can 
stretch  into  years,  while  the  company 
needs  better  analytics  yesterday. 

Hosted  solution  implementation  costs 
are  usually  lower  in  the  short-run,  but 
integration  can  be  more  challenging  and 
more  costly.  But  trade-offs  aside,  hosting 
can  be  an  attractive  solution  in  the  currerr 
squeeze-every-nickel  business  climate. 
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Start  with  a  Solid  Foundation 

Companies  succeeding  with  Customer 
Analytics  start  with  a  good  data  founda- 
tion, add  tools  to  data,  have  a  path  to 
determine  how  to  use  it,  measure  the 
results,  and  feed  what's  learned  back  into 
the  system.  Only  then  will  they  make  the 
phone  call  to  a  vendor. 

Many  companies,  says  Douglas  Hackney, 
president  of  business  intelligence  bou- 
tique consultancy  Enterprise  Group  Ltd. 
of  Carlsbad,  California  are  so  resource- 
challenged  they  have  a  million  dollars 
worth  of  IT  problems  and  $100,000  to 
work  with:  "They  need  to  patch  the  roof 
first."  Following  this  Keep  It  Simple 
principle,  analysis  tools  built  into  sales 
automation  systems  may  be  enough  to 
get  started  for  many  companies.  For  exam- 
ple, Stacey  Epstein,  director  of  marketing 
for  enterprise  software  maker  Extensity 
Inc.  says  the  company  uses  an  online 
CRM  solution  from  UpShot  to  keep  man- 
agement in  the  loop  on  selling  activities. 
"Anyone  on  the  executive  team  can  go 
in  at  anytime  to  see  what's  happening 
within  the  pipeline  of  active  deals." 


Many  Happy  Returns 

In  this  economic  climate  it's  getting 
much  harder  to  secure  approval  for 
tech  projects.  A  recent  study  by  Ernst 
&  Young  reported  on  VNUNet.com 
found  that  "80  per  cent  of  those  sur- 
veyed said  they  have  to  cost-justify  IT 
projects  that  cost  less  than  $100,000. 
and  that  many  projects  valued  at  less 
than  $10,000  also  require  a  sign-off." 

Yet,  the  right  sort  of  analytical  CRM 
projects  are  being  approved.  AMR 
Research  is  on  record  as  stating  that 
investments  in  analytical  applications 
will  grow  at  nearly  double  the  rate  of 
operational  CRM  systems.  META  Group's 
research  found  that  that  in  the  next  12 
to  18  months,  more  customer  analytic 
solutions  will  be  purchased  than  any 
other  type  of  CRM  offering. 

But  be  wary.  There  is  no  standard  defi- 
nition of  Customer  Analytics,  and  some 
vendors  will  sell  "analytical"  tools  previ- 
ously marketed  as  report  writers. 

The  only  important  question  is:  What 
benefits  will  result  if  you  invest  in  analyt- 
ical tools? 

Segmentation.  If  you  want  to  retain 
your  best  customers,  treat  them  better 
or  offer  more  up-sell  opportunities,  you 
simply  have  to  know  who  they  are. 
Decrease  costs.  Correctly  done,  analytics 
holds  out  much  promise  in  allowing  a 
company  to  do  less  direct  mail  with 
higher  targeting  resulting  in  a  more  cost- 
effective  result.  When  Brother  Interna- 
tional Corporation  USA  invested  $1.7 
million  into  a  SAP  CRM  solution,  they 
experienced  such  a  great  reduction  in 
returned  merchandise  that  they  expect 
the  system  to  pay  for  itself  in  two  years. 
Increase  revenue.  Cross-selling  and 
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up-selling  existing  customers,  and  th 
increasing  your  "share  of  wallet,"  is  th] 
low-hanging  fruit  for  analytics.  Tony 
LoFrumento,  executive  director  of  CRMl 
Morgan  Stanley,  says  when  the  compaj 
executes  specific  campaigns  focused  on 
client  solution,  they  will  look  first  at  the! 
client  base,  using  SAS's  Enterprise  Min| 
Solution,  and  will  develop  a  profile  of 
the  clients  that  own  this  solution.  Theil 
they  will  develop  propensity  models  tcl 
identify  clients  who  don't  have  this  sol 
tion  as  yet,  but  who  "look  and  feel" 
those  who  do. 
Churn  Reduction.  Depending  on  you ' 
industry,  analytics  can  be  valuable  foij 
reducing  customer  attrition.  Simply  I 
knowing  the  patterns,  followed  by  cusl 
tomers  who  are  about  to  defect  to  the! 
competition,  allows  you  to  proactively 
offer  a  special  deal  for  them  to  stay.  Tr| 
doesn't  always  require  real-time  technc 
ogy,  which  can  be  pricey.  Inexpensive] 
off-the-shelf  tools  can  get  you  withinl 
five  minutes  of  real-time,  which  for  mcj 
companies  is  a  perfectly  acceptable 
upgrade  over  current  capabilities, 
Credibility.  Beth  Rossman,  senior  mar 
keting  analyst  for  CBS  MarketWatch, 
uses  a  hosted  digiMine  suite  of  analytic! 
solutions  to  track  the  analytics  they  use! 
with  advertisers.  Traffic  patterns,  uniqu^ 
visitors,  customer  viewing  habits,  and 
peak  and  off-peak  usage  times  are  critij 
cal  factors  for  advertisers.  Rossman  say.j 
they  could  provide  those  numbers  in- 
house,  but  "coming  from  a  third  party, 
they're  more  valid." 
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HIGH  RATINGS  FROM  BOTH  STUDENTS 
AND  CORPORATE  RECRUITERS  PUT 
NORTHWESTERN'S  KELLOGG  SCHOOL 
OF  MANAGEMENT  ON  TOP 
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THE  BEST 
-SCHOOLS 

Kellogg  vaults  to  No.  1,  pushing  perennial  favorite 
Wharton  off  the  throne  it  has  held  since  1994 


orothee 
strolled 


Gutierrez 
onto    Kel- 


by  Jennifer  Merritt 


logg's  picturesque  lakefront  campus  two 

years  ago  at  a  time  when  gravity  didn't 

seem  to  exist  on  business  school  campuses. 

It  was  a  world  in  which  grads  were  getting 

signing  bonuses  bigger  than  some  of  their 

parents'  salaries  and  moving  from  student 

tments  into  glitzy  new  homes.  Today  it's  a  different  story. 

[ployers  are  mounting  background  checks  and  doing  psy- 

logical  testing  in  hopes  of  sleuthing  out  the  next  Jeff 

ig.  That  is,  if  they  haven't  frozen 

hiring  altogether. 

aving  entered  school  at  the  apex 

le  greatest  wealth-creation  boom  in 


Special  Report 


each  took  on  at  least  a  dozen  jobless 
students.  Says  Gutierrez:  "The  stu- 
dents are  the  deans'  first  and  foremost  priority." 

That  kind  of  go-to-any-lengths  culture  is  one  of  the  qualities 
that  helped  vault  Kellogg  to  No.  1  this  year  on  Business  Week's 
eighth  biennial  survey  of  the  best  business  schools — knocking 
perennial  favorite,  the  University  of  Pennsylvania's  Wharton 
School,  from  the  throne  it  has  held  since  1994.  Plagued  by  sour- 
ing student  satisfaction,  placement  woes,  and  waning  interest 
from  staple  banking  and  finance  recruiters,  Wharton  slipped  not 
one,  but  a  disappointing  four  spots  this  year,  to  No.  5 — its 
poorest  showing  since  BusinessWeek 
began  ranking  mba  programs  in  1988. 
The  shake-up  didn't  end  there.  Tak- 
ing over  the  No.  2  spot  from  Kellogg 


ry,  Gutierrez,  30,  and  hundreds  of    ...J...„.®. ...._..®. ....!?..?..„..?....?.?..)f  _.„....    was  Midwestern  rival  University  of 

*r  students  now  face  one  of  the      pi     l     i    q    *  r  h  n  n  I  c                1  fl  9       Chicago  Graduate  School  of  Business, 
st  MBA  job  markets  ever.  After    moving  up  an  impressive  eight  notches. 


Longer   Payback 
Unemployed   MBAs 
New  Job   Frontiers 


of  almost  100%  placement  rates, 
rly  a  third  of  the  Top  30  schools 
only  60% — or  fewer — of  their  MBAs 
3bs  by  graduation.  Pay  is  also  tak- 
beating.  In  the  last  recession,  in 
I,  MBA  compensation  rose  7%  over 
previous  survey  in  1990.     This 
;,  it  has  plummeted  nearly  13% 
2000  for  grads  at  the  Top  30 
3ls. 
fkitierrez's  job  hunt  has  been  dis- 
ig,  but  the  support  of  North- 
ern University's  Kellogg  School  of 
cement  has  been  anything  but. 
id-April,  Gutierrez  got  a  personal 

=r  from  associate  dean  David  A.  Besanko,  who  offered  his 

stance — and  contact-stuffed  Rolodex — to  help  her  find  a 

n  high-tech  management  in  depressed  Silicon  Valley. 

wasn't  just  Gutierrez  who  got  the  white-glove  treatment. 

of  a  total  of  515  students,  92  were  still  jobless  in  the 

ig.  They  all  got  the  same  offers  of  one-on-one  help — not 

from  career-service  staffers,  but  from  the  deans,  who 
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BusinessWeek  online 


See  new  profiles  of  more  than  300  full-time  MBA 
programs,  updated  search  tools,  customizable  rank- 
ings tables,  and  an  R0I  calculator.  Add  your  voice  to 
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This  is  the  second  time  the  Chicago 
cartel  has  packed  the  same  one-two 
punch.  The  two  universities  also  domi- 
nated our  list  in  1992,  when  the  econ- 
omy was  eerily  similar  to  today — still 
reeling  from  a  downturn  and  suffer- 
ing from  jitters  fueled  by  fears  of  a 
double-dip  recession.  Both  programs 
are  also  based  in  the  Midwest,  where 
the  MBA  labor  market  hasn't  suffered 
nearly  as  badly  as  on  the  coasts. 

Though  the  two  schools  are  in  some 
respects  opposites — Kellogg  turns  out 
marketing  gurus  and  stresses  togeth- 
erness, while  Chicago  is  known  for  its 
economic  masterminds  and  students'  individualism — both  offer 
the  nuts-and-bolts  of  management  education  and  won  raves 
from  recruiters  for  producing  well-schooled  grads.  Another 
plus:  Both  schools  maintained  vital  links  to  companies  in  a 
broad  swath  of  industries,  never  losing  sight  of  the  recruiters' 
role,  even  when  students  were  in  hot  demand. 

Chicago's  ascendance  to  runner-up  marks  a  dramatic  come- 


1.  KELLOGG   2.  CHICAGO   3.  HARVARD 
4.  STANFORD   5.  WHARTON 


BusinessWeek  /  October  21,  2002  85 


back.  In  the  past  decade,  the  program's  performance  has  been 
inconsistent,  falling  as  low  as  No.  10  in  2000.  The  school  was 
caught  in  a  struggle  to  find  the  right  balance  between  a  rig- 
orous academic  climate  and  some  esprit  de  corps  on  a  Gothic- 
style  campus  long  known  for  harboring  intellectual  loners. 
Since  he  arrived  in  August,  2001,  Chicago's  new  dean,  Ed- 
ward T.  Snyder,  has  worked  hard  to  change  the  musty  culture, 
hosting  frequent  Sunday  night  student  suppers  at  his  home  and 
holding  morning  coffee  meetings  in  his  office.  He  encouraged 

professors  to  be  more  involved. 

They  did  so  and  then  some:  A 


HOW  THE 

REPORT 

CARDS 

GET 

GRADED 


This  was  a  tough  year 
to  graduate  from  an 
MBA  program.  Jobs  were 
scarce,  and  total  pay 
packages  at  the  Top  30 
schools  were  12.6%  lower 
than  in  2000,  slipping  to 
$110,970  from  $126,930 
two  years  ago. 

The  letter  grades  on 
the  ranking  tables  that 
follow  are  based  on  grad- 
uate and  corporate-re- 
cruiter surveys  from  the 
70  U.S.  schools  we  sur- 
veyed this  year  and  from 
the  219  companies  that 
answered  our  question- 
naire. New  this  year  is  a 
grade  for  ethics.  Grads 
rate  schools  on  their  em- 
phasis on  ethics.  Re- 
cruiters rate  which 
schools  grads  demonstrate 
the  best  business  ethics. 
We  also  added  a  column 
detailing  the  percentage 
of  grads  at  each  school 
who  had  at  least  one  job 
offer  by  graduation  and 
another  highlighting 
months  of  work  experi- 
ence of  a  school's 
students. 

The  top  20%  in  each 
category  earned  them- 
selves As.  The  next  25% 
got  Bs,  the  next  35%  got 
Cs,  and  the  bottom  20% 
got  Ds.  Schools  with  too 
few  responses  got  an  NA. 

See  page  88  for  details 
on  how  we  calculated  the 
data. 


small  group  of  faculty  formed  a  band  and  played  at  some  F 
day  night  student  mixers  and  more  professors  opened  th 
doors  to  students.  Snyder  also  tackled  concerns  about  t 
school's  outmoded  technology  and  lack  of  study  space  by  pu 
ing  wireless  access  for  students  and  relocating  faculty  offic 
Students  rallied  behind  the  new  regime. 

The  result:  The  Class  of  2002  is  the  happiest  bunch  Chica 
has  eVer  seen,  landing  the  school  at  No.  3  on  the  student  p 
What's  more,  grads  ranked  Chicago  professors,  six  of  wh( 
have  won  the  Nobel  prize,  as  the  best  faculty  at  any  B-scht 
"Everything  began  slowly  changing  at  the  end  of  last  yea 


2002 

RANK  SCHOOL 

1  NORTHWESTERN  (Kellogg)  Evanston,  111. 

2  CHICAGO  Chicago 

3  HARVARD  Boston 

4  STANFORD  Stanford,  Calif. 

5  PENNSYLVANIA  (Wharton)  Philadelphia 

6  MIT  (Sloan)  Cambridge,  Mass. 

7  COLUMBIA  New  York 

8  MICHIGAN  Ann  Arbor 

9  DUKE  (Fuqua)  Durham,  N.C. 

10  DARTMOUTH  (Tuck)  Hanover,  N.H. 

1 1  CORNELL  (Johnson)  Ithaca,  N.Y. 

12  VIRGINIA  (Darden)  Charlottesville 

13  UC  BERKELEY  (Haas)  Berkeley,  Calif. 

14  YALE  New  Haven 

15  NYU  (Stem)  New  York 

16  UCLA  (Anderson)  Los  Angeles 

1 7  USC  (Marshall)  Los  Angeles 

1 8  UNC  (Kenan-Flagler)  Chapel  Hill,  N.C. 

19  CARNEGIE  MELLON  Pittsburgh 

20  INDIANA  (Kelly)  Bloomington 

21  TEXAS  (McCombs)  Austin 

22  EMORY  (Goizueta)  Atlanta 

23  MICHIGAN  STATE  (Broad)  E.  Lansing 

24  WASHINGTON  (Olin)  St.  Louis 

25  MARYLAND  (Smith)  College  Park 

26  PURDUE  (Krannert)  W.  Lafayette,  Ind. 

27  ROCHESTER  (Simon)  Rochester,  N.Y. 

28  VANDERBILT  (Owen)  Nashville 

29  NOTRE  DAME  (Mendoza)  South  Bend,  Ind. 

30  GEORGETOWN  (McDonough)  D.C. 

*  2001-2002  (where  applicable,  out-of-state  figures  used) 
***  For  combined  years  2001-2002 


2000      CORP. 
RANK       P0U 
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ENROLLMENT 


P0U      CAPITAL      TUITION*       ACCEPTED       WOMEN      INTL  M 
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16  12 

8  1 

9  11 

18  16 

19  20 

13  10 
12  23 

24  14 
15  15 

14  18 

20  19 

17  22 

28  30 

29  17 
23  33 
27  42 

25  33 

21  39 

22  35 
NA  24 

26  28 


■TOKaSWS  WKmm  =£rf5f^vsr 


18  $32,800 

16  32,956 

6  36,770 

1  33,300 
8  34,946 

2  32,470 

7  32,154 
13  32,686 

4 

11 


6 
10 


31,350 
33,578 
30,975 
14   30,844 
3   22,153 
8    9   30,365 

20  32  33,016 
10  22,592 
33  31,680 
27   28,930 

22  15   30,700 

23  39  23,450 
25  24  25,006 
19  19  29,408 
28   29   20,250 

21  20  30,290 
15   21   23,706 


7 

16 
18 


26 
24 

27 


22  23,032 
25  31,122 
17   29,160 


E> 


Ki 


35   23   26,485   23    24   33 
32   41   30,000   23    29   35 

'  Post-MBA  pay  equals  median  salary,  bonus  and  other  compens 
'  Minority  data  does  not  include  Asian-Americans 
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jys  Aperna  Sharma,  a  2002 
e  morale,  the  acc^s  to  pr 
changed." 
'  Rounding  out  the  paralk 
;.  100)  is  Harvard  Busini 
3.3  spot  this  year.  The 
uiters,  who  chose  hbs  a 
st  grads  overall — an  hori 
st  six  years.  Harvard's 
[ting  President  and  28%  o 
•gest  companies — is  still 

grad.  "And  things  kept  changing — 
ofessors,  the  sense  of  community,  it 

;1  with  the  1992  ranking  (see  table, 
^ss  School,  which  holds  fast  to  its 

school  took  top  honors  from  re- 
s  the  B-school  that  produces  the 
or  that  Wharton  had  held  for  the 
famous  pedigree — which  boasts  a 
f  chief-level  officers  at  the  country's 

the  gold  standard  for  Corporate 

America.     Yet     grads 
weren't   as   favorable, 
pulling       down       the 
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school's  rating  for  stu- 
dent satisfaction  this  ye 
ground  overall.  Students 
center  where  officers  wer 
ening  job  market.  "I  thin 
better  job  in  the  next  s( 
Clark. 

Still,  Harvard  grads  hav 

ar — and 
compla 
e  slow  t 
ik  there' 
jveral  y< 

e  a  lot  tc 

keeping  hbs  from  gaining 
ined  of  an  aloof  placement 
3  respond  to  the  ever-wors- 
s  a  lot  we  can  do  to  do  a 
;ars,"  admits  Dean  Kim  B. 

)  be  grateful  for:  They're  still 

MBAS  GRADED                        SCHOOLS  GRADE! 
BY  RECRUITERS                              BY  GRADS 

r 

%  OF  GRADS 
W/0FFER  BY 
GRADUATION 

AVG.  WORK 

EXPERIENCE 

MONTHS 

•OST-MBA 

IS 

DESCRIPTIONS 

ETHICS    TEAMWORK 

ANALYSTS 

CURRIC. 

ETHIC 

119.8 

83 

60 

Grads  rave  about  the  close-knit  Kellogg  culture  and  the  school's  all-around  responsiveness.  Re- 
cruiters also  rank  it  among  the  best 

A 

A 

A 

A 

A 

119.4 

75 

51 

After  bleak  results  in  the  past  few  years,  students'  high  marks  helped  Chicago  climb.  Re- 
cruiters love  grads'  financial  and  analytical  skills — as  well  as  global  scope 

A 

A 

A 

A 

A 

134.6 

81 

48 

Earns  top  spot  with  recruiters.  Grads  complain  about  an  aloof  administration  but  have  no 
knocks  for  the  legendary  connections  and  clubbiness  among  alums 

A 

A 

A 

A 

A 

138.1 

81 

52 

Ascends  to  No.  4,  one  of  the  biggest  upward  movers  in  the  Top  30.  Recruiters  and  students 
alike  praise  the  school's  top-flight  focus  on  teaching 

A 

A 

A 

A 

A 

124.5 

76 

70 

Drop  in  student  and  recruiter  satisfaction  pushes  the  perennial  powerhouse  off  its  throne. 
Stratospheric  expectations  left  some  grads  deflated 

A 

A 

A 

B 

A 

121.8 

82 

60 

Students  applaud  the  strong  faculty  and  class  offerings  but  note  that  professors  are  sometimes 
unavailable.  Recruiters  laud  grads'  tech  and  analytical  savvy 

A 

A 

A 

A 

B 

123.6 

73 

51 

Hit  hard  by  events  in  NYC,  the  B-school  expanded  programs  in  real  estate  and  social  enter- 
prise and  maintained  Wall  Street  links,  keeping  recruiters  happy 

A 

A 

A 

A 

C 

115.2 

66 

65 

Drops  again  because  of  a  skid  in  student  ranking.  But  grads  cheer  the  number  and  quality  of 
on-campus  recruiters,  and  employers  remain  hooked  on  the  school 

A 

A 

A 

A 

A 

113.6 

76 

60 

Grads  compliment  career  counseling  and  job  placement  efforts.  Teaching  in  core  courses 
leaves  a  bit  to  be  desired.  Recruiters  say  it  improved  the  most 

A 

A 

A 

A 

B 

122.1 

74 

56 

Received  high  marks  from  students  as  one  of  the  best  all-around  programs.  Good  general  man- 
agement focus  woos  recruiters 

A 

A 

A 

A 

A 

116.4 

67 

60 

Student  satisfaction  is  up.  But  in  a  tough  economy,  a  new  building  and  curriculum  don't  make 
up  for  recruiters'  having  to  put  in  a  time-consuming  trek  to  Ithaca,  N.Y. 

A 

A 

A 

A 

B 

119.1 

79 

67 

Grads  praise  the  career-placement  office  and  highlight  strength  of  teaching.  Recruiters  still 
like  the  school,  but  mainstay  consulting  firms  hired  fewer  grads 

A 

A 

A 

A 

A 

L15.0 

72 

62 

Ranks  near  the  top  for  introducing  students  to  nontraditional  recruiters.  New  dean  will  expand 
the  school's  scope  beyond  former  entrepreneurial  bent 

B 

B 

A 

A 

A 

10.2 

69 

48 

Student  satisfaction  jumped  14  spots  in  the  poll,  the  biggest  rise  in  the  top  30.  Near  the  top 
in  many  areas  except  technology,  which  grads  say  is  lacking 

B 

B 

B 

A 

A 

[13.3 

72 

52 

With  the  appointment  of  a  new  dean,  students  hope  to  see  better-quality  teaching  in  areas 
other  than  already-strong  finance.  Recruiters  say  graduate  quality  is  improving 

A 

A 

A 

B 

B 

111.1 

58 

52 

Location  a  benefit  to  students  looking  to  network  with  West  Coast  recruiters — though  many 
weren't  hiring.  Grads  applaud  strong  entrepreneurship  focus 

B 

B 

A 

A 

A 

100.9 

60 

50 

Grads  like  the  focus  on  entrepreneurship  but  are  skeptical  about  lack  of  attention  to  ethics. 
Recruiters  say  its  MBAs  are  getting  better 

A 

A 

B 

B 

103.8 

68 

60 

Students  give  top  marks  to  career-services  office,  which  placed  100%  of  its  first-years  in  sum- 
mer internships.  Inching  up  in  the  corporate  poll 

C 

A 

B 

B 

A 

108.0 

70 

54 

Drops  nine  spots  in  student  satisfaction  with  middle-of-the-road  grades  in  nearly  every  catego- 
ry except  for  technology,  where  it  sets  the  standard 

A 

A 

A 

C 

B 

102.7 

70 

59 

Students'  former  complaints  about  dated  technology  and  cramped  facilities  have  been  an 
swered  with  new  Graduate  &  Executive  Education  Center 

A 

A 

A 

B 

B 

L04.0 

64 

60 

With  a  new  dean,  new  building,  and  new  programs,  the  McCombs  School  is  moving  forward 
with  innovative  ideas  after  a  tough  year 

C 

B 

B 

C 

(' 

101.4 

60 

60 

Grads  say  placement  office  is  the  best  in  helping  them  prepare  for  job  interviews.  Leaps  from 
No.  26  in  2000  recruiter  poll  to  No.  17 

B 

B 

B 

A 

B 

90.3 

69 

52 

Student  satisfaction  soared  after  a  revamp  in  curriculum  and  refocus  on  the  "experience"  of 
attending  B-school.  Recruiters  also  noticed  the  improvement 

C 

B 

B 

B 

C 

106.1 

58 

60 

Student-conducted  admissions  interviews  helped  create  one  of  the  most  diverse  MBA  classes 
in  school  history.  Gains  ground  with  recruiters  but  lost  ground  with  students 

NA 

B 

B 

B 

B 

98.3 

64 

48 

Thanks  to  strong,  well-rounded  teaching,  vaulted  10  spots  in  student  ranking.  But  many  new 
recruiters  from  2000  failed  to  come  back  this  year 

NA 

B 

B 

A 

A 

99.9 

73 

41 

Drops  15  spots  in  recruiter  poll  as  technology  falls  out  of  favor.  Students  still  applaud  the 
school's  efforts  in  helping  them  land  jobs 

B 

A 

A 

C 

B 

96.8 

59 

66 

Students  cheer  the  integration  of  coursework  across  various  classes  but  complain  about  career 
placement.  Slips  with  recruiters,  too 

C 

B 

B 

B           C 

100.2 

53 

48 

With  just  over  half  of  2002  grads  receiving  job  offers  by  graduation,  students  not  sure  if  in- 
vestment was  worth  it.  Recruiters'  reaction:  mixed 

C 

A 

B 

C 

c 

97.1 

66 

48 

The  Irish  fight  their  way  into  the  Top  30,  boasting  a  huge  alumni  base  and  a  strong  curricu- 
lum. Students  rank  Mendoza  among  strongest  in  ethics 

B 

C 

C 

C 

II 
A 

105.0 

50 

52 

Dips  in  student  poll  because  of  weak  career  center.  Only  half  of  grads  received  a  job  offer  by              _          _              _             _ 
graduation.  Dropped  from  many  recruiter  rosters  because  of  lackluster  placement  effort                      LB              B             B             A 

Data:  BusinessWeek,  Cambria  Consulting 
Research  by  Jennifer  Merritt,  Fred  Jespersen.  Brian  Hindo,  Jessica  Loudon,  Geoff  Gloeckler,  Ana  Mantica,  Rebecca  Weber.  Jens  Stephan 

CLASS  ACT 


SCHOOLS  THAT  GET  THE  HIGHEST  GRADES  FROM  THEIR  GRADS  FOR  FACULTY  QUALITY 


1.  Chicago 

2.  Virginia 

3.  Dartmouth 


4.  Northwestern 

5.  Yale 


among  the  highest  paid  of  all  mba  graduates, 
privy  to  learning  from  some  of  the  world's  top 
scholars  and  part  of  a  famously  loyal  net- 
work— "the  Harvard  Mafia" — of  more  than 
65,000  alums.  "Everybody  really  is  willing  to  help  each  other 
out,  even  people  competing  for  the  same  job  would  help  each 
other  prepare,"  says  2002  hbs  grad  Grace  Wang.  The  school 
also  earns  accolades  for  achieving  one  of  the  most  balanced  stu- 
dent bodies — 34%  international  students,  22%  minorities,  and 
35%  women. 


6.  Cornell 


7.  Maryland 

8.  Stanford 

9.  UC    Berkeley 

10.  MIT 

This  year's  survey  comes  at  a  time  of  v| 
precedented  upheaval  in  the  business  world 
schools  were  naturally  subjected  to  a  ha 
level  of  scrutiny.  Just  as  investors  have  tx 
to  bread-and-butter  companies  with  clear  measures  of  value  | 
this  uncertain  economy,  students  are  praising  schools  that  of 
solid  general  management  education.  Recruiters  have  also  i| 
turned  to  their  old  faithfuls,  programs  that  produce 
with  broad  abilities,  including  the  soft  skills  that  mbas 
sometimes  lacked,  and  the  ethical  leadership  know-how  that  J 


BEHIND  THE  RANKINGS 


Since  BusinessWeek  began  its 
biennial  ranking  of  MBA  pro- 
grams in  1988,  we  have 
strived  to  capture  the  essence  of  a 
top-tier  program.  Over  the  years, 
we  have  added  schools  to  our  sur- 
vey, included  companies  from 
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around  the  world  in  our  corporate 
recruiter  poll,  and  mixed  in  a  meas- 
ure of  a  school's  intellectual  capital. 

Through  it  all,  we  have  adhered  to 
the  guiding  premise  that  customer 
satisfaction  is  the  key  to  a  stellar  of- 
fering. With  that  in  mind,  we  begin 
our  research  with  the  consumers  of 
the  mba.  This  year  we  sent  a  46- 
question  mba  survey  to  every  gradu- 
ate— 16,906  students — at  88  schools 
in  North  America,  Europe,  and  Latin 
America.  We  received  11,518  re- 
sponses— a  68%  response  rate.  The 
online  questionnaire  asked  grads 
about  everything  from  the  quality  of 
teaching  to  the  efficacy  of  career 
placement  offices.  Instead  of  yes-or- 
no  questions,  we  encouraged  respon- 
dents to  answer  more  critically,  offer- 
ing a  scale  of  1-10  for  each  question. 

The  Class  of  2002  graduate  re- 
sponses account  for  half  of  a  school's 
student  satisfaction  score.  The  other 
half  comes  from  the  responses  of 
6,020  graduates  from  the  1998  poll 
and  10.039  from  the  2000  poll.  These 


two  groups  carry  a  weight  of  25% 
each.  Including  six  years'  worth  of 
data  ensures  that  short-term  im- 
provements or  problems  don't  sway 
the  results.  After  the  student  satis- 
faction poll  is  tallied,  it  receives  a 
45%  weighting  in  the  overall  ranking. 

We  also  sent  our  online  survey  to 
corporate  recruiters,  who  hire  thou- 
sands of  mbas.  It  was  a  tough  year.  ■ 
Some  companies  declined  to  answer 
this  year's  survey  because  of  merg- 
ers or  an  mba  hiring  freeze.  Still,  of 
the  420  companies  surveyed,  219  an- 
swered, for  a  healthy  response  rate 
of  52%.  Except  in  rare  cases,  our 
rule  is  one  survey  per  company,  so 
no  company  gets  two  votes. 

As  in  past  years,  recruiters  were 
asked  to  rate  their  top  20  schools  ac- 
cording to  the  quality  of  a  B- 


THE  SURVEY 


GRADUATE  POLL 

1998 

2000 

2002 

SURVEYS 

9,598 

16,843 

16,906 

REPLIES 

6,020 

10,039 

11,518 

RESPONSE  RATE 

63% 

60% 

68% 

RECRUITER  POLL 

1998 

2000 

2002 

SURVEYS 

350 

417 

420 

REPLIES 

259 

247 

219 

RESPONSE  RATE 

74% 

59% 

52% 

Data:  BusinessWeek 


school's  graduates  and  their  compa- 
ny's experience  with  mbas  past  and 
present.  Each  school's  total  score 
was  then  divided  by  the  number  of 
responding  companies  that  recruited 
from  that  school.  Because  there  tend 
to  be  greater  differences  among 
schools  in  the  corporate  survey,  re- 
cruiter opinion  can  have  a  greater 
impact  on  the  overall  ranking.  The 
recruiter  poll  accounted  for  45%  of  a 
school's  ranking  score. 

Finally,  we  calculated  each  school's 
intellectual  capital  rating  by  tallying 
academic  journal  entries  from  18 
publications,  from  the  Howard  Busi- 
ness Review  to  the  Journal  Of  Bits i- 
ness  Ethics.  We  also  searched  The 
New  York  Times,  The  Wall  Street 
Journal,  and  BusinessWeek,  adding 
points  if  a  professor's  book  was  re- 
viewed there.  The  tallies  were  ad- 
justed for  faculty  size,  with  the  final 
intellectual  capital  score  accounting 
for  10%  of  each  ranking. 

To  help  analyze  the  data  and 
ensure  that  the  results  were  not 
skewed  by  students  or  adminis- 
trators looking  to  game  the 
outcome,  we  again  called  on 
statisticians  David  M.  Rindskopf 
and  Alan  L.  Gross,  professors  of 
educational  psychology  at  the 
City  University  of  New  York- 
Graduate  Center.  They  tested 
the  responses  a  variety  of  ways 
to  verify  credibility.  We're  happy 
to  report  that  the  data  were 
unsullied. 
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It's  not  how  many  ideas  you  have. 
It's  how  many  you  make  happen. 


To  open  a  new  sales  and  communication: 
channel  to  its  dealers  and  end  users, 
■  Volvo  Construction  Equipment  (VCE),  a 
leading  manufacturer  of  construction 
equipment,  wanted  to  launch  its  new 
compact  product  line  electronically. 
I  am  Volvo  Construction  Equipment's  idea,  delivered. 
Accenture  worked  closely  with  VCE  to  develop  the  company's 
eBusiness  strategy  and  introduce  a  B2B  dealer  portal  and 
consumer  website.  By  making  it  easier  for  dealers  to  do 
business  with  VCE  and  for  consumers  to  do  business  with 
dealers,  the  project  is  expected  to  reduce  operating  costs  by 
$20  million  over  the  next  five  years. 
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To  eliminate  the  technological  barriers  to 
business-to-business  and  business-to- 
marketplace  data  exchange  in  the  global 
chemical  industry,  leading  chemical  companies 
and  other  major  industry  players  came 
together  to  define  and  promulgate  a  set  of 
open  transaction  standards  in  XML,  the  language  of  eCommerce. 
I  am  the  Chemical  Industry's  idea,  delivered.  Accenture 
brought  deep  industry  knowledge  and  strong  project 
management  skills  to  the  Chemical  eStandards  Initiative™ 
The  new  standards,  published  in  January  2001,  are  simplifying 
transactions  between  companies,  customers  and  eMarkets,  and 
will  provide  a  foundation  for  tomorrow's  online  services. 
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|  In  delivering  on  its  commitment  to 
*  customer  service  and  providing  innovative 
physical  and  electronic  delivery  solutions, 
Canada  Post  wanted  to  fundamentally 
j  re-engineer  the  way  it  manages  internal 
I  processes  and  does  business  with 
customers  and  suppliers  I  am  Canada  Post's  idea,  delivered. 
Building  on  a  long-standing  relationship,  Canada  Post 
partnered  with  Accenture  to  embark  on  a  business 
transformation  program  to  re-engineer  key  business  functions 
based  on  an  SAP-based  enterprise  solution  to  improve  customer 
experiences,  allow  employees  to  focus  on  value-generating 
activities,  and  enable  paperless  procurement  and  workflow. 
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CHICAGO  Grads  at  the  #2  school  gave  the  faculty  top  honors 
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now  at  a  premium.  That  mentality  helped  push  Dartmouth 
College's  Tuck  School  of  Business  up  six  spots,  to  No.  10,  and 
Yale  University's  School  of  Management  up  five  spots,  to 
No.  14.  Indeed,  many  say  that  the  true  measure  of  a  school  is 
not  during  a  raise-all-boats  boom,  but  now,  when  tough 
economic  realities  make  employers  and  students  far  more 

discerning. 

That's  why  it's  not 
surprising  that  another 
member  of  1992's  Top 
10  re-emerged  in  the 
Top  5:  Stanford  University  Graduate  School  of  Business.  It 
landed  at  No.  4  this  year,  after  slipping  to  No.  11  in  2000.  Dur- 
ing the  Internet  heyday — when  any  flimsy  business  plan  that 
had  "dot-com"  in  its  pages  would  win  funding — companies 
such  as  Intel  Corp.  dumped  Stanford  re- 
cruiting altogether  because  grads  blew  off 
interviews  or  showed  up  unprepared  in 


SCHOOLS  THAT  GET  HIGH 
MARKS  FOR  RESPONDING 
TO  STUDENTS'  CONCERNS. 


LISTENING  SKILLS 


wrinkled  khakis,  cor 
dent  they'd  be  prized  n<| 
matter       how       thel 
behaved. 

Dean  Robert  C.  Jos  I 
responded  by  holdinjl 
"town  halls"  and  school! 
ing  students  on  caree:] 
etiquette,  instilling 
sense  that  Stanfonl 
wasn't  just  a  callinj 
card  but  a  collective 
identity.  "The  balance 
the  community  is  sci 
much  healthier  now,'] 
says  Joss,  who  even 
worked  to  change  hisf 
own  bookish  manner  bAJ 
appearing  at  lunch  ir 
the  student  snack  ba)| 
to  make  himself  mortl 
approachable. 

The  result:  Thougll 
Stanford  students  stil[ 
report  an  uneven  MB>| 
experience,  they  were 
much  more  satisfied  ad 
a  whole  with  the  pro-J 
gram  in  2002,  giving  ku-l 
dos  to  Joss's  increasing^ 
ly  personal  touch  and  tcl 
the  school's  emphasis  oril 
leadership  and  genera^ 
management.      Meann 
while,     Stanford     stun 
dent's  won  back  somel 
respect  from  recruiters.] 
who  complained  bitterly  in  2000  about  their  arrogance.  "It| 
used  to  be  a  nightmare  experience  to  recruit  there,"  says  one 
headhunter  for  a  major  consulting  firm.  "Now,  the  students 
act  more  like  professionals,  and  the  placement  office  is  mud 
easier  to  work  with." 

This  year's  most  startling  change,  however,  was  Wharton's! 
tumble  from  the  top.  With  the  finance  industry  under  siege  andl 
hiring  virtually  stalled,  the  school  was  shell-shocked,  given! 
that  it's  one  of  the  biggest  feeders  to  Wall  Street.  To  make] 
things  worse,  students  rightfully  complained  of  a  rudderless  I 
placement  office,  which  for  the  three  months  before  gradua-| 
tion — and  all  summer — had  no  director. 

Placement  offices  like  Wharton's  were  spoiled  by  the  boom's  j 
largesse,  when  all  they  had  to  do  was  hang  an  open-for-busi- 
ness  sign  and  recruiters  would  pour  in.  Like  many  schools,! 
Wharton  was  unprepared  when  its  ca- 
reer-services office  actually  had  to  hustle  I 
for  leads  and  drum  up  new  contacts.  Says 


1.  Cornell 

2.  Northwestern 


3.  Chicago 

4.  Dartmouth 


5.  Duke 


...AND  THOSE  THAT 
COULD  USE  SOME 
IMPROVEMENT 


1.  Texas 


2.  Notre  Dame 

3.  Georgetown 

4.  Rochester 

5.  Vanderbilt 
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ARE  YOU  READY  FOR 
THE  NEXT  BIG  STEP? 


Your  next  big  career  move  will  offer  a  challenge, 
with  opportunity.  A  tough  economy,  increasing 
competition,  new  people.  Now  is  the  time  to 
prepare  for  increased  management  responsibility. 

That's  the  purpose  of  IMD's  Program  for  Executive 
Development  (PED).  It  prepares  you  for  a  move 
into  general  management  positions  by  giving  you  a 
comprehensive  understanding  of  the  company  and 
the  business  environment.  It's  a  unique  program  that 
can  extend  into  an  Executive  MBA 

Sign  up  now  for  the  session  starting  January  8. 
2003.  Visit  our  website  today  for  a  full  course 
description:  www.imd.ch/ped 


Chemin  de  Bellerive  23,  P0  Box  915 
CH-1001  Lausanne,  Switzerland 
Tel:  +41  21  618  03  42 
Fax: +41  21  618  07  15 
E-mail:  info@imd.ch 


For  more  information  about  all  IMD  degree 
and  Executive  Education  programs  visit  us  at 
www.imd.ch 


*  Financial  Times  Executive  Education  2002  survey 
ranks  IMD  #1  in  Europe  in  executive  education 
overall  and  #2  worldwide  in  custom  programs. 


The  last  time  that  KELLOGG  and  CHICAGO  dominated  wai 
in  1992,  when  the  economy  was  eerily  similar  to  today 
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one  miffed  2002  grad:  "[The  placement  office]  became  compla- 
cent. Precisely  when  we  needed  them  to  be  innovative  and 
proactive,  they  were  unable  to  deliver."  And  for  the  first  time 
in  a  decade,  the  famed  B-school  lost  ground  with  recruiters, 
slipping  to  No.  3  in  the  corporate  poll.  In  all,  a  disappointment 
for  Dean  Patrick  T.  Harker,  who  has  been  criticized  by  students 
for  failing  to  nurture  recruiters — and  dithering  on  replacing  the 
career-services  director.  By  contrast,  his  predecessor  Thomas  P. 
Gerrity,  who  stepped  down  in  1999,  made  his  reputation  on 
building  ties  with  companies  and  with  students. 

Harker  eventually 
hired  a  new  placement 
director,  Peter  Degnan. 
He  joined  this  fall — too 
late  for  2002  grads,  but 
in  time,  hopes  Degnan,  to  turn  things  around  for  the  Classes  of 
2003  and  2004. 

Rounding  out  the  top  10:  Massachusetts  Institute  of  Tech- 
nology's Sloan  School  of  Management  at  No.  6;  Columbia  Uni- 
versity Business  School  at  No.  7;  University  of  Michigan  Busi- 
ness School  at  No.  8;  Duke  University's  Fuqua  School  of 
Business  at  No.  9;  and  Dartmouth's  Tuck  at  No.  10. 

Georgia  Institute  of  Technology  Dupree 
College  of  Management,  which  made  the 
list  for  the  first  time  in  2000,  fell  out  of  the 
Top  30,  making  room  for  Notre  Dame's 
Mendoza  College  of  Business,  which  en- 
tered the  ranking  at  No.  29  on  the  strength 
of  its  intellectual  capital  and  growing  rap- 
port with  recruiters. 

This  year's  survey  represents  the  most 
comprehensive  yet  of  Business  Week's  14 
years  of  B-school  rankings.  We  spent  six 
months  collecting  the  data.  Rather  than 
simply  rate  schools  on  salaries,  test  scores, 
or  subjective  questionnaires  that  ask  deans 
to  rank  the  prestige  of  peer  institutions,  we 
exhaustively  surveyed  companies  and 
students  (page  88).  BusinessWeek  also 
blends  in  an  intellectual  capital  com- 


SHOPPING  FOR  TALENT 


ponen£,  believing  that  the  best  B-schools  disseminate  the 
know-how  and  ideas  to  real-world  managers — and  therefore 
also  be  judged  on  their  faculties'  public  reach.  To  bolster  this  t| 
ement  of  our  ranking,  we  added  five  more  journals  this  year  f  I 
a  total  of  18  publications,  including  Strategic  Manageme[ 
Journal,  Operations  Research,  Journal  of  Finance,  and  Jou\ 
nal  of  Business  Ethics.  Topping  the  intellectual  capital  poll  tl 
yean  Stanford,  MIT,  and  lie-Berkeley's  Haas  School  of  Businesl 
We  have  also  included  more  schools  than  ever  before-l 
bringing  the  number  of  MBA  programs  eligible  for  ranking  J 
88  overall,  18  of  them  international.  And  our  second  biennil 
non-U.  S.  ranking  expands  to  rate  the  top  10  (page  102).  A 
BusinessWeek  Online,  you  can  find  profiles  of  more  than  2(| 
other  MBA  programs  and  a  wealth  of  tools  to  search  ar 
compare  programs. 

What  all  the  constituents  told  us  this  year  was  no  surpr 
Top  of  mind  for  students  and  deans  was  one  thing:  jobs.  Witi 
MBAs  shelling  out  upwards  of  $70,000  in  tuition  and  giving  ul 
steady  careers  with  meaty  paychecks,  it's  no  wonder  20(1 
grads  were  far  harsher  on  placement  offices  this  year  than  I 
the  past.  Many  grads  were  frustrated  at  being  left  alone  to  nsci 
igate  the  labor  market's  perfect  storm  of  corporate  scandal] 
weakening  economic  indicators,  and 
freezes.  Indeed,  the  shift  to  the  help-noi 
wanted  climate  was  swift  and  unrepenj 
ing.  Companies  that  signed  up  to  intei 
view  students  last  fall — the  equivalent  <| 
fraternity  rush  season  for  hiring — cancelc 
in  droves.   Spring  recruiting  was   als| 
sparse.  The  lackluster  hiring  among  mb; 
only  helped  add  to  the  epidemic  of  uner 
ployment  among  the  young  and  educa| 
ed — the  fastest  growing  group  of  jobless  i| 
the  country. 

At  the  same  time,  these  future  businesl 

leaders  had  to  digest  a  new  reality  as  a  p<4 

rade  of  their  former  heroes  was     hancl 

cuffed  and  hauled  into  court,  urj 

masked  for  their  accounting  tricker 

and  Gordon  Gekko-like  greed.  In  tl 


Need  a  finance  guru?  Looking  for  a  whiz-kid  brand  manager? 
Recruiters  rank  the  schools  that  turn  out  the  best  and  brightest  in  these  fields 
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2.  Pennsylvania 

3.  Columbia 
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6.  Duke 
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9.  Virginia 
10.  Indiana 
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year  of  MBA  angst,  it  was  the  Olympian  efforts  to  give  grads  a 
well-rounded  education  and  help  them  find  work  that  were 
valued  at  a  premium  by  recruiters  and  students  alike. 

That  helps  explain  Kellogg's  return  to  the  top  spot — one 
it  hasn't  held  in  a  decade.  It  was  also  confirmation  of  new 
dean  Dipak  C.  Jain's  focus  on  the  total  MBA  experience, 
from  an  energetic  placement  office  to  plugged-in  profes- 
sors to  a  high-caliber 
student  body.  Says 
Jain,  "We've  got  a 
pro-active  culture  of 
change  and  innova- 
tion— and  we  practice  what  we  preach." 

The  soft-spoken  Jain  took  the  reins  at  Kellogg  in  July,  2001, 
replacing  Donald  P.  Jacobs,  a  legendary  dean  who  revolutionized 
management  education.  Tough  shoes  to  fill — and  many  won- 
dered if  he  was  up  to  the  task  But  Jain  read  the  new  mood  ac- 
curately and  made  aggressive  placement  his  top  priority.  When 
jobs  started  evaporating  last  year,  Jain  quickly  turned  to  alums 
he  had  once  taught,  urging  them  to  give 
temporary  work  to  the  75  or  so  2001 
grads  whose  new  jobs  were  suddenly 

MOST  IMPROVED 

1.  Chicago 

2.  Stanford 

3.  USC 

4.  Dartmouth 

5.  Michigan   State 
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postponed.  He  was  so  personally  involved  in  hooking 
dents  with  jobs  that  they  sent  up  his  efforts  in  their 
springtime  skit,  replacing  the  chorus  to  Fame  in  the  song 
same  name  with  Jain.  "He  will  help  you  find/  Financial  ga 
JAIN!  He'll  call  alums  if  you're  jobless.  Or  pay  you  to  w 
here  at  school — Cool!" 

The  student  applause  stems  from  more  than  just  play 
job  matchmaker.  Jain  countered  the  dismal  economy 
meeting  with  145  recruiters  and  thousands  of  alums  in 
cities  around  the  world — and  arranging  personal  dinn* 
with  14  presidents  and  CEOs  of  major  companies  like  Targ 
Delta  Air  Lines,  and  McKinsey.  Deans  at  other  scho 
sometimes  make  recruiting  trips,  but  Jain  carried  on  his  j 
setting  schedule  with  a  painful  broken  collarbone.  His  trs 
el  commenced  after  September  11,  when  Jain  was  oft 
searched  and  had  to  take  his  arm  in  and  out  of  its  sling, 
the  while,  he  taught  three  sections  of  marketing  and  kept 
top  of  his  duties  as  dean.  His  efforts  produced  real  resu! 
The  school  had  the  highest  placement  rate  of  any  of  Bu 
nessWeek's  Top  30  schools.  More  th 
91%  had  job  offers  90  days  after  gr. 
uation,  while  83%  had  them  by  dip 
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4.  Texas 
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the  end  of  the  day,  it's  all  about  results. 
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CAREER  SERVICES:  THE  ACID  TEST 


Placement  offices  can  make  or  break  a  B-school  experience — for  MBA  students  and  for  recruiters* 

BEST  WORST 


1.  Chicago    Grads  rate  it  the  best  and 
recruiters  praise  personal  touches 

2.  Virginia  Rates  No.  1  with  recruiters  and 
students  give  it  high  marks  all  around 

3.  Northwestern    Grads  say 
officials  went  above  and  beyond, 
recruiters  laud  strong  relationships 

4.  Michigan  Recruiters  re- 
main pleased,  and  grads  laud  ef- 
forts made  to  help  them  find  jobs 

5.  Duke    Diverse  student  body 
draws  recruiters,  and  grads  praise 
the  quality  of  firms  on  campus 


ma  time.  That's  no  small  feat,  considering  that  the  average 
for  the  Top  30  schools  was  80.6%  by  90  days. 

While  a  fortunate  70%  of  grads  from  the  Top  30  schools 
had  job  offers  by  commencement,  their  salaries  were  well  off 
the  lofty  highs  of  2000.  Graduate  reported  median  pay  pack- 
ages for  the  Top  30,  which  include  salary,  signing  bonus,  and 
other  compensation,  fell  to  an  average  $110,970,  from 

$126,930  just  two 
years  ago.  That's  a 
12.6%  drop  that  put 
2002  MBA  salaries  in 
line  with  1998  grads, 
who  earned  $111,420.  Along  with  that  drop  to  pre-bubble 
levels,  perks  like  full  tuition  reimbursement,  racy  sports 
cars,  and  workplace  spa  services  also  disappeared.  The  219 
recruiters  who  responded  to  our  survey  hired  11,199  mbas  in 
the  past  two  years.  In  1999  and  2000,  247  recruiters  hired 
15,558.  When  you  add  to  the  mix  that  there  are  about  25% 
more  mbas  now  than  a  decade  ago  at  the  Top  30  schools,  it's 
easy  to  see  why  the  odds  were 
stacked  against  grads  finding  jobs. 

Yet  even  as  consulting  and  invest- 
ment banking  hiring  dropped  off  some 
50%,  new  recruiters  emerged  this  year. 
After  several  years  of  also-ran  status, 
Old  Economy  stalwarts  received  fa- 
vorite treatment  on  campus.  Take  Hon- 
eywell, which  hires  dozens  of  mbas  each 
year.  For  most  of  the  last  decade,  the 
company  and  others  like  it  could  barely 
fill  an  interview  schedule  at  elite  B- 
schools.  This  year,  says  recruiting  man- 
ager Mary  McGrew,  "it's  a  lot  easier 
to  get  them  to  listen." 

Schools  like  Columbia  Business 
School,  which  relied  heavily  on  Wall 
Street  to  employ  its  MBAs,  were  also 
grateful  for  the  Old  Economy  pres- 
ence. Dean  Meyer  Feldberg,  in  his 
14th  year  on  the  job,  has  made  an  an- 
nual habit  of  telling  new  students  the 
story  of  his  first  post-MBA  job  in  1965. 
He  was  an  international  product  man- 


1 .  Georgetown    Lowest  marks  of  any  school 
from  grads,  recruiters  found  the  school  unfriendly 

2.  Harvard    Grads  rate  tops  with  recruiters,  de| 
spite  complaints  of  poor  career  services  office 

3.  Notre  Dame  Grads  found 
placement  efforts  inadequate  and 
so  did  the  school's  recruiters 

4.  Vanderbilt   Only  53%  of 
grads  had  job  offers  at  graduation, 
recruiters  slightly  less  frustrated 
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5.  Emory    Improved,  but  has 
not  done  enough  to  keep  recruiters 
coming  back 

*Based  on  student  and  recruiter  surveys 


ager  at  BF  Goodrich  in  Akron,  Ohio.  During  the  boom,  C 
lumbia  students  responded  to  the  story  with  laughter 
schlepping  to  backwater  Akron  to  work  for  a  staid  tire  co: 
pany  seemed  absurd.  After  all,  they  had  sexier  options,  wi 
fancy  perks,  in  big-name  cities.  But  last  year,  students  to 
the  story  seriously.  More  than  100  of  them  attended  an  e 
campus  presentation  by  another  Akron  company,  Goodye 
Tire  &  Rubber  Co.  And  two  grads  actually  packed  up  a 
headed  to  Akron  for  jobs  there  in  marketing  and  corporate 
nance.  "During  good  times,  many  recruiters  are  going 
come  to  you,  but  it's  during  the  bad  times  that  you  n 
them,"  says  Feldberg.  "Those  who  show  up  in  the  bad  tim 
are  remembered." 

Cornell  University's  Johnson  School  of  Business  had 
unique  problem:  its  location.  Fewer  mainstay  recruite 
bothered  to  make  the  laborious  trek  to  out-of-the-way  Ith 
ca,  New  York.  So  administrators  took  action.  Dean  Rob 
Swieringa  hired  grads  from  the  Class  of  2001  whose  jol 
were  deferred  to  act  as  mentors.  The  school  held  freque* 


THE  BIGGEST  BUCKS 


The  cachet  of  a  top-rated  degree 
helped  these  students  earn  the  high- 
est median  pay  packages,  including 
salary,  signing  bonus  and  other  first- 
year  compensation.  Still,  pay  pack- 
ages represent  a  steep  fall  from  the 
highs  of  the  boom. 

2000  MEDIAN  PAY    2002  MEDIAN  PAY 
SCHOOL 


THOUSANDS 


THOUSANDS 


STANFORD 


$165.5 


$138.1 


HARVARD 


160.0 


134.6 


WHARTON 


156.0 


124.5 


COLUMBIA 
DARTMOUTH 


142.5 


123.6 


149.5 


122.1 


Data:  BusinessWeek 


forums  to  discuss  the  job  market,  ai 
staffers  met  with  every  student 
make  sure  he  or  she  had  a  Plan 
and  C. 

As  a  reward,  the  Class  of  2002  vi 
the  career-service  office  as  "Johnso; 
of  the  Year,"  an  honor  usually  reservi 
for  an  individual  student  or  faculi 
member  for  stellar  achievement.  Sa; 
Beth  Watson,  a  2002  grad:  "I  dor 
think  anyone  ever  felt  career  servici 
was  letting  them  down."  Other  schoo 
that  won  great  reviews  from  the  Cla 
of  2002  in  the  area  of  career  service 
Chicago,  University  of  Virginia's  Dan 
en  School  of  Business,  and  Duke 
Fuqua. 

Those  schools  perceived  as  laj 
gards  got  a  lashing  from  their  le 
down  grads.  In  addition  to  Wharton 
Class  of  2002,  grads  at  Georgetow 
University's  Robert  Emmett  McD< 
nough  School  of  Business  and  Vai 
derbilt  University's  Owen  Gradual 
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School  of  Management  also  gave  their  placement  offices 
poor  marks.  No  wonder:  At  Georgetown,  only  50%  of  grads 
had  a  job  offer  by  graduation,  the  worst  of  any  Top  30 
school.  At  Vanderbilt,  that  figure  was  nearly  as  bad,  with 
only  53%  of  grads  reporting  a  job  offer  before  commence- 
ment. 

With  the  job  market  so  vexing,  many  MBA  students  also 
shook  off  the  ambivalence  towards  the  staples  of  B-school  that 
lurked  in  previous  classes.  The  result  was  a  return  to  rigor — 
with  students  demanding  more  depth  in  exchange  for  their  MBA 
tuition  dollars.  Deans  across  the  Top  30  report  that  students  are 
more  demanding  on  faculty  than  they've  been  in  the  last  half- 
decade.  They  want  theory,  relevance,  and  more  access  to  pro- 
fessors outside  of  class.  "I  think  students  are  back  on  the 
right  track,"  says  Stanford's  Joss.  "They  want  to  learn  some- 
thing of  lasting  value,  not  just  get  an  MBA  as  part  of  some  life 

checklist." 

Business  schools 
such  as  Kellogg, 
Chicago,  Stanford,  and 
Harvard,  among  oth- 
ers, never  really  swayed  from  their  core  educational  mission. 
Others  have  responded  willingly  to  grads'  back-to-basics 
mentality,  happy  to  move  away  from  the  fads  that  reigned  in 
their  classrooms  between  1998  and  2001.  That  means  more 
students  packing  into  accounting  classes  and  lectures  on 
Argentina's  financial  crisis  instead  of  e-commerce  seminars 
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This  year's  ranking  mirrors  the  lineup  back  in  1 992 

when  the  economy  faced  similar  uncertainty  and  job\ 

were  hard  to  come  by.  Recruiters  and  students  in  bofi 

eras  prized  the  schools  that  offered  a  strong  founda- 

v   tion  in  the  basics  and  landed  students  jobs. 


2002 


SCHOOL 


OVERALL  CORP.  GRAD. 
RANK   POLL   POLL 


1992 


OVERALL    CORP.     GRAD 
RANK      POLL      POLL 


NORTHWESTERN 

1 

2 

1 

1 

1 

3 

CHICAGO 

2 

5 

3 

2 

4 

10 

HARVARD 

3 

1 

14 

3 

3 

12 

STANFORD 

4 

7 

5 

7 

7 

5 

PENNSYLVANIA 

5 

3 

12 

4 

2 

15 

Data:  BusinessWeek 

and  workshops  on  how  to  schmooze  with  venture  capitals 
To  quell  the  growing  disdain  for  management  as  a  p 
fession,  many  schools  also  stepped  up  and  reemphasi2 
business  ethics,  values,  and  leadership  in  an  effort  to  prev« 
more  of  their  grads  from  becoming  the  stuff  of  sordid  hes 
lines.  After  all,  former  Enron  Corp.  Chief  Financial  Offi( 
Andrew  Fastow  was  a  Kellogg  grad,  and  former  ceo  Jefft 

Skilling  earned  his  MBA  from  H 
vard. 

The  shift  was  also  part  of  the 
fort  to  win  over  recruiters,  w 
have  become  far  more  picky  abc 
who    they'll    hire.    University 
Michigan  Business  School,  Kelloj 
Virginia's    Darden,    and    MIT 
topped  recruiters'  lists  when  it  cai 
to    rating    which    school's    gra 
demonstrated   the   best   busint 
ethics.  And  students  rated  Virgin 
Notre  Dame,  Michigan,  and  Yale 
tops  in  addressing  ethics  issues 
side  and  outside  the  classroom. 

At  Michigan,  ethics  and  leadd 
ship  training  start  in  the  orient 
tion  session.  And  at  Yale,  a  hi 
standard  of  ethics  isn't  just  part 
the  curriculum.  It's  integrated  ir. 
the   very   fabric   of  the   busine 
school,  says  Yale  2002  grad  Da\ 
Larson.  The  school,  known  for 
nonprofit  and  public  manageme 
emphasis,  pushes  its  MBA  teachi 
toward  "expanding  the  pie"  rath 
than  just  "getting  a  bigger  piece 
the  pie,"  says  one  grad. 

Considering  the  scandal-plagu 
state  of  American  business,  B-schoc 
return  to  fundamentals  is  good  nev 
Corporate  America  is  in  dire  need 
smart,  dynamic,  and  ethical  leade: 
The  managerial  class  is  also  sufferi 
from  a  lack  of  new  ideas.  Busine 
schools  are  attempting  to  groom  t 
kind  of  leaders  that  can  fill  the  vat 
um.  Now  it's  up  to  companies  to  ste 
hiring  them. 


For  custom  reprints  of  this  Special  Repor 
call  212  512-3148  (minimum  order  of  1,00 
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THE  TOP  GLOBAll 
B-SCHOOLS 

Recruiters  like  their  grads'  experience  and  language  skills, 
which  proved  useful  in  a  tough  global  climate 


Should  Coca-Cola  Co.  replace  recently  ac- 
quired Indian  drink  Thums  Up  with  its  clas- 
sic formula?  To  insead  MBA  candidate  Jung 
Kim  and  most  others  in  the  class,  the  an- 
swer seemed  obvious:  Go  with  the  dominant 
brand  name  and  serve  up  Coke.  Until,  he 
says,  a  classmate  from  India  raised  her  hand 
and  pointed  out  that  since  much  of  India  is  without  refrig- 
eration, Coke  would  "taste  nasty  and  sugary."  Kim  says 
that  prompted  him  to  recommend  that  Coke  keep  Thums  Up 
on  its  product  list.  That's  the  insead  modus  operandi:  In  al- 
most every  class,  "the  professor  inevitably  pointed  to  the  lo- 
cal expert,"  says  Kim. 

Diversity  is  more  than  a  buzzword  at  insead — it's  an 
ever-present  reality.  The  836-person  student  body  at  the 
French  B-school  comprises  74  nationalities,  so  students  have 
to  leave  many  assumptions  behind.  With  no  one  culture 
dominant,  ideas  always  get  challenged — and  sharpened.  It's 
the  sort  of  cultural  give-and-take  that  propelled  insead  once 
again  to  the  top  of  BusinessWeek's  rankings  of  MBA  pro- 
grams outside  the  U.S. 

insead  gained  on  an  already  impressive  showing  in  2000, 
continuing  to  improve  its  new  campus  in  Singapore  and  es- 
tablishing an  alliance  with  the  University  of  Pennsylvania's 
Wharton  School.  Moreover,  students  raved  about  the  tight- 
knit  community  shaped  by 
the  intense  coursework  and 
the  idyllic — if  isolated — cam- 


INTERNATIONAL  REPORT  CARD 


pus,  located  in  Fontainebleau,  about  40  miles  from  Pa; 
Throw  in  a  crackerjack  research  faculty  that  placed  tops 
BusinessWeek's  non-U.  S.  intellectual-capital  tabulation,  an 
adds  up  to  the  second  time  insead  ranked  No.  1,  far  ahe; 
the  rest  of  the  international  players. 

insead's  repeat  performance  is  no  small  achievement/ 
the  second-ever  rankings  of  international  MBA  progra; 
BusinessWeek  expanded  its  universe  of  schools,  survey 
more  than  1,500  students  from  18  programs  in  Euro 
Canada,  and  Latin  America.  We  factored  in  the  views  of  'i 
global  recruiters,  added  an  intellectual-capital  measurera 
crunched  the  data,  and  then  ranked  the  10  best  progr; 
up  from  7  in  2000. 

The  results  yielded  a  few  surprises,  perhaps  none  bi 
than  the  B-school  at  Canada's  Queen's  University,  unranked 
2000,  earning  the  No.  2  score.  Its  "MBAst"  program,  a 
manding  one-year  course  geared  toward  science  and  techr 
ogy,  received  glowing  reviews  from  Corporate  Canada, 
cruiters  especially  lauded  Queen's'  ability  to  mold  introvertfcv 
left-brained  teenies  into  well-rounded  managers  able  to  It 
and  inspire.  That  vaulted  the  Kingston  (Ont.)  B-school  p 
Canadian  rivals  University  of  Western  Ontario  (No.  6)  i 
University  of  Toronto  (No.  5).  Queen's'  students,  mostly  er  *ta 
neers  by  trade  with  more  than  six  years  of  work  experien  r 
gave  the  faculty  high  marks,  but  they  griped  about  the  es   i 

daily  backbreaking  worklc 
Many  also  expressed  cone* 
over  controversy  in  the  des 


THE  TOP  SCHOOLS  FROM  CANADA  AND  EUROPE 


fee 


RANK  SCHOOL 

1 .  INSEAD  Fontainebleau,  France 

2.  QUEEN'S  Kingston,  Canada 

3.  IMD  Lausanne,  Switzerland 

4.  LONDON  BUSINESS  SCHOOL  London 

5.  TORONTO  Toronto,  Canada 

6.  WESTERN  ONTARIO  London,  C, 

7.  ROTTERDAM  Rotterdam,  Nethe: 

8.  IESE  Barcelona 

9.  HEC  Paris  ^ 

10.  YORK  Toronto 

*  Post-MBA  pay  includes  median  salary,  bonus,  and 
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2 

2 

1 

$60,000 

$116,200 

1 

3 

6 

45,000 

63,100 

5 

4 

5 

70,000 

125,900 

7 

1 

2 

55,000 

123,500 

3 

8 

3 

35,000 

65,500 

8 

7 

4 

40,000 

75,900 

6 

9 

9 

41,000 

84,400 

9 

6 

8 

38,000 

84,700 

5 

10 

47,000 

80,600 

MBA  SKILLS  GRADED  BY  RECRIHTI 


-,     10       7       30,000       53,000 
other  compeny  tion  reported  by  graduates  in  U.S.  dollars. 


DESCRIPTION 

Some  jobless  grads  did  extra  term  at  Wharton. 
Recruiters  praise  grads'  global  scope. 

Corporate  Canada's  darling,  but  dean's  abrupt 
resignation  casts  doubt  over  school's  direction. 

New  curriculum  designed  around  leadership,  entre- 
preneurship.  Highest-paid  European  MBAs. 

Students  love  new  dean,  and  each  other,  but  career 
services  office  slow  to  respond  to  downturn. 

"Integrative  thinking"  pushed  in  coursework.  Re- 
cruiters rate  it  most  improved  outside  U.S. 

Grads  get  top  marks  in  general  management.  Asian 
case  study  menu  rivals  Harvard's. 

International  student  body — only  4%  Dutch — cre- 
ates shared  value-set  at  start  of  the  program. 

Heavy  emphasis  on  business  and  society.  School 
founder  recently  canonized  by  Pope  John  Paul  II. 

After  core  courses,  MBAs  can  choose  a  specialty,  a 
consulting  project,  or  an  international  exchange. 

EMBA  partnership  brings  Kellogg  faculty  to  cam- 
pus. New  $63  million  building  opens  Fall  2003. 


ANALYSTS 


B 

Data:  Business 
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0.  1,   AGAIN   Hawawini's  INSEAD  has  60  nationalities  among  its  836  students 


e.  Dean  Margot  Northey  resigned  abruptly  in  February 
d  speculation  that  her  B-school  privatization  scheme  had 
id  the  University  leadership.  A  new  dean  is  expected  by 
r,  2003,  but  it  remains  to  be  seen  whether  that  person  will 
r.  up  where  Northey  left  off. 

lounding  out  the  top  three,  Swiss  executive-education 
erhouse  International  Institute  for  Management  Devel- 
hent  (imd)  improves  a  spot  on  its  2000  ranking.  Dean 
er  Lorange  smoothed  testy  relations  between  the  admin- 
ation  and  mbas  who,  in  2000,  felt  neglected  by  the  faculty 
avor  of  visiting  executives  and  research.  Lorange  also 
jed  marketing  professor  Sean  Meehan  to  overhaul  the 
iculum,  which  now  emphasizes  leadership  and  entrepre- 
rship.  Recruiters  have  noticed,  "imd  turns  out  hands-on  op- 
ional  managers,  not  arrogant  strategists,"  says  Michele 
!  leron,  executive  recruiter  for  General  Electric  Europe, 
ideed,  U.S.  mbas — who  averaged  1.3  offers  at  gradua- 
— were  bested  in  the  employment  hunt  by  their  interna- 
al  counterparts,  who  nabbed  1.6  average  job  offers.  That's 
ly  due  to  the  European  economy,  which  fell  into  a  slump 
r  in  the  year  than  the  U.  S.  and  wasn't  as  adversely  af- 
ed  by  the  September  11  attacks.  What's  more,  the  older, 
e  experienced  international  graduates,  who  often  speak 
ral  languages,  give  recruiters  the  flexibility  to  send  them 
where  in  the  world,  a  particularly  useful  trait  in  tight 
s.  That  includes  U.S.  companies.  Says  Matt  Stone,  di- 
or  of  North  American  recruiting  at  Mercer  Consulting 
up:  "I  do  not  expect  an  insead  grad  to  have  difficulty  liv- 
in  a  different  culture." 

till,  not  all  of  Europe's  B-schools  pleased  recruiters  so 
h.  London  Business  School  slipped  two  spots,  to  No.  4 
•all,  despite  earning  the  highest  marks  among  graduates  at 
U.  S.  schools,  lbs'  career-services  office  rankled  recruiters 
)eing  aloof  and  unresponsive.  Many  European  companies 
rated  rival  recruits  from  single-year  programs  INSEAD  and 
ahead  of  two-year  London's  mbas  for  overall  quality. 
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New  Dean  Laura  D'Andrea  Tyson  is  working  to  make 
that  trend  short-lived.  Along  with  Academic  Dean  George  S. 
Yip,  Tyson  oversaw  a  curriculum  change  that  offers  more 
courses  in  strategy  and  finance.  The  extra  specialization  in  the 
first  year  should  allow  LBS  students  to  land  summer  intern- 
ships in  consulting  and  banking,  which  they  can  more  easily 
convert  into  choice  post-MBA  positions.  Tyson  (a  BusinessWeek 
columnist)  is  also  hoping  to  lure  more  nontraditional  compa- 
nies to  recruit  on  campus. 

Taking  a  bigger  fall,  Spam's  iese  slid  five  spots,  to  No.  8. 
Would-be  job-changers  grumbled  about  ineffectual  career 
services,  while  others  noted  poor  integration  of  the  Spanish 
and  international  stu- 
dents. An  inability  to 
distinguish  itself  among 
rivals  also  hurt  the 
Barcelona  B-school's  re- 
cruiter score,  dragging  it  down  to  just  ahead  of  French  B- 
school  Hautes  Etudes  Commerciales  (hec),  at  No.  9. 

Paris'  hec,  often  overshadowed  by  younger  but  more  in- 
ternationally renowned  insead,  continues  to  break  its  re- 
gional mold.  The  school  recently  gave  students  the  option  to 
complete  the  MBA  course  entirely  in  English — which  nearly 
70%  do.  hec  also  has  increased  the  proportion  of  international 
students  in  the  program.  Last  year's  record  number  of  ap- 
plications yielded  35%  more  students  from  the  U.S.,  where 
hec's  profile  has  risen  thanks  to  partnerships  with  B-schools 
such  as  New  York  University's  Leonard  N.  Stern  School. 

It's  not  that  European  schools  are  trying  to  become  more 
like  their  U.S.  cousins.  Instead,  the  best  ones  are  attracting 
more  students  from  all  over  the  globe — including  the  U.  S. — 
by  integrating  traditionally  U.S.  business  concepts  into  a 
global  framework,  insead  Dean  Gabriel  Hawawini  calls  his 
faculty's  take  on  business  "a  view  more  rounded,  more 
European."  Vive  la  difference. 

By  Brian  Hindo  in  New  York 
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AN  MBA:  IS  IT 
STILL  WORTH  IT? 

Salaries  for  2002  MBAs  have  shrunk.  That  means 
it  will  take  longer  to  get  a  payback 


It  has  been  a  cold  comedown  for  the 
MBA  class  of  2002.  With  demand  for 
bodies  waning  across  Corporate 
America — especially  in  B-school- 
friendly  industries — recent  mba  grads' 
expectations  have  fallen  to  earth  with 
a  thud.  For  the  first  time  since  Busi- 
nessWeek began  keeping  tabs  in  1988,  the 
overall  average  starting  salary  for  a  B- 
school  grad  is  essentially  flat,  down  slight- 
ly from  $75,900  in  2000  to  $75,000  in  2002. 
That's  a  screeching  about-face  after  a 
15%  increase  in  2000  from  1998  and  a 
huge  30%  increase  in  1998  over  1996.  But 
before  we  strike  up  the  violins,  consider  that  even  in  this  dis- 
mal economy,  the  average  MBA  still  corralled  a  71.9%  pay 
hike  from  the  pre-business-school  salary,  according  to  data 
BusinessWeek  collected  from  5,834  students  at  88  B-schools 
across  the  globe. 

Still,  the  more  modest  compensation  means  it's  going  to 
take  this  year's  graduates  longer  than  usual  to  earn  a  pay- 
back on  what  has  likely  been  the  largest  investment  of 
their  lives.  The  average  29-year-old  MBA  student  sank  more 

than  $122,300  in  tu- 
ition, fees,  and  lost 
earnings  into  a  two- 
year  program  and  is 
left  saddled  with  an 
average  debt  load  of  more  than  $27,600.  That  makes  cost  of 
attendance  all  the  more  important.  To  measure  the  time  it 
takes  grads  to  recoup  their  total  outlay  and  each  school's  re- 
turn on  investment  (roi),  BusinessWeek  once  again 
tapped  Jens  Stephan,  associate  professor  of  accounting  at  the 
University  of  Cincinnati's  College  of  Business  Administra- 
tion, who  has  been  calculating  roi  for  the  ranking  project 
since  1996. 

The  winner:  Reigning  champ  Brigham  Young  University's 
Marriott  School  of  Business,  which  again  tops  the  list  at  just 
4.1  years  to  payback,  including  the  two  years  at  school. 
Dirt-cheap  tuition — only  a  $71,100  average  total  invest- 
ment— and  an  impressive  97.8%  salary  increase  kept  BYU 
ahead  of  Pennsylvania  State  University's  Smeal  College  of 
Business,  which  shot  up  from  ninth-quickest  in  2000  to 
No.  2  this  year. 

To  calculate  the  payback,  Stephan  first  figures  out  the 
students'  opportunity  cost  of  attending — both  the  tuition 
payments  and  the  forgone  salary.  He  assumes  a  student  in  a 
two-year  program  loses  18  months  of  income  (allowing  for  a 
summer  internship).  Then  he  projects  the  graduates'  earnings 
over  the  next  eight  years,  folding  bonuses  arid  other  com- 
pensation into  the  post-MBA  salary.  Stephan  assumes  a  10% 
raise  each  year  after  graduation — which  smooths  out  differ- 
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ences  in  occupations  as  well  as  econa 
ups  and  downs  over  the  course  of  10  y 

This  year,  BusinessWeek  also  accouni 
for  cost-of-living  more  precisely  than 
the  past.  Using  data  from  Runzheimer 
ternational,  a  Rochester  (Wis.)-based  re: 
cation  consultancy,  Stephan  adjusted  prl 
and  post-MBA  salaries  according  to  local 
Sure,  a  student  moving  pre-MBA  from  Ne 
York  to  post-MBA  Kansas  may  not  cor 
mand  as  many  bucks  as  in  the  Big  Appl 
but  dollars  go  further  outside  pricey  ti 
ban  areas.  Thus,  this  roi  calculation  eliir 
nates  any  big-city  salary  bias. 
The  analysis  shows  that  the  quick  payback  that  fortuna 
boom-cycle  graduates  enjoyed  has  slimmed  considerably.  TI 


PAYBACK:  A  CAREER  INDEX 


The  schools  that  offer  the  quickest 
return  on  investment,  by  sector 

Total          Salary       Years  to 
CONSULTING                      Investment    Increase     Payback 

FASTEST:  UNC-CHAPEL  HILL 

$97,000 

110.6% 

3.8 

SLOWEST:  UT-AUSTIN 

106,500 

56.2 

6.9 

AVERAGE 

122,500 

74.9 

5.3 

FINANCE 

FASTEST:  PURDUE 

$96,600 

83.7% 

4.2 

SLOWEST:  USC 

160,700 

51.8 

74 

AVERAGE 

117,800* 

71.0 

5.6  | 

MARKETING 

FASTEST:  UT-AUSTIN 

$96,100 

75.5% 

3.9  1 

SLOWEST:  THUNDERBIRD 

135,400 

59.9 

7.6 

AVERAGE 

115,200 

75.3 

4.9 

INVESTMENT  BANKING 

FASTEST:  UCLA 

$117,800 

74.5% 

4.0 

SLOWEST:  STANFORD* 

170,800 

59.6 

5  1 

AVERAGE 

127,600 

76.3 

4.9 

Schools  with  statistically  small  sample  sizes  were  eliminated.                  *U.S.  schools  «■ 
Data:  BusinessWeek;  Jens  Stephan.  University  of  Cincinnati 
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NO  ONE  ELSE  ON  EARTH  HAS  THIS  MANY 
WAYS  TO  HELP  YOU  MANAGE  YOUR  RISKS. 


•    All  forms  of  property/casualty  insurance  for 
companies  of  all  sizes 
Life,  accident  and  health  insurance 
Retirement  savings  products,  including  fixed  and 
variable  annuities 

Auto  insurance  and  other  personal  insurance  products 
Commercial  auto  insurance 
Mergers  and  acquisitions  insurance  services 
Reinsurance  and  retrocessional  coverages 
Internet  security  and  cyber-risk  insurance 
Political  risk  and  trade  credit  insurance 
Economic  and  political  assessment  advisory  services 
Captive  management  services 
Claim  management  and  cost  containment  services 


Loss  control  and  engineering  services 

Emergency  evacuation  and  security  services 

Mutual  funds  and  investment  advisory  services 

Third-party  asset  management 

Direct  equity  investment  funds 

Infrastructure  finance  in  emerging  markets 

Global  employee  benefits  and  pension  management 

Consumer  finance 

Premium  financing 

Interest  rate,  currency,  equity,  and  credit  derivative 

transactions 

Trading  and  market  making  in  foreign  exchange, 

precious  and  base  metals,  and  commodity  indices 

Aircraft  leasing  for  airlines 


With  over  80  years  of  international  experience,  only  Triple-A-rated  AIG  has  more  ways  to  help  manage  risk  and 
more  financial  solutions  than  any  other  organization  on  earth.  And  our  list  of  ways  to  manage  risks  continues  to  grow, 
so  you're  better  able  to  take  the  risks  needed  to  succeed  in  your  business  and  in  your  personal  life.  For  more 
information  about  insurance  and  financial  services  provided  by  our  member  companies,  visit  our  website  at  www.aig.com. 


THE  GREATEST  RISK  IS  NOT  TAKIN6  ONE: 


AIG 


INSURANCE,  FINANCIAL  SERVICES  AND  THE  FREEDOM  TO  DARE. 


Insurance  and  services  provided  by  members  of  Amencan  International  Group.  Inc ..  70  Pine  Street.  Depl  A.  New  York.  NY  10270. 


Special  Report 


THE    BEST    B-SCHOOLS 


average  '02  grad  won't 
break  even  on  his  in- 
vestment for  5.6  years. 
Compare  that  with  the 
4.7-year  payback  horizon  for  the  Class  of  2000  and  the  5.2 
years  for  the  Class  of  1998.  An  even  more  sobering  statistic: 
Once  cost  of  living  is  factored  in,  745  students — almost  13%  of 
those  providing  salary  data — have  taken  a  pa}-  cut  from  pre- 
MBA  levels. 

Therein  lies  the  big  trade-off  that  prospective  MBAs  have 
to  make.  Two  years  ago,  David  Hunter,  a  former  Towers 
Perrin  Co.  health-care  consultant,  checked  out  MBA  pro- 
grams, looking  to  make  a  move  to  the 
banking  business.  He  considered  applying 
to  pricier  schools  like  Wharton  or  Co- 
lumbia, but  Brigham  Young's  combina- 
tion of  a  great  finance  faculty  and  entic- 
ingly low  tuition  led  him  to  apply  only 
there.  Smart  move:  Now  Hunter  has  his 
dream  job  working  in  Bear,  Steams  & 
Co.'s  private  client  services  in  San  Fran- 
cisco and  says  he'll  be  loan-free  after  a 
year  or  two.  That's  a  huge  relief  for 
Hunter,  whose  wife,  Kate,  is  expecting 
their  first  child  in  just  a  few  weeks. 

Hunter's  personal  balance  sheet  is  un- 
usual, though.  Mostly,  B-school  tuition 
keeps  rising  while  salaries  from  2000  have 
either  dipped  or  remained  fiat.  That  makes 
a  pricey  program  such  as  Stanford's  even 
more  formidable.  True,  Stanford  grads 
notched  the  second-highest  average  start- 
ing salary  among  U.S.  schools — $96,500 
excluding  signing  bonus  and  other  com- 
pensation (Harvard  grads  make  the  most). 
But  it  and  other  elite  schools  often  at- 
tract individuals  who  are  already  raking  it 
in,  hiking  the  opportunity  cost  that  much 
more.  To  make  matters  worse,  there  were 
fewer  job  offers.  That  put  recruiters  in 
the  driver's  seat.  The  upshot  is  that  '02 
grads  have  little  leverage  to  reel  in  bigger 
paychecks. 

Serious  bargain  hunters  may  want  to 
look  across  the  pond.  In  Europe,  where  a 
one-year  MBA  course  is  more  common,  B- 
school  students  get  a  5.1-year  payback. 
Grads  at  Switzerland's  imd  took  home  an 
average  starting  salary  of  $99,300 — tops 
of  any  school.  Such  robust  starting 
salaries,  coupled  with  the  smaller  total 
investment  required  of  a  one-year  pro- 
gram, explain  why  imd  grads  can  expect  a 
3.1-year  payback,  quickest  among  all  MBA 
programs. 

That's  not  to  say  that  great  value  can't 
be  had  at  a  top-ranked  U.S.  B-school.  In 
fact,  half  of  the  10  fastest  roi  B-schools  ap- 
pear on  BusinessWeek's  Top  30 — No.  26 
Purdue,  No.  23  Michigan  State.  X  .20  In- 
diana, No.  18  University  of  North  Carolina- 
Chapel  Hill,  No.  12  University  of  Virginia, 
and  No.  29  Notre  Dame.  For  state  scl. 
BusinessWeek  used  in-state  tuition  in  the 
calculation;  out-of-state  students  can  ex- 
pect a  slightly  longer  payback  period.  But 
even  at  state  schools,  the  cost  of  atten- 
dance has  dramatically  outpaced  inflation 
over  the  past  two  years  and  could  rise 


even   more   as   states    slash   budgets   in   the   downtul 

All  this  confirms  what  most  B-schools  already  glumly 
knowledge:  The  mba  isn't  quite  the  winning  ticket  it  used  I 
be  just  a  few  years  ago.  The  chastened  outlook  irl 
give  some  prospective  mbas  pause  before  shelling  A 
the  big  bucks  for  a  brand-name  sheepskin.  Of  course,  the  I 
erage  B-schooler  can  still  expect  a  35.5%  annual  return  [ 
investment  over  a  10-year  period,  thanks  to  their  higlj 
salaries.  And  in  this  economy,  who  wouldn't  be  hap| 

with  that? 

By  Brian  Hb\ 

in  New  Y>\ 
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FASTEST  RETURN  ON  U.S.  SCHOOL  OUTLAYS... 

SCHOOL 

AVERAGE 

TOTAL 

INVESTMENT* 

PERCENT 

SALARY 

INCREASE 

AVERAGE 
YEARS  TO 
PAYBACK" 

AVERAGE 
SALARY  AT 
GRADUATION"* 

AVERAGE 

OUTSTANDIK 

LOAN 

BRIGHAM  YOUNG 

$71,100 

97.8% 

4.1 

$67,500 

$17,900 

PENNSYLVANIA  STATE 

98,300 

71.7 

4.4 

76,000 

16,500 

PURDUE 

97,200 

80.4 

4.5 

77,000 

21,500 

VIRGINIA 

137,700 

82.9 

4.6 

87,500 

29.300^ 

OHIO  STATE 

91,200 

82.4 

4.6 

70,800 

20,000 

UNC-CHAPEL  HILL 

100,600 

78.3 

4.6 

80,000 

44,200 

INDIANA 

103,600 

75.4 

4.7 

79,100 

36,100 

MICHIGAN  STATE 

98,800 

85.1 

4.8 

73,700 

19,2001 

TEXAS  A&M 

78,200 

66.2 

4.9 

71,200 

14,700 

NOTRE  DAME 

140,100          86.0          4.9 
.AND  THE  SLOWEST  RETURN 

78,100 

1 

41,900 

use 

$163,100 

56.7% 

7.1 

$78,300 

$46,700 

THUNDERBIRD 

142,700 

64.8 

6.9 

68,000 

34,400i 

CASE  WESTERN  RESERVE 

140,900 

65.3 

6.9 

72,300 

46,400 

BABSON 

149,500 

70.0 

6.8 

77,200 

29,9001 

EMORY 

157,300 

59.4 

6.1 

77,100 

40,4001 

SOUTHERN  METHODIST 

147,600 

63.8 

6.1 

73,600 

26,40Ci 

GEORGETOWN 

154,000 

77.2 

6.1 

77,500 

47,100J 

UNIVERSITY  OF  WASHINGTON    89,200 

59.9 

6.1 

71,400 

19,400j 

STANFORD 

186,200 

61.4 

6.0 

96,500 

39,300 

RICE 

142,000 

71.6 

6.0 

79,900 

36,100 

AVERAGE,  U.S. 

$124,300 

70.0% 

5.7 

$75,200 

$29,900 

FASTEST  PAYBACK  ON  SCHOOL  OUTLAYS— NON-U. S. 

IMD,  SWITZERLAND  « 

$103,600 

62.1% 

3.1 

$99,300 

$8,100 

INSEAD,  FRANCE  « 

82,500 

67.4 

3.4 

88,100 

21,500 

CRANFIELD,  BRITAIN  « 

105,300 

72.8 

4.7 

87,900 

1,900 

...AND  THE  SLOWEST  PAYBACK 

YORK,  CANADA 

$74,400 

58.5% 

6.1 

$51,200 

$11,20C| 

WESTERN  ONTARIO,  CANADA    104,100 

66.5 

5.8 

63,900 

29,100 

TORONTO,  CANADA 

93,600 

64.0 

5.8 

59,900 

19,60C 

AVERAGE,  NON-U.S. 


$93,100  70.0%        5.6       $74,200        $18,30C 


*  Eighteen  months  of  lost  earnings  plus  pretax  income  for  tuition  and  fees 
"  Payback  is  reached  when  the  pay  gain  as  a  result  of  the  MBA  equals 

the  total  investment  in  B-school.  Includes  time  spent  in  school 
***Not  including  bonus  or  other  compensation 


(a)  One-year  program 

Includes  schools  with  30  or  more  responses 
Data:  BusinessWeek.  Jens  Stephan. 
University  of  Cincinnati;  Ruruheimer  Internatiol 
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MOM?  DAD? 
I'M  HOME! 

As  they  wait  for  the  economy  to  shake  off  its  blahs,  some  newly 
minted  MBAs  are  feeling  jilted  because  they  can't  find  work 


Jeremy  Andrus  figured  he  was  destined  to 
join  the  business  elite  when  he  accepted  a 
spot  at  Harvard  Business  School  in  the  fall  of 
2000.  He  set  foot  on  the  fabled  campus  during 
the  greatest  wealth-creation  boom  in  history, 
when  there  was  a  sense  that  the  Jeremy 
Andruses  of  the  world  didn't  just  control  the 
future,  they  owned  it.  By  those  standards,  Andrus  would 
have  been  courted  like  an  NBA  lottery  pick  by  graduation — 
with  earnings  potential  to  match. 

Little  did  Andrus  know  that  by  the  time  he  graduated  in 
June,  he  would  be  launching  his  career  in  an  altered  MBA  job 
market  so  dismal  that  even  Harvard's  cachet  wouldn't  be 

enough  to  land  him  the 
real  estate  venture- 
capital  job  he  wanted. 
Instead,  the  resigned 
30-year-old  packed  his 
bags  and,  for  the  first  time  in  his  life,  stepped  backwards, 
moving  to  the  ski-bum  paradise  of  Park  City,  Utah,  to  live 
with  his  parents.  "I  never  thought  I  would  move  back  home," 
says  Andrus,  "but  that's  what  it  came  to." 

Andrus  is  just  one  of  hundreds,  if  not  thousands,  of  newly 
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minted  mbas  who  feel  jilted. 
Having  left  good  jobs  and  doled 
out  thousands  in  tuition  to  earn 
an  mba  degree,  they  now  find 
themselves  out  of  work  and  short 
on  prospects.  When  they  first  came 
to  campus  two  years  ago,  job  of- 
fers were  so  plentiful  that  compa- 
nies were  waging  fierce  bidding 
wars  over  grads.  Five-figure  signing 
bonuses  and  equity  stakes  in  start- 
ups were  the  norm.  But  a  weak- 
ened economy,  the  dot-com  bust, 
September  11,  and  now  a  prolonged 
bear  market  have  created  an  in- 
creasingly bleak  landscape  for  this 
year's  whiz  kids. 

At  the  Top  30  schools,  some  one 
out  of  five  of  this  year's  grads  are 
without  jobs  even  three  months  af- 
ter graduation,  while  just  two 
years  before,  the  number  was  a 
mere  3%  or  so.  Even  during  the 
early  1990s  recession,  about  96% 
of  grads  were  working  by  this 
time.  What's  worse,  grads'  bank 
accounts  are  quickly  draining, 
tapped  by  an  average  of  $41,300 
in  MBA  debt  and  loan  payments 
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now  coming  due.  These  days,  for  many,  mba 
is  taking  on  a  whole  new  meaning:  mighty 
big  albatross. 

So  the  educated  unemployed  have  little 
choice  but  to  retrench  and  reassess  their  ca- 
reer pursuits  along  with  their  dreams  of 
$150,000  salaries.  For  one  thing,  they're  be- 
ginning to  consider  that  second-choice  job 
offer — less  than  ideal,  but  a  job  nonethe- 
less^— as  they  wait  for  the  economy  to  shake 
off  its  blahs.  "[Grads]  have  to  realize  the 
first  job  you  get  won't  be  your  last,"  says 
Patrick  T  Harker,  dean  of  the  University  of 
Pennsylvania's  Wharton  School,  where 
about  100  grads,  some  13%,  remained  job- 
less three  months  after  graduation,  the 
largest  number  Wharton  has  experienced 
in  more  than  a  decade. 

For  some  2002  grads,  the  job  search  has 
become  an  all-consuming  endeavor.  Andrew 
Hodson  is  looking  for  a  position  in  sell-side 
equity  research. or  buy-side  portfolio  man- 
agement. He  has  had  nearly  30  interviews  in 
the  past  five  months,  but  zero  offers. 
"I'm  getting  interviews,  but  interviews 
don't  pay  the  bills,"  says  Hodson,  who, 
^■^mwnn    like  Harvard  mba 


UNEMP 


This  is  one  of  the  worst  job  markets  ever 

for  MBAs,  eclipsing  even  the  dismal  days 

of  the  early  1 990s  recession.  Months  after 

tossing  their  caps  in  the  air,  a  record 
number  of  graduates  are  still  pounding  the 
pavement.  And  as  the  job  market  worsens, 
some  could  still  be  unemployed  by  2003. 

PERCENT  OF  GRADS  WITH  AT  LEAST  ONE  JOB  OFFER 


AT  GRADUATION 

EVEN  90  DAYS 
AFTER  GRADUATION 

SCHOOL 

1992 

2000 

2002 

2002 

COLUMBIA 

83% 

99%* 

73% 

84% 

DARTMOUTH 

94 

99 

74 

81 

DUKE 

93 

97 

76 

89 

MICHIGAN 

84 

95 

66 

74 

UC-BERKELEY 

83 

88 

72 

80 

UCLA 

86 

91 

58 

68 

*Actual  number  who  accepted  job 

Data:  BusinessWeek 

Andrus,       moved 
home  after  graduating  from  Ini  i 
ana  University's  Kelley  School 
Business.  It  was  the  first  time 
had  lived  at  home  since  he  shippi 
off  to  prep  school  at  14 

To  stay  on  his  toes,  Hodson  kee 
a  strict  schedule:  He  wakes  up  eau 
so  he  will  be  accustomed  to  it  wh<  i 
a  job  comes  around.  Then  he  scoo 
Internet  job  boards.  He  is  holdii 
out  for  the  job  he  wants,  but  as  st  : 
dent  loan  bills  mount,  it's  gettij  * 
harder.  Hodson  remains  hopeful  th  • 
he  will  not  have  to  settle  for  a  j«  c 
that  is  less  than  ideal.  "Something  : 
going  to  fall  [into  place]  for  me  t 
fore  that,"  he  says. 

B-schools  often  encourage  th 
kind  of  stubborn  optimism,  exhoi 
ing  students  to  wait  for  the  "rigb 
job  and  shun  anything  less  than  ; 
offer  in  the  industry  they  knc 
they  want  to  work  in.  But  as  tir 
passes,  many  job-seekers  are  losi 


rt  and  instead  are  going  for  the  "right  now"  job.  After  six 
iths  of  holding  out,  says  Paul  Danos,  dean  of  the  Amos 
c  School  of  Business  Administration  at  Dartmouth  College, 
;re  won't  be  too  many  people  who  will  be  particular." 
tie  still  attractive  outlet  for  recent  grads:  entrepreneurship. 
mall  percentage  of  grads — an  estimated  2%  to  3% — have 
ted  their  own  companies,  down  a  couple  percentage  points 
n  the  heady  days  of  1999  to  2000,  when  any  graduate 
i  a  business  plan  could  get  funding  for  a  new  idea.  "Some 
lents  have  said  that  instead  of  waiting  a  few  years,  this  is 
time  to  start  a  business,"  says  Allan  Cotrone,  director  of 
ier  development  at  the  University  of  Michigan  Business 
ool.  Andrus,  for  one,  got  tired  of  waiting  for  his  dream  po- 
rn to  materialize  and  instead  began  working  on  a  business 
l  for  a  frozen-drink  supply  startup  with  his  cousin. 
Ixperiences  like  Andrus'  are  making  administrators  in  the 
ier-service  offices  across  the  B-school  world  cringe.  This 
the  year  their  once-noisy  offices  became  quiet,  as  main- 


stay companies  retrenched.  They 
already  postponed  offers  for  the 
Class  of  2001  and  barely  showed 
up  on  campus  in  2002.  Adminis- 
trators became  shock  absorbers 
for  a  cadre  of  disillusioned  grads. 
Dartmouth,  for  one,  got  hit  bad- 
ly. The  school's  graduation  place- 
ment rate  averaged  about  99% 
for  the  five-year  period  ended 
in  2001.  But  for  its  Class  of 
2002,  the  number  placed  in  jobs 
at  graduation  plummeted  to 
74%.  At  Emory  University's 
Goizueta  Business  School,  the 
rate  of  those  with  jobs  fell  to 
60%,  from  around  90%  two 
years  ago. 

But  B-schools  can't  point  fin- 
gers just  at  the  economy.  At 
some  programs,  like  New  York 
University's  Leonard  N.  Stern 
School  of  Business  and  Washing- 
ton University's  John  M.  Olin 
School  of  Business,  career-place- 
ment officials  encouraged  students 
to  use  inward-focused  self-assess- 
ment tools  to  decide  on  the  type 
of  job  that  was  right  for  them — 
and  then  tailor  their  job  search  to 
get  that  "it"  job.  The  approach 
was  well-suited  to  the  boom  days 
when  there  were  enough  jobs  to 
go  around.  But  in  an  economy 
verging  on  a  double-dip  recession, 
it's  unrealistic.  Critics  contend 
some  B-schools  created  a  cult  of 
finickiness — and  lulled  grads  into 
avoiding  Plan  B,  just  when  hav- 
ing a  back-up  was  key  and  safety 
plays  were  best. 

Other  schools,  though,  are  now 
stepping  up  assistance  from  ca- 
reer counselors,  extending  access 
to  libraries,  and  keeping  grads 
up  to  date  on  any  job  leads  that  come  through  the  office.  At 
Harvard  Business  School,  travel  grants  were  awarded  after 
graduation  to  help  grads  who  trekked  around  the  country  to 
sell  themselves  to  companies. 

Meanwhile,  the  jobless  20%  are  watching  their  classmates 
settle  down  in  new  jobs  and  bring  home  paychecks,  while 
they  soldier  on,  pinning  their  hopes  on  the  next  quarter.  Yet 
if  history  is  any  indication,  there  could  still  be  jobless  mbas 
from  the  Class  of  2002  well  into  2003.  In  both  the  early 
1980s  and  '90s,  the  depressed  mba  job  market  didn't  fully  re- 
cover until  nearly  mid-decade — and  took  even  longer  to  show 
a  job  surplus.  That  could  be  bad  news  for  the  Class  of  2003 
and  beyond.  Says  mba  recruitment  consultant  Maury  Hanigan: 
"If  I  were  considering  business  school,  I  would  wait  it  out  one 
more  year  and  try  to  crest  the  wave."  Good  advice  for  folks 
considering  applications  for  the  fall — but  cold  comfort  for 
this  year's  grads  still  pounding  the  pavement. 

By  Geoff  Gloeckler  in  New  York 


the  Top  30  schools,  some  20%  OF  2002  GRADS  are  without 
>bs  90  days  after  graduation,  vs.  about  3%  TWO  YEARS  AGO 
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NOT-SO-GREAT 
EXPECTATIONS 

Today's  MBAs  have  shifted  their  sights  from  dot-coms 
to  outfits  that  offer  a  steady  paycheck  and  solid  benefits 


This  was  the  year  of  Plan  B.  For  those  grads 
willing  to  downsize  their  expectations  and  re- 
state their  career  goals,  2002  wasn't  the  bust  it 
could  have  been.  Although  post-bubble  careers 
don't  have  the  gilded  glamour  of  yore,  they  do 
offer  steady  paychecks,  benefits,  and  the  chance 
to  work  for  companies  whose  profits  aren't  made  of  vapor. 

Now,  the  hot  sectors  are  the  federal  government,  non- 
profits, and  pharmaceutical 
and  biotech  companies — one- 
time wallflowers  that  B-school 
grads  blew  off  with  abandon 
during  the  boom.  But  these 
days,  they're  lining  up  eager- 
ly, especially  since  hiring  by 
mainstays  such  as  consulting 
firms  and  investment  banks 
has  fallen  by  at  least  50%,  ac- 
cording to  research  firm 
Kennedy  Information. 

These  once  shunned  sectors 
have  plenty  of  appealing  jobs 
on  hand — and  without  the 
specter  of  postponements  and 
rolling  starting  dates  that  so 
many  tech,  consulting,  and  fi- 
nance industry  offers  come 
with.  They  are  also  giving 
mbas  a  slice  of  the  security 
they  once  scorned  and  are 
capitalizing  on  renewed  de- 
sire across  business-school 
campuses  for  work  that  offers  meaning,  not  just  money. 
That's  something  many  B-school  favorites,  still  reeling  from 
scandal,  can't  provide. 

No  wonder,  then,  that  Uncle  Sam's  name  is  coming  up 

more  often  in  career- 
services  offices.  Caught 
in  one  of  its  worst  tal- 
ent crunches  ever,  the 
federal  government  is 
taking  advantage  of  the  upsurge  in  interest  in  working  for  the 
CIA,  FBI,  and  Internal  Revenue  Service  by  going  on  an  MBA- 
hiring  binge.  To  lure  budding  officials,  the  feds  are  pulling  out 
all  the  stops — signing  bonuses,  juicy  raises,  and  flextime. 
The  Peace  Corps,  AmeriCorps,  and  Teach  for  America — 
which  offer  little  or  no  pay — also  reported  a  spike  in  MBA  ap- 
plications this  year.  Similarly,  nonprofits  are  taking  advantage 
of  the  buyer's  market:  About  4%  of  mbas  have  accepted  non- 
profit offers  so  far  this  year,  up  from  only  2%  in  2000. 

It  doesn't  hurt  that  government  and  nonprofit  organiza- 
tions' salaries  are  inching  ever  closer  to  those  in  the  corpo- 
rate world.  For  B-school  grads  answering  Business  Week's 
2002  MBA  survey,  the  average  starting  nonprofit  salary  was 
$60,600.  For  finance,  it  was  only  a  bit  higher,  at  $74,300. 
Nonprofit  and  government  jobs  can  offer  extra  vacation, 


Special  Report 


THE    BEST    B-SCHOOLS 


student-loan  forgiveness,  and  reliable 
tirement  plans. 

In  some  cases,  mbas  have  even  tun 
down  or  postponed  plum  assignments 
favor  of  more  offbeat  jobs.  Mark  Klege 
Columbia  University  alumnus,  defe 
for  a  year  a  hefty  McKinsey  &  Co.  o: 
to  join  Los  Angeles'  Project  Grad,  an 
ucation  nonprofit  whose  goal  is  to  incre 
the  number  of  high  school  students  v 
enter  and  graduate  from  college.  Hell 
earning  about  20%  less  but  says 
month  of  vacation  and  matching  401 
plan  will  help  make  up  for  it.  "You  go  into  business  sch 
with  a  clear  idea  of  what  you  want,  then  it's  totally  flipped 
its  head,  in  terms  of  realizing  how  much  potential  thert 
out  there  to  use  these  skills  for  something  meaningfi 
says  Kleger. 

The  booming  pharmaceutical  and  biotech  industries, 
dire  need  of  mbas  to  manage  and  market  new  breakthroi 
products,  are  also  in  hiring  overdrive.  In  2000,  only  ab 

8%  of  mbas  went  to  work 
these  industries,  while  nea 
double  that  proportion  tun 
to   them   this    year.    Da1 
Leibowitz,    a    graduate 
the  University  of  Califo: 
at  Los  Angeles'  Ande 
School  of  Management, 
ed  to  work  as  a  high-fc 
consultant  but  ended  up  to 
ing  a  job  with  medical-dev 
maker  Guidant  Corp.  be 
it  was  in  one  of  the  few 
dustries  with  jobs  to  o 
Says  Craig  Davies,  Guidar 
recruiting  manager:  "Peoi 
are  starting  to  realize  t. 
our  areas  are  a  little  mi 
insulated    in   terms    of  t| 
economy." 

That's  not  to  say  all  is  It 
in  once  hot  sectors — at  lea 
not  for  grads  who  hust 
Derek  Thomas,  a  2002  Emo 
University  MBA  and  racing  fan,  knew  that  prospects  in  ti 
ditional  marketing  were  scarce,  so  he  took  an  interns! 
with  nascar  and  then  persuaded  the  company  to  make  h 
brand  marketing  coordinator.  It  may  not  be  what  he  dream 
of  when  he  applied  to  B-school  three  years  ago,  but  for  PI 
B,  it  ain't  half  bad. 

By  Ana  Mantica 
in  New  York 


NEW  HORIZON 


Grads  are  turning  to  Uncle  Sam,  nonprofits,  Big 
Pharma,  and  biotech  now  that  gold-plated  offers  it 
consulting  and  banking  are  evaporating.  A  sampling 

HARVARD  CHICAGO  WHARTON 

NONTRADITIONAL        2001       2002      2001        2002      2001        20 


N0NPR0FIT/G0V.        1.9% 


0.4%     1. 


0% 


1. 


PHARMA/BIOTECH      1.5 


2.6       2.6      2.9 


TRADITIONAL 


CONSULTING 


38%     24%      42.1%  33.4%  40%     17. 


INV.  BANKING 


14        15 


28.5      18.3    30       23.5 


Data:  Harvard  Business  School,  Wharton  School.  Stanford  Business  School 


1 10  BusinessWeek  /  October  21,  2002 


a.o©i 


1,00* 


1111 


ntt 


No  other  company  has  done  more 

to  increase  homeownership  in  A 


menca 


S  FannieMae 


www.fanniemae.com 


At  Fannie  Mae,  our  mission  is  simple:  to  lower  the  cost  of  homeownership  so  that  more 
American  families  can  get  into  homes  of  their  own.  And  over  the  past  three 
decades,  we  have  dedicated  ourselves  to  seeing  that  homeownership  in 
America  continues  to  grow  at  a  steady  rate. 

Every  day  we  work  with  our  mortgage  lender  partners  and  other 
housing  leaders  to  fulfill  our  goals.  To  knock  down  the  barriers 
to  homeownership,  lower  costs,  and  increase  opportunities  for 
low-  and  moderate-income  families. 

We  believe  that  when  more  Americans  have  a  place  to  call  home, 
it  strengthens  families,  communities,  and  our  nation  as  a  whole. 


At  Fannie  Mae,  it's  more  than  just  our  mission,  it's  who  we  are. 


Marketing 


HEALTH 


WHY  WE'RE 


Fast  food  at  school, 
huge  portions,  and 
relentless  TV  ads 
make  it  easy 

When  McDonald's  Corp.  share- 
holders met  in  May  on  the  cor- 
porate campus  adjoining  Ham- 
burger University  in  Oak 
Brook,  111.,  ceo  Jack  M.  Greenberg  ex- 
pected an  angry  crowd.  Sales  were  stag- 
nant. The  company's  earnings  had  de- 
clined for  six  consecutive  quarters.  And 
2001  was  the  company's  worst  year  ever 
for  profits.  Yet  Greenberg  didn't  field  a 
single  query  on  the  company's  finances. 
Where  is  the  diet  plate?  someone  asked. 
What  about  a  veggie  burger?  asked  an- 
other. Greenberg  replied  that  the  com- 
pany is  testing  veggie  burgers  in  Cana- 
da. And  a  veggie  wrap  is  being  offered 
in  New  York — but  it  isn't  selling.  "We 
would  love  to  find  the  right  product  we 
can  sell  a  lot  of,"  he  said.  Indeed,  the 
company's  sagging  profits  might  be  a 
sign  of  the  nation's  growing  concern 
about  nutrition:  Americans  are  getting 
fatter  at  an  alarming  rate,  and  some  of 
them  are  worried  enough,  perhaps,  to 
skip  those  trips  to  the  Golden  Arches. 
Obesity  is,  by  far,  the  nation's  leading 
health  problem.  A  report  in  the  Oct.  9 
Journal  of  the  American  Medical  Assn. 
found  that  30.5%  of  Americans  are 
obese,  up  from  22.9%  a  decade  ago.  And 


64.5%,  or  nearly  two-thirds,  are  over- 
weight. The  researchers  also  found  that 
15%  of  children  aged  6  to  19  are  over- 
weight. More  than  vanity  is  at  stake: 
Obesity  raises  the  risk  of  heart  disease, 
cancer,  diabetes,  high  blood  pressure, 
angina,  and  lung  disease,  among  other 
ailments.  It  accounts  for  about  300,000 
deaths  a  year,  second  only  to  tobacco. 

A  growing  number  of  health  experts 
say  this  alarming  rise  in  obesity  is  the 
consequence  of  an  unhealthy  environ- 
ment that  encourages  overeating  and 
discourages  physical  activity.  High-calo- 
rie, artery-clogging  foods  are  cheap  and 
plentiful.  Healthy  foods  can  sometimes 
be  hard  to  find.  And  children  are  sur- 
rounded by  increasing  amounts  of  junk- 
food  advertising.  The  food  industry 
spends  an  estimated  $33  billion  a  year 
on  ads  and  promotions.  "When  you  have 
$33  billion  of  marketing  aimed  at  you, 
challenging  you  to  eat  more  at  all  times, 
it's  difficult  not  to  eat  too  much,"  says 
Marion  Nestle,  chair  of  the  nutrition 
and  food  studies  department  at  New 
York  University  and  author  of  Food 
Politics,  published  earlier  this  year. 

That's  not  to  say  the  food  industry 
and  its  ads  are  solely  to  blame  for  the 
fattening  of  America.  Nestle  acknowl- 
edges that  people  choose  to  eat  what 
they  eat.  "Is  it  a  matter  of  personal  re- 
sponsibility? Ultimately,  it  is,"  she  says. 
But  diets  and  public-health  campaigns, 
which  focus  on  changing  individuals'  be- 
havior, have  failed  spectacularly.  That's 
why  the  search  for  a  cure  for  the  epi- 
demic has  shifted  to  the  environment — 
especially  regarding  children.  "You  can 


argue  that  adults  are  personally  i 


sponsible.  With  kids,  that's  a  harder  .  ar- 
gument to  make,"  she  says. 

The  idea  that  obesity  is  partly 
consequence  of  an  unhealthy  envirdn 
ment  is  a  relatively  new  one — but   it- 
time  has  arrived.  In  July,  Senators  I  tc 
Frist   (R-Tenn.),  Jeff  Bingaman   ( 
N.M.),  and  Christopher  J.  Dodd  ( 
Conn.)  introduced  a  bill  to  foster  beti 
nutrition  and  more  physical  activiti 
especially  among  children  and  mino  t  j 


THE  ECONOMICS 
OF  FOOD 

Some  research^ 
the  food  indust.j 
to  blame  for  the  n 
in  obesity  in  the  U.S. 


More  Volume... 

The  U.S.  food  industry 
supplies  every  American 
with  3,800  CALORIES  a  day. 
That's  about  30%  more  than 
what  men  need  and  double 
what  women  need. 


...Lowers  Prices... 

Because  of  the  oversupply, 
food  prices  have  FALLEN 
by  an  average  of 
0.2%  PER  YEAR  since 
World  War  II. 


...and  Raises  Por 

An  order  of  SUPERSi: 
McDonald's  fries  has 
TIMES  THE  CALORIE 

of  an  order  of  McDon 
fries  in  the  1960s 
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Food  activists  and  attorneys  with 
srience  in  tobacco  litigation  met  re- 
ly to  devise  strategies  to  recover 
of  the  $117  billion  spent  on  obe- 
i  related  illnesses.  And  the  surest 
the  anti-obesity  campaign  is  start- 
to  work  is  the  wave  of  new  health 
grains  from  foodmakers.  Many  com- 
es— from  PepsiCo  Inc.,  with  its  Get 
ve,  Stay  Active  program,  to  Mc- 
ald's,  with  its  just-announced  yo- 
$  ;  and  sweetened-fruit  menu  for 

le  That  with  a 
p|  Food  Ads... 

food  industry 
"  n  estimated 

ION  A  YEAR 

age  Americans  to 


...and  Calorie 
Intake  Climbs 

The  average  American's 
food  intake  rose  from  1,826 
calories  a  day  in  the  late 
1970s  to  2,002  CALORIES 

by  the  mid-1990s. 


kids — are  rushing  to  show  their  con- 
cern for  the  nation's  health. 

The  food  and  restaurant  industries 
stiffen  at  charges  that  foodmakers  are 
partly  responsible  for  the  rise  in  obesity. 
"We  have  a  long  record  of  giving  people 
choices,"  says  Richard  M.  Detwiler,  a 
Pepsi  spokesman.  Diet  Pepsi  was  intro- 
duced in  1964,  he  notes,  and  Frito-Lay 
has  offered  low-fat  products  for  a 
decade.  "We  recognize  it's  a  problem.... 
We've  brought  on  consultants  who  are 
helping  us  to  improve 
our  products  to  make 
them  healthier."  One 
of  ConAgra  Foods 
Inc.'s  best-known 
brands  is  Healthy 
Choice,  which  was 
launched  in  1988  af- 
ter former  ceo 
Charles    M.    "Mike" 


Harper  had  a  heart  attack  and  began 
searching  for  healthier  foods.  "We  have 
a  responsibility  for  providing  information 
about  what  is  in  our  foods,"  says  Timo- 
thy P.  McMahon,  a  ConAgra  senior  vice- 
president.  But,  he  says,  "people  have  a 
right  to  choose  how  they  want  to  eat." 
Or,  as  analyst  Eric  Katzman  of 
Deutsche  Bank  puts  it:  "The  last  time  I 
looked,  I  didn't  see  a  food  executive 
stuffing  a  high-calorie,  high-fat  food 
product  into  somebody's  mouth." 

To  understand  the  rise  in  obesity,  it's 
useful  to  look  at  the  economics  of  food. 
The  U.  S.  food  industry  produces  enough 
to  supply  each  of  us  with  3,800  calories 
a  day.  That's  one-third  more  than  what 
most  men  need  and  nearly  double  the 
needs  of  most  women.  Supply  exceeds 
demand.  Prices  fall.  And  Americans  eat 
more.  With  the  exception  of  a  spike 
during  the  oil  shock  in  the  1970s,  food 
prices  have  dropped  by  an  average  of 
0.2%  a  year  since  World  War  II,  ac- 
cording to  the  Bureau  of  Labor  Statis- 
tics. At  the  same  time,  the  average 
American's  food  intake,  which  was  1,826 
calories  a  day  in  the  late  1970s,  rose 
nearly  10%,  to  2,002,  by  the  mid-1990s. 

And  serving  sizes  have  ballooned.  Ac- 
cording to  the  Agriculture  Dept., 
muffins  that  weighed  an  average  of  1.5 
ounces  in  1957  now  average  half  a 
pound  each.  Fast-food  hamburgers  have 
swollen  from  an  ounce  of  meat  to  six 
ounces  or  more.  An  eight-ounce  bottle  of 
soda  is  now  a  monstrous  one-quart  tum- 
bler. And  the  original  order  of  McDon- 
ald's fries,  at  200  calories,  pales  next  to 
today's  610-calorie  supersize  fries.  Mc- 
Donald's would  not  discuss  portion  sizes, 
but  spokesman  Walt  Riker  said  in  a 
statement:  "You  can  find  plenty  of  nu- 
tritious and  balanced  options"  at  Mc- 
Donald's, including  salads. 

McDonald's  doesn't  deserve  all  the 
blame,  though — supersizing  is  going  on 
all  over  the  fast-food  industry.  From 
1970  to  1998,  the  average  per-person 
consumption  of  soda  in  the  U.  S.  climbed 
from  22.2  gallons  per  year  to  56  gal- 
lons. That  may  sound  impossible,  but 
not  to  soft-drink  executives.  As  one  for- 
mer Coca-Cola  Co.  exec  says:  "Have 
you  ever  seen  how  many  32-ounce  Big 
Gulps  a  teenage  boy  can  drink  on  a 
summer  day?" 

Another  concern  is  that  fast  foods  in- 
creasingly are  showing  up  in  schools. 
At  the  start  of  the  1990s,  only  2%  of 
U.S.  schools  offered  brand-name  fast 
food.  That  grew  to  13%  by  the  middle 
of  the  decade.  Products  from  Pizza  Hut 
Inc.,  Taco  Bell  Corp.,  and  others  are 
now  sold  in  schools.  It's  a  win-win  situ- 
ation for  everyone  but  kids,  say  critics: 
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oftware  project's  ROI? 
•>did. 

A  leading  systems  integrator  couldn't 
afford  to  make  mistakes  v/hen  dealing 
with  mission-critical  government  systems. 
They  achieved  ROI  of  222%  by: 

Managing  over  1300  customer  require- 
ments using  Rational's  requirements 
management  solution 

Saving  more  than  9  person  years 
of  effort 

A  major  Australian  distributor  of 
electrical  power  needed  to  both  adapt 
to  changing  regulations  and  seize  a  new 
market  opportunity.  They  managed  a 
successful  software  project  achieving 
ROI  of  434%  by: 

Using  Rational's  software  engineering 
best  practices  and  integrated  tools 

Realizing  a  net  benefit  of  $630,000 

Get  more  out  of  your  IT  dollar. 
Manage  software  risk. 
Read  other  success  stories  just  like  these 
at  www.rational.com/roisuccessl 
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OBESITY  IN  CHILDREN 

The  problem  is  particularly  acute  in  children. 
The  percentage  of  children  who  are  "seriously 
overweight"  has  more  than  doubled  since  the 
1970s,  to  about  13%.  Here  are  a  few  reasons: 


FjJQt  PooH    se'c'om  meets  USDA  nutrition- 
r  dot  r  UUU    a|  guidelines  and_  is  increasing- 
ly available  in  schools,  where  children  may  have 
few  other  choices.  A  decade  ago,  only  2%  of  schools 
offered  fast  food.  That  rose  to  13%  by  the  middle  of  the  1990s. 

SnTT  Drink"   makers  are  s'gnmg  contracts  with  schools  to  give  them 
OUll  l^llllA    "p0urjng  rights" — meaning  one  company  has  rights  to  al 
of  the  school's  vending  machines.  Sometimes,  schools  get  incentives  to  sell 
more  soft  drinks,  which  are  high  in  sugar. 

AflVPrti^infJ  dur'ng  children's  TV  programs  is  on  the  rise.  The  number, 
rVUVCI  LlollLg  0f  commercials  during  Saturday  morning  cartoon  hours  - 
rose  from  225  in  1987  to  997  in  the  mid-1990s.  About  two-thirds  of  those  ac| 
extol  high-calorie,  high-sugar  foods. 

T^YPrPlQP    's  on  ^e  decline.  The  number  of  parents  who  work  out  has 
riAClbloC    faMen  from  a  peak  of  59o/o  jn  1984  t0  ]ess  than  30o/o  AnfJ 

even  those  parents  who  exercise  have  not  encouraged  their  kids  to  follow  suit. 


Franchisers  sell  more  products  and 
schools  make  more  money  because  the 
price  markup  on  fast  foods  is  far  higher 
than  it  is  on  federally  subsidized  school 
meals.  The  losers  are  the  schoolchild- 
ren, who  are  eating  food  that  seldom 
meets  usda  nutritional  guidelines. 

School  districts  also  are  making  mon- 
ey selling  soft  drinks  to  their  students. 
Pepsi  and  Coke  compete  for  what  are 
called  "pouring  rights"  in  schools — 
meaning  one  company  signs  a  contract 
giving  it  the  exclusive  rights  to  the  dis- 
trict's thirsty  young  mouths.  Vending 
machines  and  company  logos  are  posi- 
tioned around  the  schools,  and  school 
districts  often  get  a  higher  payback  if 
the  students  drink  more.  A  study  in 
2000  by  the  CDC  found  that  49.9%  of 
school  districts  have  signed  contracts 
with  soft-drink  makers. 

Television  is  just  as  crucial  a  factor  in 
the  rise  of  obesity  in  children,  critics 
say.  In  1987,  an  average  of  225  com- 
mercials were  shown  during  Saturday 
morning  cartoon  hours.  By  the  mid- 
1990s,  that  had  jumped  to  997,  nyu's 
Nestle  says.  Roughly  two-thirds  of  those 
commercials  promote  "foods  of  dubious 
nutritional  value,"  Nestle  says — 
presweetened  cereals,  candy,  and  fast 
foods.  "I  think  marketing  to  kids  is  un- 
conscionable," she  adds. 

The  captive  power  of  TV  is  contribut- 
ing to  another  piece  of  the  unhealthy 
environment:  the  drop  in  physical  ac- 
tivity, especially  among  children.  In 
1989,  kids  watched  an  estimated  22 
hours  of  TV  a  week,  Nestle  says.  TV 
viewing  has  declined  slightly  since  then, 


but  combined  with  video  games  and  l| 
children  aged  2  to  18  now  spend  an 
erage  of  38  hours  per  week  sitting 
front  of  a  flickering  screen,  she  says 

Food  companies  are  starting  1 
dress  these  concerns.  Kenneth  H. 
er,  the  founder  of  Cooper  Aerobics  C| 
ter  in  Dallas  and  a  prime  mover  be! 
the  exercise  boom  of  the  1970s 
1980s,  has  signed  on  with  PepsiCoJ 
evaluate  the  nutritional  content  of  P| 
si  products.  "We  want  to  modify  somt 
the  foods  and  make  them  good  foocl 
he  says.  And  Coca-Cola  is  undertakin| 
children's  exercise  program.  This 
will  launch  "Step  with  It!"— which 
lenges  kids  to  take  at  least  10,000  st 
a  day.  Coke  hopes  to  reach  some  50,»| 
students  and  5,000  teachers  in  2002. 

Solving  the  obesity  epidemic 
one  level,  quite  easy.  Kelly  D.  Bro\ 
director  of  the  Yale  Center  for  Eating| 
Weight  Disorders,  offers  this  presc 
tion:  "Do  four  simple  things:  Eat 
junk.  Eat  more  fruits  and  vegetabll 
Control  your  portion  sizes.  And  exl 
cise."  To  make  that  happen,  howe\| 
the  environment  in  which  Americsl 
live  and  eat  must  be  changed,  he  sal 
"First  of  all,  you  get  the  unhealtl 
things  out  of  schools." 

Changing  the  environment  coil 
sharply  cut  America's  health  costs.  Al 
if  it's  done  by  shifting  to  healthier  foci 
it  doesn't  have  to  cripple  the  industl 
That's  a  lesson  McDonald's,  Coke,  Pej| 
and  others  may  be  starting  to  learn. 

By  Paul  Raeburn  in  New  York,  w\ 
Julie  Forster  in  Chicago,  Dean  Foust\ 
Atlanta,  and  Diane  Brady  in  New  Ytl 
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SOCCER 


STILL  WAITING  FOR 
THAT  WINNING  KICK 

The  World  Cup  helped,  but  pro  soccer  just  isn't  scoring 


America  loves  soccer.  It's  fast,  unisex, 
and  inexpensive  to  play.  Soccer 
leagues  sprawl  across  suburbia  as 
more  than  9  million  kids  ages  6  to 
17  kick  the  ball  around.  The  demograph- 
ics are  enviable,  with  lots  of  high-income 
families  participating.  The  sport  is  so 
prevalent  that  it  even  spawned  a  political 
category:  "soccer  moms."  Besides  all  that, 
the  America-hosted  1999  Women's  World 
Cup  and  1994  Men's  World  Cup  were 
huge  successes. 

Still,  the  two  U.S.  pro  organizations 
— Major  League  Soccer,  which  on  Oct. 
20  wraps  up  its  seventh  season  with 
the  MLS  Cup  in  Foxboro,  Mass.,  and  the 
two-year-old  Women's  United  Soccer 


Assn.  (wusa) — have  yet  to  become  more 
than  marginal  attractions. 

Since  last  summer,  when  the  U.  S. 
National  Team  launched  a  surprising 
run  to  the  quarter-finals  of  the  2002 
World  Cup — its  best  showing  in  72 
years — the  question  has  lingered:  Is  pro 
soccer's  moment  in  America  finally  here? 
The  answer  may  be  as  simple  as  naming 
the  final  four  teams  duking  it  out  for  the 
MLS  crown.  Odds  are  you  can't. 

Having  "people  watching  at  a  moment 
of  exultation  doesn't  mean  the  establish- 
ment of  soccer  in  American  sport,"  says 
Andrew  Zimbalist,  a  sports-business  ex- 
pert at  Smith  College.  Among  the  ob- 
stacles facing  pro  soccer  are  a  weak  TV 


contract,  low  player  salaries,  tight  le 
control,  and  a  highly  saturated  l| 
sports  market.  The  future  of  MLS  is 
ther  clouded  by  questions  surround 
the  role  at  Qwest  Communications" 
ternational  Inc.  of  billionaire  Philijl 
Anschutz,  a  major  investor  in  pro  soq 

For  several  shining  moments  in  Jil 
however,  America's  brash  men's  t*| 
ignited  interest.  With  an  average  of 
million  households  tuned  in,  the  II 
quarter-final  loss  to  Germany  was  es| 
most-watched  and  highest-rated  socl 
telecast — despite  a  7:30  a.m.  edt  stt 

But  that  spike  didn't  translate  i| 
sustained  interest.  Regular-season 
ings  of  MLS  on  ESPN  sister  channel  e{ 
2  actually  fell  14%  in  2002.  True,  att. 
dance  at  MLS  games  increased  6%  I 
season  over  2001,  to  about  15,800 
game,  but  some  uptick  is  probably 
to  mls  contracting  from  12  teams  to  I 
And  wusa  saw  declines  in  both  TV  i| 
ings  and  attendance  in  2002. 

The  painful  truth  is  that  since 
1970s,  soccer  leagues  big  and  small 
folded — lost  in  a  haze  of  Hail  Mary 
es,  three-pointers,  and  stat-smashj 
home  runs.  Today,  both  pro  leagues 
main  financially  frail,  mls  has  accuJ 
lated  losses  of  $250  million  to  $300  rl 
Hon  since  its  inception.  And  wusa  \| 
forced  to  solicit  new  funds  from 
investors  such  as  Cox  Communicaticl 
Comcast,  and  John  S.  Hendricks,  founj 
of  the  Discovery  Channel,  after  buj 
ing  through  its  five-year  budget- 
million — in  its  initial  season.  It  now 
backing  for  the  remaining  three  yes 
its  five-year  plan  but  won't  disclose  h| 
much  more  investors  have  put  up. 

Boosters  have  been  crowing  for  yes| 
that  demographics  favor  futbol.  And 
true  that  the  U.  S.  Hispanic  populatij 
which  now  totals  more  than  35  millil 
is  soccer-crazy  and  too  big  to  be 
nored.  Besides,  from  1989  to  1999,  yc 
participation  in  soccer  surged  by 
far  exceeding  a  7%  gain  for  basketl 
and  5%  for  baseball,  according  to  tr 
association  sgma  International. 

But  while  companies  such  as  Mast! 


FIVE  TOP  REASONS  SOCCER  HASN'T  TAKEN  OFF 


5%.  IT'S  STILL 

ym  young 

1  v    Soccer 
only  started  as  a 
mainstream  U.S. 
sport  in  the  late 
1960s.  Football  was 
around  for  50  years 
before  it  soared. 


|.  rrs  still 

m  VIEWED  AS 
FOREIGN 

Despite  being  played 
in  200  countries, 
soccer  is  still  seen 
as  an  outsider  sport 
in  this  nation  of 
immigrants. 


2fr.  irSALOW- 
<»  SCORING 
U      GAME 

Americans  like 
to  see  numbers  on 
the  scoreboard. 
Maybe  it's  no 
coincidence  pro 
hockey  isn't  doing 
well,  either. 


^fek  ITS  "TIMING 

4*  'sh0FF 

The  pro 
soccer  season 
competes  with 
baseball,  and  games 
are  scheduled  when 
millions  of  kids 
in  youth  league  are 
playing. 


fc.  IT'S  AN 


NIGHTMARE 

With  45-minute 
halves  and  no  time- 
out, soccer  is  prob- 
lematic  for  TV  a 
tisers  and  networks 
used  to  frequent 
stops  in  the  action. 


Data:  Frank  E.  Cuzzi.  Corner  Kick  International 
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Sports  Business 


Card,  Gillette,  and  Coca-Cola  dished  out 
$26  million  to  be  official  World  Cup  spon- 
sors, corporations  haven't  exactly  lined 
up  behind  U.S.  pro  soccer.  And  with 
the  economy  stalling,  they  may  be  even 
more  reluctant  to  do  so.  Since  June,  only 
adt  Security  Services  Inc.  has  signed 
on  to  become  a  new  MLS  sponsor. 

"We  could  have  won  the  World  Cup, 
and  it  wouldn't  have  been  a  panacea," 
says  MLS  Executive  Vice-President  Mark 
Noonan.  But  with  a  TV  deal  through  the 
2006  World  Cup,  a  soccer  stadium  under 
way  in  Los  Angeles,  and  an  improving 
bottom  line — 50%  better  than  last 
year — the  tide  is  turning,  officials  con- 
tend, wusa,  for  its  part,  says  revenues 
jumped  43%  from  2001,  largely  because 
of  three  new  sponsors:  Maytag,  Coke, 
and  McDonald's.  But  current  mls  and 
wusa  sponsors — all  of  whom  say  pub- 
licly they  are  satisfied  with  their  pro 
soccer  involvement — are  proceeding  with 
caution.  They  include  Gillette,  American 
Honda,  Coke,  and  Anheuser-Busch. 

With  both  leagues  staring  at  several 
more  years  of  red  ink,  how  long  can 
they  absorb  losses  before  backers  lose 
faith  and  bail  out?  Under  mls's  feeble 
TV  contract,  it  gets  no  rights  fees  up 
front  and  is  responsible  for  selling  its 
own  ads.  The  league's  limited  owner- 
ship and  top-down  structure  keeps 
salaries  low  and  many  players  unhap- 
py— encouraging  defections  to  high-pay- 
ing leagues  in  Europe.  And  problems 
now  extend  to  MLS  iiber-ba.cker  An- 
schutz,  who  owns  half  the  MLS  teams. 

The  Qwest  founder  is  under  scrutiny 
because  of  alleged  accounting  irregular- 
ities at  the  telecom.  He  also  has  been 
sued  for  steering  investment-banking 
business  to  Salomon  Smith  Barney  in 
exchange  for  being  let  in  on  hot  IPOs. 
Anschutz  denies  both  allegations. 

Despite  Anschutz'  troubles  and  plum- 
meting net  worth,  "the  commitment  of 
the  company  and  of  [Anschutz]  himself  is 
a  very  solid  one,"  says  Kevin  Payne, 
managing  director  for  soccer  at  AEG,  the 
wholly  owned  sports  and  entertainment 
arm  of  Anschutz  Corp.  Whether  other 
deep  pockets  behind  mls — such  as  oil- 
man Lamar  Hunt,  owner  of  the  Kansas 
City  Chiefs,  and  Boston's  Kraft  family, 
owners  of  the  New  England  Patriots — 
will  also  be  willing  to  stick  out  a  long 
march  to  profitability  is  another  question. 

Still,  as  sports-marketing  consultant 
Frank  E.  Cuzzi  of  Corner  Kick  Inter- 
national Inc.  points  out,  soccer  in  Amer- 
ica is  a  young  sport.  It's  easy  to  forget, 
Cuzzi  says,  that  in  1961  there  were  only 
eight  NFL  teams  and  football  had  been 
around  for  50  years. 

By  Douglas  Robson 


COMMENTARY 


By  Ronald  Grover 


THE  UNWANTED  OF  OCTOBER 


The  pitching  may  be  lacking,  but 
there  has  been  no  shortage  of- 
irony  in  baseball's  postseason.  In 
Anaheim,  Calif.,  on  Oct.  5,  a  bunch  of 
scrappy  but  largely  unknown  Angels 
shocked  the  shoes  off  New  York's  mil- 
lionaires-in-pinstripes  to  advance  to 
the  American  League  Championship 
Series.  Angel  Shawn  Wooten,  whose 
fifth-inning  homer  ignited  the  rally 


TWINS-ANGELS:  Small  payrolls,  big  hearts 


that  doomed  the  Yankees,  gets 
$250,000  a  year.  Winning  pitcher  Jar- 
rod  Washburn  makes  $350,000  a  year 
— about  what  losing  pitcher  David 
Wells  takes  home  every  two  months. 

And  there's  more.  The  gold-plated 
Yanks  got  had  by  a  club  whose  own- 
er, Walt  Disney  Co.,  would  be  in 
Fantasyland  if  a  buyer  made  an  offer 
for  all  the  bats,  balls,  and  players. 

In  Minnesota,  where  not  so  long 
ago  baseball  was  being  talked  of  in 
the  past  tense,  the  Twins  took  a 
shovelful  of  irony  and  force-fed  it  to 
Commissioner  Bud  Selig.  At  the  end 
of  last  season,  you  may  recall,  the 
Twins  were  one  of  the  teams  target- 
ed by  the  Commish  in  his  aborted 
plan  to  shut  down  two  clubs.  Fired 
up  by  enraged  fans,  the  Twins  domi- 


nated their  division  and  earned  a 
spot  in  the  alcs  by  besting  Oakland 
And  isn't  it  ironic  that  one  of  thel 
two  teams  heading  for  the  World  S<| 
ries  will  be  from  the  have-not  campl 
whose  supposed  financial  inability  M 
compete  almost  shut  down  the  sea-l 
son?  The  Angels  have  a  $62  million  I 
payroll  and  Minnesota  $40  million — | 
less  than  a  third  what  the  Yankees 
pay  for  players. 

It's  not  just  the  Yankees, 
though,  that  crashed  to  earth.  I 
The  Diamondbacks,  which  alsc| 
sport  a  payroll  north  of  $100 
million,  made  a  hasty  exit  froil 
the  playoffs.  And  like  a  lot  of  [ 
free-spending  teams,  Arizona 
needed  postseason  play  to 
break  even  or  make  a  small 
profit.  The  D-backs'  edge-of- 
your-seat  Series  win  over  the 
Yanks  last  year  meant  $20 
lion  in  added  attendance,  c( 
rate  sponsorship,  and  merchar| 
dise.  Without  that  hit  this 
the  team  will  post  an  operatir 
loss  of  about  $30  million. 

Despite  a  $94  million  payrolj 
the  Los  Angeles  Dodgers  will 
likely  lose  more  than  $30  millicj 
this  year,  too.  In  the  National 
League,  Atlanta  had  to  make  i| 
to  the  Series  simply  to  break 
even.  "For  brand  awareness 
alone,  getting  to  the  postse 
is  everything,"  says  sports-ira 
keting  consultant  David  Carter. 

If  nothing  else,  the  Angels  and 
Twins  demonstrated  that  there  is  an| 
other  way  to  win  besides  overspend-1 
ing  for  talent  and  then  praying  for  al 
postseason  bailout.  The  trick  is  to  fir  [ 
up-and-coming  players  who  are  hun- 
gry to  win  but  don't  cost  too  much— 
and  then  "suffer  through  the  indignij 
of  losing  seasons"  as  they  learn  the 
game,  says  former  Twins  Executive 
Vice  President  Clark  Griffith. 

It  probably  doesn't  hurt  if  the 
team  builds  a  little  fire  in  the  belly 
by  being  put  on  the  block  or  threat  I 
ened  with  extinction.  For  one  shinirj 
moment  this  season,  that's  the  storjl 
of  the  Angels  and  the  Twins — bar-  [ 
gains  with  more  heart  than  payroll. 
With  Giro  Sco 
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Something  not  perfect? 


4. 


SO. 


The  Sheraton  Service  Promise 

II  you're  not  entirely  satisfied,  we'll  take  care  of  it.  And 
we'll  make  it  up  to  you  with  an  instant  discount,  points 
lor  our  rewards  program,  even  money  back.  And  that's 
a  promise.  Call  8oO-325~3535  or  vour  travel  planner. 
Visit  sheraton.com.  Best  rates,  guaranteed. 


^>.^ 


MEMBER     OF 


S  TA  R  W  O  OD 


Service  Promise  applies  to  hotel  services  in  the  Continental  U.S.  an 
Significant  restrictions  apply  See  sheraton.com  lor  complete  detai" 


f  compensation  is  at  the  discretion  ot  hotel  management. 
Lotels  &  Resorts  Worldwide.  Inc. 


Finance 


INVESTMENT  BANKING 


THE  RESEARCH 
CONUNDRUM 


If  analysts' work  is  no 
longer  subsidized  by 
banking,  it  may  become  less 
meaty-and  much  pricier 

Haven't  investors  suffered  enough 
already?  After  more  than  a  year 
of  foot-dragging,  pressure  from 
regulators  has  finally  convinced 
Wall  Street's  chiefs  that  they  must  rad- 
ically overhaul  the  way  they  conduct 
equity  research.  Chief  executives  Henry 
M.  "Hank"  Paulson  Jr.  of  Goldman 
Sachs,  Philip  J.  Purcell  of  Morgan  Stan- 
ley, and  Citigroup's  Sanford  I.  "Sandy' 
Weill  are  pouring  over  various  proposals 
to  fix  the  problem.  And  on  Oct.  8,  Philip 
K.  Ryan,  chief  financial  officer  of  Credit 
Suisse  Group,  parent  of  investment  bank 
Credit  Suisse  First  Boston,  became  the 
first  top  exec  to  say  in  public  that  it 
could  make  sense  for  the  bank  to  hive 
off  its  research  department.  "Research 
is  exceptionally  costly  and  does  not  have 
a  business  model  of  its  own."  he  told  a 
London  banking  conference. 

Dumping  research  may  sound  like  an 
obvious  way  to  make  a  clean  break  with 
a  discredited  system  in  which  the 
bankers'  interests,  not  those  of  their 
brokerage  customers,  prevailed.  But 
there's  a  risk  that  Main  Street  investors, 
the  very  people  drastic  reforms  are  de- 
signed to  protect,  could  suffer — at  least 
in  the  beginning.  A  wholesale  revamp  of 
the  industry  could  cost  thousands  of  an- 
alysts their  jobs,  leaving  a  small  number 
of  firms  charging  moi-e  for  providing 
fewer  research  reports  with  less  in 
them.  It  could  also  force  some  institu- 
tional investors  to  hire  more  analysts 
themselves,  leading  to  higher  prices  for 
investors  in  mutual  and  pension  funds. 
That  prospect  worries  the  pros,  even 
though  decisions  on  how  the  industry 


will  operate  in  the  future  are  still 
months  away.  "It's  scaring  me."  says 
Shawn  C.  D.  Johnson,  research  director 
at  State  Street  Global  Advisors,  which 
oversees  $770  billion  in  assets. 

Truth  is  that,  as  yet.  examples  of  flour- 
ishing independent  firms  that  provide 
reports  as  detailed  as  Wall  Street's  are 
few  and  far  between — limiting  big  banks' 
scope  for  outsourcing  research.  Services 
such  as  Morningstar,  Standard  &  Poor's, 
and  Value  Line  provide  brief  reports 
mainly  aimed  at  retail  investors.  Some 
firms  depend  on  backing  from  other  busi- 
nesses. For  example,  brokerage  Sanford 
C.  Bernstein  &  Co.  is  wholly  owned  by 
money  manager  Alliance  Capital  Man- 
agement. And  the  private  client  group  of 
Prudential  Financial  Inc.  which  produces 
research  still  relies  heavily  on  its  parent's 
earnings,  two  years  after  ditching  in- 
vestment banking.  The  group  has  "been 
generating  poor  financial  results  to  say 
the  least."  says  Joanne  Smith,  insurance 
analyst  at  ubs  Warburg. 

There's  a  new  risk  if  major  firms  fol- 
low the  same  road.  Their  most  talented 
and  experienced  analysts  are  likely  to 
metamorphose  into  bankers,  who  earn 
roughly  twice  what  they  do,  leaving 
their  less  savvy  colleagues  to  serve  re- 
tail clients.  Investment  banks  will  keep 
the  pick  of  the  bunch  because  they  will 
still  need  top  analysts  to  help  win  deals 
from  corporate  clients  and  peddle  them 
to  investors.  "They'll  write  marketing 
reports  and  position  them  as  market- 
ing reports,  not  as  research,"  says  David 
S.  Pottruck,  president  and  co-CEO  of 
Charles  Schwab  Corp.  "History  sug- 
gests that's  what  they  are  anyway." 

Of  course,  no  research  is  better  than 
the  kind  of  bad  research  drudged  up  in 
damning  e-mail  trails  at  Merrill  Lynch, 
Salomon  Smith  Barney,  and  Credit  Su- 
isse First  Boston.  Shorter,  honest 
recommendations  are  better  than 
longer   biased    reports.    And    it 


might  take  jettisoning  research  dep* 
ments  to  convince  investors  it  is  saft 
return  to  the  stock  market.  But  e^ 
some  veteran  observers  of  the  financ 
services  industry  believe  an  absolute 
vorce  goes  too  far.  Samuel  L.  Hay. 
professor  of  investment  banking  at  H 
vard  Business  School,  favors  Citigroi 
idea:  the  creation  of  impermeable  f 
walls  by  putting  research  into  a  a 
pletely  separate  subsidiary.  "Resea 
will  cost  more  because  there  will  not 
a  subsidy  from  the  corporate  finai 
side,"  he  says.  "But  in  the  long  term, 
vestors  will  come  out  better  becai 
they  will  have  something  they  can  r 
on  rather  than  something  being  fed 
them  for  other  agendas." 

Trouble  is,  investors  could  well  sul 
severe  sticker  shock.  Research  is  hu 
ly  expensive.  Big  Wall  Street  fin 
which  do  959c  of  all  equity  research 
the  U.  S.,  each  shell  out  as  much  as  $q 
million  a  year  for  it.  And  when  re: 
from  the  likes  of  Merrill  Lynch 
and  Morgan  Stanley  is  resold  by  se 
ices  such  as  Multex.com  Inc,  there'.' 
charge  of  between  $10  for  a  page 
two  and  $150  for  a  60-page  bookl 
Substantial  reports  from  tru- 
ly independent  research 
outfits  have  an  even 
stiffer  price-tag — roughly 
$750 — so  few  individual 
investors  ever  buy  them. 
"Individual  investors 
have  never  been  willing 
to  pay  a  lot  for  re- 
search," says  Multex 
chairman  and  ceo, 
Isaak  Karaev. 

Some  bankers 
think  the  indus- 
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should  again  finance  research  out 
wrading  commissions.  That  way,  ana- 
is*  interests  are  aligned  directly  with 

•  se  of  investors.  And  it  used  to  work, 
titutional  investors,  such  as  pension 

mutual  funds,  paid  big  bucks  for 

J  ;arch  in  the  1960s  when  brokerages 

J  pged  a  bundle  on  even-  trade.  How- 

-  r,  when  the  Securities  &  Exchange 

amission  ended  fixed  trading  com- 

~  sions  in  1975  to  promote  competi- 

,  the  equation  changed  drastically. 

omissions  are  now  as  low  as  4c  per 

•e,  down  from  as  much  as  30c  before 

5.  At  the  same  time,  research  has 

'  [>me  a  freebie  given  to  clients  in  re- 

"•  i  for  trades.  "It's  the  old  story."  says 

tries  L.  "Chuck"  Hill,  research  di- 

or  at  Thomson  Financial/First  Call. 

■  u  get  what  you  pay  for." 

n  any  case,  asset  managers  have 

*  fen  to  turn  back  the  clock  and  pay 
!  ler  commissions  because  they're  un- 

increasing  pressure  to  cut  costs 
nselves.  "I'm  not  going  to  pay  10 
the  current  trading  commission," 


says  State  Street's  Johnson.  Indeed, 
even  behemoths  like  Fidelity  Invest- 
ments are  facing  intense  cost  pressure. 
The  firm  recently  laid  off  5.4%  of  its 
workforce,  and  it  isn't  eager  to  pay 
more  for  research.  Asset  managers'  in- 
house  analysts,  who  follow  as  many  as 
50  companies  each  vs.  12  at  investment 
banks,  use  Wall  Street  research  for 
insights  into  specific  companies  and 
industries. 

Skeptical  financial  planners  working 
with  angry  individual  investors  will  be 
an  even  tougher  sell.  "You  mean  some- 
body actually  pays  for  their  research?" 
says  John  Osborn,  a  financial  planner 
in  the  Houston  office  of  mml  Investor 
Services  Inc.  "P.T.  Barnum  lives!" 

Such  cynicism  is  likely  to  grow  as 
investment  banks  try  to  cut  corners 
and  get  by  on  less  research.  Firms  are 
already  reducing  the  number  of  stocks 
they're  trading.  On  Oct.  8,  Merrill 
Lynch  announced  that  it  will  focus  its 
nasdaq  sales  and  trading  on  2,400 
stocks,  down  from  10,000.  And,  instead 
of  analyzing  thousands  of  stocks,  major 
firms  may  settle  for  a  thousand — or 
less.  "After  all,"  reasons  one  securities 
industry  expert  in  a  major  firm,  "about 
80%  of  U.S.  investors'  assets  are  tied 
up  in  500  stocks." 

Banks  are  also  planning  to  put  ana- 
lysts' pay  packages  through  the  shred- 
der, which  may  drive  many  of  the 
brighter  ones  out  of  the  business.  Wall 
Street  compensation  consultant  Alan 
Johnson  estimates  that  senior  analysts 
on  average  could  receive  $600,000,  vs.  $1 
milhon  this  year,  already  a  fraction  of 
the  $3  million  they  earned  at  the  mar- 
ket peak  in  2000. 

While  investment  banks  and  regula- 
tors agree  on  what  has  to  be  achieved, 
they  differ  on  the  remedy.  And  that 
worries  bankers.  "I  fear  that  investor 
confidence  in  research  has  been  so 
shaken  that  it  is  difficult  to  see  how  to 
restore  it,"  Goldman's  Paulson  told  a 
group  of  pension  fund  managers  on 
Oct.  8.  "The  danger  is  we  will  have 
a  system  which  is  unworkable  for 
investment  banks  and  inexplica- 
ble to  the  public."  That  would 
be  the  worst  of  all  worlds  for 
Wall  Street,  leaving  Main 
Street  investors  as  mistrust- 
ful as  ever — and  out  of  the 
market. 

By  Emily  Thornton  in 

v  York,  with  Geoffrey 

Smith  iyi  Boston,  and 

Louise    Lee    in    San 

Mateo,  Calif. 


THE  PROS  AND  CONS  OF 
INDEPENDENT  RESEARCH 

Analysts  may  become  more 
objective  if  investment  banks  spin 

off  their  research  departments, 

but  i?idividual  investors  may  still 

suffer  from  the  disruption. 


PLUSES 


GREATER  OBJECTIVITY  No 

longer  beholden  to  investment 
bankers,  analysts  will  issue 
reports  that  reflect  what  they 
really  think. 

HEIGHTENED  COMPETITION  If 

all  research  outfits  have  to 
charge  for  their  reports,  investors 
will  demand  higher  quality, 
creating  a  more  robust  market 
for  research  overall. 

CREDIBLE  MARKETS  Investors 
will  return  to  capital  markets 
once  they  are  convinced  firms 
are  no  longer  using  biased 
research  to  foist  dud  equity  and 
debt  issuances  upon  them. 


MINUSES 


HIGHER  PRICES  Firms  will 
charge  higher  fees  for  their 
research  to  remain  profitable  and 
some  money  managers  will  have 
to  add  analysts,  passing  the  cost 
to  investors  through  higher  mutu- 
al- and  pension-fund  fees. 

LESS  RESEARCH  Some 
research  departments  will  fail 
without  subsidies.  The  survivors 
will  cover  fewer  stocks  with 
fewer  people. 

LESS  EXPERTISE  Many  of  the 
best  analysts  will  join  investment 
banking  teams  to  earn  big  bucks, 
leaving  fewer  highly  rated 
analysts  to  provide  research  to 
retail  investors. 

SKIMPIER  REPORTS  To  keep 
costs  down,  research 
departments  will  produce 
shorter  reports  with  less  of  the 
rich  detail  that  was  the 
most  valuable  part  of  sell-side 
research. 
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MARKETS 


DON'T  SELL 

STREET  ANALYSTS  SHORT 

Despite  their  current  bad  rep,  they  keep  moving  markets 


Wall  Street  analysts 
have  been  called  a 
lot  of  choice  names 
lately,  none  of  them  too 
complimentary.  But  here's 
one  that  has  been  forgot- 
ten in  the  furor  over  the 
way  greed  and  investment 
banking  conflicts  have 
tainted  research:  market 
movers. 

Discredited  they  may 
be.  But  analysts'  buy  and 
sell  ratings  can  still  make 
or  break  a  stock.  "Wall 
Street  analysts  are  not  the 
only  game  in  town,  but 
they're  a  big  game,"  says 
David  Lichtblau,  a  vice- 
president  at  StarMine, 
which  tracks  analysts' 
work. 

Overall,  small  research 
boutiques  come  up  with 
better  long-term  picks,  but 
big-name  analysts  from 
big-name  banks  have  the 
most  clout.  For  example, 
on  Sept.  9,  Prudential  Se- 
curities Inc.'s  Michael  Mayo 
and  Merrill  Lynch  &  Co.'s 
Judah  Kraushaar  ques- 
tioned J.  P.  Morgan  Chase 
&  Co.'s  financial  health. 
The  stock  fell  nearly  10% 
that  week  and  dived  again 
days  later,  when  the  bank 
announced  dud  commercial 
loans  had  risen  by  $1  bil- 
lion. The  stock  today 
trades  at  $15.45. 

The  market's  response  to  Wall  Street 
research  is  as  strong  as  ever.  On  the 
day  of  an  upgrade,  stocks  rise  2.1%  on 
average;  after  a  downgrade,  they  fall 
5.4%,  according  to  StarMine's  database 
of  about  25,000  recommendations — the 
same  impact  as  during  the  bull  market. 
Downgrades  have  more  influence  be- 
cause bad  news  carries  more  weight 
with  traders,  says  Lichtblau. 

Why  is  the  market  still  listening?  Be- 
cause any  bit  of  company  news  is  an 
opportunity  to  trade — especially  in  a 


STILL  IN  THE  GAME 

Analyst  recommendations  still  have  a  big  impact  on  stock 
prices,  especially  when  they  are  downgrades 


ANALYST/FIRM 

STOCK 

DATE 

CHANGE* 

|  ALAN  M.  PAVESE  CSFB 

Allied  Waste 

8/1 

17.4% 

3 

DAVID  JACKSON  Morgan  Stanley 

JDS  Uniphase 

7/30 

9.9 

3  JEFF  ROSENBERG  William  Blair 

Jabil  Circuit 

9/6 

5.4 

1  TED  LAFOUNTAIN  III  Needham 

Xilinx 

9/17 

5.2 

1  JOHN  M.  ZOLIDIS  Buckingham 

Reebok 

8/29 

-13.4% 

5 

T.  BRETT 

MANDERFELD  U.S.  Bancorp 

Computer 
Science 

9/19 

-13.3 

SAM  D.  BROTHWELL  Merrill  Lynch 

People's  Energy 

8/1 

-13.1 

MICHAEL  J. 
FREUDENSTEIN  J.P.  Morgan 

Capital  One 

7/24 

-9.6 

1 

'Opening  price  vs.  previous  close:  assumes  recommendation  published  outsi 

Data:  StarMine 

je  market  h 

jurs 

skittish  environment  with  investors  hun- 
gry for  direction.  Unfortunately,  the  av- 
erage investor  can't  always  capitalize 
on  the  stock  calls  because  they  often 
take  place  after  hours. 

Changes  in  analyst  ratings  have  the 
biggest  impact  on  large  and  liquid 
stocks.  On  Oct.  8,  Ford  Motor  Co.'s 
shares  sank  9%,  to  $8,  their  lowest  lev- 
el in  more  than  10  years,  after  Credit 
Suisse  First  Boston  cut  them  from  out- 
perform to  neutral  and  halved  its  price 
target  to  $10.  And  because  the  changes 


often  follow  company  news,  they  tei 
exaggerate  a  stock's  trend.  For  exa 
after  Sears,  Roebuck  &  Co.  warne 
Oct.  7  that  third-quarter  profits  wc 
be  disappointing,  downgrades  ha 
the  shares  14%,  to  $32. 

These  days,  investors,  particularly! 
stitutions,  hate  to  acknowledge  the 
analysts  still  have.  The  fact  reml 
that  none  of  them  can  afford  the  $1 
million  a  year  the  typical  Wall  Street! 
ant  spends  on  research.  So  they  il 
on  analysts  as  a  backup! 
their   own   legwork. 
visit  the  company  firs| 
but  then  check  with 
Street  to  make  sure  tl 
there  aren't  any  red  flajl 
says  Kenneth  G.  Mertz>f 

TIC  NYSE  In  these  skitt] 
times,  investors  hunge 
for  direction 

chief  investment  office] 
Emerald  Advisers  Ine 
Lancaster,  Pa.,  which 
ages  $700  million. 

Despite  the  bear  mart 
sells  are  still  rare,  i 
vague  ratings — such 
overweight/cautious — are 
difficult  as  ever  to  deco 
However,  recent  redesij 
of  ratings  are  an  impro 
ment.  Now,  Morgan  St 
ley  gives  its  lowest  gradt 
underweight — to  21%  of 
recommendations,  up  fr 
3%  before.  Merrill  Lyr 
limited  its  price  forecasts, 
12  months  and  cut  its  st( 
rating  levels  from  six 
three:  buy,  neutral,  and  I 
Still,  the  heavy  hitt» 
are  often  off  the  ma; 
None  of  the  handful  of  J 
alysts  who  downgrad 
Enron  Corp.  before  its  I 
cember,  2001,  bankrupt 
was  a  top  investment  bai 
Independent  brokers 
A.  G.  Edwards  Inc.  was  t 
first  national  firm  to  sour  on  Enron,  c 
ting  it  from  a  buy  to  a  market  perfo: 
on  Oct.  19,  2001,  according  to  Invi 
tars.com,  which  tracks  analysts, 
then,  two  small  boutiques — Computra 
Systems  Inc.  and  Callard  Asset  Ml 
agement — had  issued  sell  ratings 
April  and  August,  respectively. 

Clearly,  the  big  players  can  spin  pr 
its  for  agile  traders.  But  individual 
vestors  do  better  by  following  the  tx 
tiques.  It  just  takes  longer. 

By  Mara  Der  Hovanesian  in  New 


1 


122  BusinessWeek  /  October  21,  2002 


■ 


You  can  read  all  of  this  or 


■  ■ 


— — — 

—————— 

— — — — — 

BBSMMMflHHBMMMi 

— B— —I ^— 


I^BMHHH 


— 


mba 


com 


Why  read  a  mountain  of  MBA  material? 

The  best  source  of  MBA  information  in  the  world 
is  only  a  click  away  —  at  mba.com. 

*  Find  the  business  school  that's  right  for  you. 

■  Register  for  the  GMAT®. 

■  Apply  successfully. 

mba.com  was  created  by  the  Graduate  Management  Admission 
Council " ,  the  people  behind  the  GMAT'".  We're  your  top  resource 
for  information  that's  completely  unbiased,  totally  comprehensive 
and  absolutely  free. 


click  on  this 


mba.com 


. 


Finance 


COMMENTARY 

By  Linda  Himelstein 

HOW  LONG  CAN  VCs  KEEP  THE  CURTAINS 


Venture  capitalists 
are  finally  feeling 
the  consequences 
of  the  financial  scan- 
dals engulfing  Corpo- 
rate America.  Mem- 
bers of  the  public  and 
media  are  demanding 
to  know  how  billions 
in  public  pensions,  en- 
dowments, and  other 
funds  are  being  invest- 
ed in  private  equities. 
So  they  are  asking 
these  funds  to  cough 
up  the  performance 
figures — even  though 
many  vcs  and  buyout 
firms  make  such  in- 
vestors sign  confidentiality  pacts  be- 
fore taking  their  checks. 

The  University  of  Texas  Invest- 
ment Management  Co.  (utimco) 
breached  the  wall  of  silence.  On  Oct. 
4,  utimco,  which  manages  a  $1.7  bil- 
lion private-equity  portfolio  as  part 
of  ut's  endowment,  released  details 
about  all  such  investments  it  has,  in- 
cluding returns  for  each  venture  cap- 
ital fund.  As  a  result,  we  know,  for 
example,  that  a  1995  fund  managed 
by  Austin  Ventures  returned  73%  to 
investors,  while  the  firm's  2000  fund 
is  down  26%.  Public  bodies  in  several 
other  states  including  California, 
Massachusetts,  and  Michigan,  have 
received  Freedom  of  Information  Act 
requests  for  such  data. 

Most  vcs  are  hopping  mad  about 
this  sudden  intrusion  into  their  se- 
cretive world.  They  claim  only  the 
most  sophisticated  investors  can  de- 
cipher the  complex  finances  of  the 
venture  game.  Performance  data,  for 
instance,  are  an  accurate  measure 
only  at  the  end  of  a  fund.  Austin 
Venture's  seemingly  troubled  2000 
fund  might  end  up  being  a  block- 
buster if  one  or  more  of  its  portfolio 
companies  turns  out  to  be  a  winner. 
The  vcs  also  rightly  point  out  that 
the  way  each  firm  values  its  portfo- 
lio is  so  different  that  valid  compar- 
isons are  impossible.  "The  numbers 
are  going  to  be  meaningless  no  mat- 
ter what,"  argues  Mark  G.  Heesen, 
president  of  the  National  Venture 
Capital  Assn. 


Maybe  so.  But  the  nuances  in  ven- 
ture capital  are  easily  addressed. 
And  in  the  post-Enron  world,  they 
ought  to  be.  vcs  would  be  well- 
served  by  working  with  institutions 
to  develop  responsible  guidelines  for 
disclosure.  They  could  easily  spell 
out  what  kinds  of  information  can  be 
publicized  and  what  types  of  sensi- 
tive or  competitive  data  should  stay 
under  wraps.  In  addition,  a  uniform 
standard  for  valuing  and  reporting 
investments  is  essential.  For  one,  it 
would  protect  vcs  from  accusations 
of  being  too  conservative  or  of  hyp- 
ing returns. 

WHY  VENTURE  CAPITALISTS 
LIKE  THE  DARK 

WE'RE  UNIQUE  VC  firms  value 
investments  differently.  They 
fear  that  disclosing  their  valua- 
tions will  subject  them  to  unfair 
comparisons  with  competitors. 

DONT  RUSH  US  Early  fund 
results  are  often  poor,  with  big 
gains  coming  later.  Companies 
fear  they'll  be  judged  too  soon  if 
early  returns  are  disclosed. 

THATS  A  SECRET  VCs  fear 
that  once  they  release  even 
innocuous  data,  they'll  come 
under  pressure  to  reveal  really 
confidential,  competitive  info. 


Many  vcs  think 
the  handwriting  is 
on  the  wall.  "Trans- 
parency of  returns 
will  happen,"  says 
David  Spreng,  man- 
aging general  part- 
ner at  Crescendo 
Ventures  Inc.,  which 
counts  utimco  as  on< 
of  its  investors.  But 
not  all  vcs  are  con-  , 
vinced.  Of  utimco's  ■ 
68  venture  partner- 
ships, 39  refused  to 
sign  a  waiver  that 
would  have  released 
utimco  from  its  se- 
crecy pact. 
Far  too  many  seem  to  be  digging 
in  instead  of  taking  constructive  ac- 
tion. Since  utimco's  decision,  at  least 
two  firms  have  refused  to  allow  pub- 
lic entities  to  keep  the  hard  copies  ol 
their  quarterly  financial  reports  dis- 
tributed at  annual  meetings.  They 
figure  that  without  the  paperwork, 
Freedom  of  Information  requests 
yield  little. 

It's  hard  to  understand  why  vcs 
are  so  freaked.  Everything  utimco 
revealed  comes  with  a  warning  that 
the  returns  for  recent  funds  don't 
indicate  how  they  will  ultimately 
perform.  Besides,  utimco  did  not 
break  out  any  individual  invest- 
ments within  a  venture  portfolio, 
thereby  nixing  any  competitive 
issues. 

In  the  post-Enron  world,  institu- 
tions have  a  right — if  not  an  obliga- 
tion— to  address  investment  con- 
cerns raised  by  the  public.  "How 
does  it  sound  to  an  average  person, 
having  just  read  a  story  about  this 
Enron  executive  being  indicted,  to 
then  see  that  xyz  venture  fund 
wants  $25  million  but  doesn't  want 
to  disclose  performance  results  for 
12  years?"  asks  Bob  Boldt,  ceo  of 
utimco.  "The  presumption  is  there's 
a  lot  of  stuff  to  hide."  Addressing 
these  issues  head-on  now  will  get 
people  focused  on  what  really  mat- 
ters: facts,  not  presumptions. 


Himelstein  covers  venture  capital 
from  San  Mateo,  Calif. 
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CONFUSION 


QUESTION 


tus,  software 


NSTANT 

IESSAGING 

LAY 


.. 


N  WITH  SPEED:  No  question  about  it.  Whether  it's  on  a  PDA 
a  PC,  the  faster  your  workforce  can  exchange  ideas,  the  faster 
ey  can  act  on  them. 

N  WITH  LOTUS:  As  the  leader  in  business  instant  messaging, 
itus  Sametime*  helps  you  locate  and  communicate  with 
b  people  you  need,  instantly  and  securely.  Lotus.  Part  of  our 
ftware  portfolio  including  DB2'Tivoli"  and  WebSphere6 

AKE  THE  PLAY:  Visit  ibm.com/lotus/team  for  a  Webcast 
instant  messaging  and  its  effects  on  speed  of  collaboration. 


wsiness  is  the  game.  Play  to  win: 


SOLUTION 
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FAILED  ATTEMPT 
AT  HUMOR 


Finance 


COMMENTARY 

By  Lewis  Braham 


BRING  DEMOCRACY  TO  BOARDROOM  ELECTIONS 


Americans  like  to  believe  we  have 
shareholder  democracy.  The  peo- 
ple who  own  a  company  have  a 
say  in  how  it's  run.  Right?  Well,  just 
try  to  win  a  seat  on  a  corporate 
board  without  management  backing. 
A  tangle  of  rules  and  procedures  sti- 
fle all  but  the  wealthiest  and  most 
persistent  voices. 

Technically,  all  a  dissident  candi- 
date needs  to  do  to  get  on  the  ballot 
at  an  annual  shareholder  meeting  is 
register  with  the  Securities  &  Ex- 
change Commission  and  the  stock  ex- 
changes. But  since  most  investors 
vote  by  mail,  the  wannabes  need  to 
get  the  word  out.  And  that's  when 
the  problems  begin. 

Candidates  can  use  the  media  or 
call  shareholders,  but  the  most  effec- 
tive campaign  tool  is  the  proxy  bal- 
lot, essentially  an  absentee  ballot. 

Here  management  has  it  made  in 
the  shade.  They  mail  theirs  at 
shareholder  expense.  Opponents 
must  print,  mail,  and  pay  for  their 
own  under  sec  rules.  Most  serious 
dissidents  pony  up.  But  money  is  a 
real  deterrent.  A  proxy  costs  about 
$2  per  shareholder — millions  for  a 
sizeable  company.  Imagine  a  coun- 
try where  the  "challenger  has  to 
pay  for  his  campaign  out  of  his 
own  pocket,  while  the  incumbent 
uses  the  government's  treasury," 
says  Guy  Adams,  managing  di- 
rector of  gwa  Capital  Partners, 
a  Los  Angeles-based  money 
manager.  "You'd  say  what  a  ba- 
nana republic  this  is." 

The  proxy  ballot 
is  key  to  another  is- 
sue: The  exchanges' 
arcane  rules  on  bro- 
ker votes.  Even  if  a 
dissident  has  regis- 
tered, brokers  can 
vote  shares  of  clients 
who  don't  return 
ballots  as  long  as 
those  investors  nev- 
er received  a  sepa- 
rate proxy  from  dis- 
sidents. In  such 
cases,  brokers  usual- 
ly vote  with  man- 
agement to  keep  on 
a  potential  cus- 


tomer's good  side.  "In  my  experi- 
ence, brokers  always  vote  their  unin- 
structed  shares  with  corporate  man- 
agement's recommendations,"  says 
William  A.  Marsh,  president  of  ivs 
Associates  Inc.,  which  tabulates 
proxy  votes. 

Broker  votes  were  the  nemesis  of 
New  York-based  Privateer  Asset 
Management,  a  small  money  manag- 
er, and  its  shareholder-rights  affili- 
ate, eRaider.  In  2001,  the  two 
ran  three  candidates  for  the 
board  of  Goldfield,  an  Ameri- 
can Stock  Exchange-listed 
electrical  construction  and 
mining  company  in  which 
Privateer  has  a  1% 
stake.  They  didn't  mail 
a  ballot  because  of  the 
$25,000  cost,  but  they 
say  the  company 
spent  $450,000  fight- 
ing them.  Goldfield 
won  by  a  large 
margin — 21  mil- 
lion to  10  mil- 
lion— but  bro- 


WHAT'S  FIXED  CAN  BE  FIXED 

Dissident  corporate  board  candidates  almost  never  get  elected. 
Here's  how  to  give  them  a  fair  shake: 


PROBLEM 

■  Dissidents  are  on  separate 
ballots  from  management's  slate 

■  Companies  can  use  shareholder 
dollars  to  fight  dissidents,  who 
must  fund  their  own  battles 


SOLUTION 

■  Put  all  candidates  on 
the  same  ballot 

■  Create  a  campaign  fund  for 
all  qualified  candidates 


a  Brokers  vote  for  shareholders 
who  don't  return  ballots,  usually 
siding  with  management 

Data:  BusinessWeek 


■  Eliminate  broker  votes  for 
board  elections 


kers  cast  over  9  million  votes,  esti 
mates  Deborah  Pastor,  a  director  at 
Privateer  and  eRaider  who  was  one 
of  the  candidates.  David  Bicks,  a 
partner  at  LeBoeuf,  Lamb,  Greene, 
&  MacRae,  which  represents  Gold- 
field,  says  investors  rejected  raiders 
who  "just  want  a  short-term  move 
in  the  stock."  Nonsense,  says  Pastoi 
"If  you  take  out  the  broker  votes, 
wewere  very  close." 

The  sec  and  the  exchanges  can 
and  should  fix  these  problems.  All 
candidates  should  appear  on  the 
ballot  that  companies  prepare.  Af- 
ter all,  they  already  print  dissi- 
dent shareholder  proposals  i 
proxy  statements.  Then, 
companies  should  set  up 
funds  to  cover  all  candi- 
dates' costs  of  ballot  mail- 
ing, legal  counsel,  and 
shareholder  solicitation. 
But  cap  the  funds  to  dis- 
courage abuses  and 
wasteful  proxy  wars.  Fi- 
nally, brokers  should  no 
longer  be  able  to  vote 
clients'  shares  in  board 
elections.  Industry  repre- 
sentatives argue  that  brokerr 
assure  a  quorum,  since  indi- 
vidual investors  rarely  returr 
proxy  ballots.  Fine.  Let  their 
votes  count  for  a  quorum, 
but  not  to  elect  directors. 

The  Council  of  Institution- 
al Investors,  a  pension- 
fund  trade  group,  and  Corp- 
Gov.Net,  a  shareholder  ac- 
tivist group,  both  sup- 
port such  changes. 
Critics  counter  that 
they  would  foster  crack- 
pots. That's  easy  to  fix: 
Require  candidates  to 
have  a  certain  number 
of  shares  behind  them. 

Many  of  the  corpo- 
rate abuses  emerging 
now  happened  under 
crony  boards.  It's  in 
everyone's  interest  to 
make  it  easier  for  out- 
siders to  get  in. 


•I 


Braham  covers  invest- 
ing in  New  York. 
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"HOW  MUCH  LONGER?"  "WHEN  WILL  THE  MARKET  RECOVER?" 


H 
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WHAT  CAN  I  DO  ?  " 


WE  AT  LEAST  HAVE  AN  ANSWER  FOR  THE  LAST  QUESTION. 


or» 


«/: 


There's  never  been  a  better  time  for  Schwab  Private  Client? 


G-QC 


AN  OBJECTIVE 
PERSONAL  RELATIONSHIP 

Today,  every  investor  is  asking  different 

questions.  And  there  are  no  pat  answers. 

That's  where  a  Schwab  Private  Client 

Consultant   can    help.    They'll    work 

with  you  face  to  face  to 

develop  a  personalized 

plan  with  your  specific 

needs    in    mind.    Your 

Private  Client  Consultant 

can  also  help  you  track 

your  performance  with 

periodic  portfolio  reports 

set     against     relevant 

i  ROVENTINI         .  ■  ,         „        1     i 

-.  n.,.r,r^„,.Tr-        benchmarks     to     help 
:hwab  private 

ENT CONSULTANT     you  keep  on  track. 

id:- 

TOUGH  MARKETS  REQUIRE 
THOUGHTFUL  DIVERSIFICATION 

Investing  in  the  market  should  involve 
appropriate  asset  allocation  and  a 
long-term  plan.  Your  Private  Client 
Consultant  can  show  you  how  to 
properly  diversify  across  stocks,  bonds 


■ 


OOO 


and  cash.  Such  diversification  can 
help  you  weather  fluctuations  in  the 
market.  And  for  added  expertise,  your 
Schwab  Private  Client  Consultant  is 
backed  by  a  dedicated  team  of  specialists 
in  areas  like  fixed  income,  global 
investing  and  retirement  planning. 

IDENTIFYING  POTENTIAL 
OPPORTUNITIES 

The  past  few  months  have  been  painful 
for  all  of  us.  (After  all,  we're  investors,  too.) 
Hut  there  are  things  you  can  do,  starting 
with  a  review  of  your  current  portfolio 
and  asset  allocation.  Every  day,  we  help 
investors  reallocate  certain  assets  to  areas 
that  may  offer  greater  opportunities  for 
returns  or  reduced  risk  in  the  year 
ahead.  That  may  mean  selling  some 
stocks  you're  still  hanging  on  to  in 
hopes  of  a  bounceback,  taking  the 
loss  and  potential  tax  write-offs  and 
then  reallocating  that  money  to  other 
investments  or  stocks.  Your  Private 
Client  Consultant  can  help  you  find  the 
customized  solution  that's  right  for  you. 

-    THE  PRINCIPLES  OF  SCHWAB   - 


OBJECTIVE,  EXPERT 

ADVICE  THAT'S  NOT  DRIVEN 

BY  COMMISSION 

Schwab  Private  Client  Consultants  are 
paid  as  professionals,  not  commissioned 
brokers.  You'll  be  charged  a  fee  based 
on  the  assets  in  your  portfolio.  The 
consultants'  compensation  is  linked  to 
this  asset  amount,  helping  to  ensure 
their  focus  is  on  achieving  our  clients' 
goals  through  objective  advice. 

EXPERIENCE  A  DIFFERENT  WAY 
TO  MANAGE  YOUR  INVESTMENTS 

To  learn  more  about  what  a  Schwab 
Private  Client  Consultant  can  do  tor  you, 
call  to  schedule  an  initial  consultation. 


SCHEDULE  AN  APPOINTMENT 

WITH  A  SCHWAB 
PRIVATE  CLIENT  CONSULTANT. 


CALL 

1-800-540-8292. 


THE  PRINCIPLE  OF  THE  INDIVIDUAL  INVESTOR    •    THE  PRINCIPLE  OF  FACTS,  NOT  HYPE    •    THE  PRINCIPLE  OF  ADVICE  NOT  DRIVEN  BY  COMMISSION 


coo- 


</yz 


diaries  schwab 


Call 

1-800-540-8292 

Click 

schwab.com 

Visit 

370  locations  nationwide 

iwab  Private  Client  is  a  service  of  Charles  Schwab  &  Co.,  Inc.  and  is  available  to  clients  who  meet  certain  account  minimums.  Accounts 
■londiscretionary  brokerage  accounts,  and  advice  about  your  securities  portfolio  is  part  of  our  brokerage  service.  ©2002  Charles  Schwab 
p.,  Inc.  All  rights  reserved.  Member  SIPC/NYSE.  (0802-9646).  ADS24013FUL. 
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This  is  part  of  the  Heidrick  &  Struggle*'  Leadership  Capital  Aeries  on  the  topics  of  governance  and  leadership. 
Subsequent  articles  will  focus  on  the  specif ic  skills  and  challenges  for  other  senior-level  management  roles 

and  on  the  critical  issues  facing  corporate  leaders  today. 


FOCUS  6N: 

THE  CHIEF  HUMAN  RESOURCES  OFFICER 

Hal  Johnson 

Managing  Partner,  Human  Resources  Practice 
Heidrick  &  Struggles 


The  subject  of  this  article  -  the  role  of  the  corporate 
human  resources  officer  (CHRO)  -  was  not  chosen  by 
happenstance.  It  is  the  next  logical  step  in  the 
sequence  that  began  with  our  inquiry  into  Building  Better 
Boards  (August  19)  and  continued  with  our  examination  of 
the  Chief  Executive  Officer  function  (September  23).  From 
our  perspective  as  executive  search  consultants,  the  roles 
of  the  board,  the  CEO,  and  the  CHRO  are  inextricably  linked. 

Under  the  pressure  of  global  competition  and  volatile 
markets,  virtually  all  senior-level  corporate  roles  have 
changed  in  recent  years,  but  none  more  dramatically  than  that 
of  the  senior  human  resources  (HR)  officer.  Often  carrying  the 
title  of  Senior  Vice  President  of  Human  Resources,  the  CHRO 
is  positioned  at  the  intersection  of  strategy  and  execution, 
with  a  charter  to  recruit,  assess,  develop  and  deploy  talent 
across  an  organization.  The  CHRO  is  the  vehicle  that  converts 
corporate  intent  into  action. 

The  History  of  HR 

The  job  bears  little  resemblance  to  the  classic  HR  function, 
which  was  primarily  occupied  with  industrial  relations,  payroll 
and  benefits,  and  unionization.  Along  the  way,  HR  picked  up 
other  day-to-day  administrative  activities  such  as  organizing 
the  company  picnic  and  putting  out  the  employee  newsletter, 
but  labor  relations  were  its  main  focus  and  the  source  of  its 
influence. 

The  function  changed  as  CEOs  and  academics  alike  came  to 
recognize  that  in  a  knowledge-based  economy,  an  engaged, 
motivated,  and  coordinated  workforce  was  the  main  driver  of 
quality  and  productivity  improvements.  Out  of  that  seminal 
insight  has  evolved  the  contemporary  HR  function.  Today,  at 
progressive,  market-leading  companies,  HR  is  integrally 
involved  in  organizational  design,  change  management,  and 
leadership  development.  Many  administrative  tasks,  once  the 
HR  department's  bread  and  butter,  are  now  outsourced  to  free 
up  the  unit  for  the  higher-value  work  of  responding  to  market 
demands  and  filling  organizational  needs. 

The  HR  role  changed  for  a  simple  reason:  It  had  to.  The  new 
view  of  the  workforce  as  the  ultimate  competitive  advantage 
has  emerged  just  as  rapid  change,  globalization,  and  highly  com- 
petitive, risk-intensive  markets  have  rendered  that  advantage 
more  vital  than  ever.  Under  the  circumstances,  the  business 
case  for  adding  the  HR  chief  to  the  CEO's  top  strategic  team 
practically  makes  itself. 


HR  Today 

The  new  breed  of  HR  manager  possesses  a  range  of  comJ 
petencies  as  wide  as  any  line  executive's.  Business  acumen 
market  insight,  communication  expertise,  technologica 
command  -  all  are  essential  elements  of  the  HR  manager'; 
portfolio  of  skills.  Often  reporting  directly  to  the  CEO,  th( 
head  of  HR  must  be  equipped  to  shape  a  people  strategy  thai 
realizes  the  business  strategy. 

Sharing  their  perspectives  on  today's  HR  function  are  my 
two  guests.  Randy  MacDonald  of  IBM  and  Mike  D'Ambrosc 
of  Toys  "R"  Us.  Both  are  true  luminaries  in  the  HR  field,  having 
a  combined  29  years  as  senior-level  HR  officers.  And  both  art 
acutely  aware  of  how  much  their  missions  have  changed. 

"You  can  track  the  changes  in  the  function  by  the  changes 
in  its  name,"  says  MacDonald.  "It  has  morphed  from  Personnel: 
Administration  to  Personnel  to  Employee  Relations  to  Human 
Resources.  And  rightfully  so,  it  has  become  heavily  focused  on 
talent  management  -  the  identification,  the  attraction,  the 
development,  and  the  performance  of  talent." 

"Not  that  long  ago,"  adds  D'Ambrose,  "the  CHRO  was  a  ■ 
watchdog  or  gatekeeper  of  sorts  who  exercised  little  or  no  | 
strategic  influence.  Over  time,  however,  the  changes  in  the 
marketplace  have  ensured  that  the  human  dimension  of 
the  business  is  increasingly  on  the  mind  of  the  CEO,  which 
in  turn  has  elevated  the  role  of  the  HR  professional  to  that 
of  strategic  business  partner." 

D'Ambrose  notes  that  in  this  still-evolving  role,  the  CHRO  is 
increasingly  expected  to  exert  leadership  by  building,  measur- 
ing, and  sustaining  organizational  effectiveness.  "The  CHRO 
needs  great  leadership  skills,"  he  says,  "to  motivate  the 
employees  of  the  corporation  to  embrace  change.  You  must 
be  inspirational,  so  top  talent  wants  to  join  the  organization." 

The  new-style  CHRO  can  usually  be  found  right  at  the 
center  of  the  corporate  change  effort.  After  all,  if  a  compa- 
ny is  moving  in  a  new  direction,  then  its  people  -  their  skill 
sets,  their  pool  of  resources,  their  opportunities  for  learn- 
ing -  need  to  move  as  well.  Leading  change  is  the  responsi- 
bility of  the  CEO,  while  HR's  job  is  to  align  the  collective  skills 
and  competencies  of  a  workforce  with  the  overall  business 
strategy.  "HR  should  be  a  catalyst  for  change,"  says 
MacDonald,  "not  necessarily  the  leader  of  it.  HR  ought  to  be 
the  identifier  of  the  need  for  change  and  the  developer  of 
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he  change  techniques.  But  change 
)ccurs  at  the  point  of  execution,  so  it's 
ip  to  line  management  to  take  the  lead." 

Demand  for  this  new  breed  of  HR 
nanagers  is  very  high.  Corporations  of 
ill  sizes  and  descriptions  need  HR 
■xecutives  capable  of  holding  their 
>wn  in  a  conversation  with  the  CEO 
ibout  all  aspects  of  the  business  - 
verything  from  its  financial  health 
ind  outlook  to  the  worries  that  keep 
ustomers  and  clients  up  at  night;  from 
he  changing  shape  of  the  competitive 
andscape  to  the  impact  of  new  tech- 
nology on  strategy  and  operations, 
"herefore,  intellect  and  high-level 
nfluencing  capability  are  critical 
.kills  for  CHROs  to  possess  if  they  are 
[o  affect  the  CEO  and  the  board  suc- 
tessfully.  These  skills  are  also  essen- 
ial  in  another  key  role  of  the  CHRO: 
: '|vorking  with  line  managers  to  ensure 
hat  the  desirable  talent  is  not  only 
fetained  but  also  given  a  diversity  of 
xperiences  and  opportunities  to  grow 
nd  positively  impact  the  business. 

"You  have  to  understand  the  business 
■  period,"  says  MacDonald.  "If  you  don't 
inderstand  the  business  you're  a  very 
langerous  person,  because  you  could 
ake  your  HR  theory  and  drive  the  busi- 
less  in  the  wrong  direction."  But  his- 
orically,  the  ability  to  link  corporate 
ttrategy  to  HR  strategy  has  not  been 
onsidered  an  integral  part  of  the  HR 
ikill  set.  So  the  challenge  for  us  as 
ecruiters  and  as  consultants  conducting 
xecutive  assessments  is  to  identify 
iR  people  who  successfully  combine 
he  substantive  experience  of  a  tradi- 
ional  HR  manager  with  the  strategic 
ic  >rientation  required  today. 

Recruiting  HR  Executives 

When  we  look  for  executives  whose 
ikills  and  experience  match  up  well 
vith  today's  expanded  HR  job  descrip- 
ion,  we  tend  to  find  them  at  the  same 
:ompanies  that  place  the  highest  value 
>n  talent  and  talent  development. 
*ight  now,  such  companies  are  more 
he  exception  than  the  rule,  but  they're 
>n  the  leading  edge  of  a  significant 
rend.  Over  the  next  five  to  fifteen 
/ears,  a  growing  number  of  companies 
nust  step  up  their  efforts  to  identify, 
levelop,  and  retain  global  leaders,  as 
t  becomes  widely  accepted  that  the 
Tiost  productive  way  to  invest  in 
luman  capital  is  to  develop  high- 
jotential  executives. 


■:i 


When  they  launch  a  search  for  senior 
HR  executives,  a  growing  number  of 
board  directors  and  CEOs  are  making 
it  clear  that  they  don't  simply  seek  expe- 
rience. They  want  candidates  who  can 
quantify  the  value  of  their  experience, 
that  is,  demonstrate  the  return  on 
investments  in  human  capital,  and 
specifically  how  their  HR  leadership 
boosted  that  return. 

MacDonald  points  out  that  an  entire 
toolkit  of  HR  metrics  has  evolved  for 
just  this  purpose.  And  he  candidly 
explains  why:  "If  HR  wants  to  be  a 
strategic  partner  to  senior  manage- 
ment, it  has  to  show  how  it  adds  value 
and  makes  a  difference  to  the  business. 
And  the  way  it's  going  to  do  that  is  by 
measuring  itself.  At  IBM,  we  measure 
everything  from  cycle  time  to  fill  a  job  to 
attrition.  We  use  performance  metrics  to 
get  a  fix  on  who  we're  losing  compared 
to  who  we're  keeping.  We  measure  the 
early  identification  of  diversity  candi- 
dates. We  measure  the  early  identifi- 
cation of  future  leaders.  These  sorts  of 
metrics  are  what  we  use  to  say,  'Here's 
how  we're  adding  value.'"  When  board 
directors  and  CEOs  ask  for  details  about 
HR  candidates'  abilities  regarding 
teambuilding  or  leadership  develop- 
ment programs,  or  about  morale  and 
culture,  candidates  with  hard  data 
metrics  in  hand  appear  more  attractive 
than  those  with  just  anecdotal  evi- 
dence. These  days,  directors  and  CEOs 
demand  data. 

They  also  want  CHROs  who  are  pre- 
pared to  take  on  a  role  that  is  growing 
ever  more  complex  and  challenging.  As 
a  volatile  economy  strains  corporate 
resources,  HR  managers  will  face  tough 
decisions  about  costs  and  staffing.  The 
pace  of  mergers  and  acquisitions  has 
slowed  considerably  in  recent  years, 
and  activity  is  likely  to  remain  muted, 
but  the  work  of  rationalizing  earlier 


mergers  will  continue,  and  many  com- 
panies have  yet  to  face  up  to  the  hard 
work  of  eliminating  redundancies  and 
duplications  in  their  organizations. 
They  will  need  HR  executives  who  aren't 
afraid  to  make  tough  choices  and  stick 
with  them.  "A  good  HR  person  needs 
to  be  decisive,"  says  MacDonald.  "Too 
many  HR  people  are  consensus-builders 
in  an  enviroment  where  it's  necessary  to 
just  take  a  position  and  be  comfortable 
with  it.  Decisions  should  be  fact-based 
and  not  entirely  driven  by  emotion." 

That  kind  of  skill  calls  for  clear  sight 
and  straight  talk,  and  both  MacDonald 
and  D'Ambrose  suggest  that  those  are 
the  most  important  attributes  a  CHRO 
can  bring  to  conversation  with  the  CEO. 
"The  words  that  should  characterize 
your  relationship  with  your  CEO,"  says 
MacDonald,  "are  intimate,  factual, 
involved,  and  honeM."  Especially,  says 
D'Ambrose,  when  it  comes  to  the  organi- 
zation's culture  and  values,  which  HR  is 
responsible  for  safeguarding.  "We  will 
continue  to  see  greater  recognition  for  the 
CHRO  as  the  shaper  and  protector  of  the 
company's  culture  and  values,"  he  says. 
"The  CHRO  needs  to  go  to  work  every 
day  ready  to  be  the  voice  of  what's  right, 
no  matter  what.  You're  responsible  for 
assisting  the  CEO  in  carrying  the 
integrity  message  into  every  level  of  the 
organization." 

Few  positions  in  any  organization 
call  for  as  wide  a  range  of  skills  and 
competencies  as  the  post  of  CHRO.  The 
job  demands  strategic  vision,  business 
and  technological  savvy,  decisiveness, 
inspiring  leadership,  and  unshakeable 
honesty  and  integrity.  And  that's  just 
for  starters.  But  an  organization  can 
ask  no  less  of  the  executive  responsible 
for  what  is,  after  all,  its  most  important 
asset:  people.  And  a  board  of  directors 
and  a  CEO  should  expect  no  less  from 
their  strategic  business  partner. 
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I0T  SEAT 

T  THE  STEEL  MILL 

3ve  Miller  is  having  a  rough  time  rescuing  Bethlehem 


I  year  ago,  Robert  "Steve"  Miller 
I  Jr.  and  his  wife,  Maggie,  were  at  a 
ft  model-train  convention  when  he 
^received  an  urgent  phone  message. 
er  had  stepped  aside  eight  months 
[ier  as  acting  ceo  of  auto-parts  mak- 
'ederal-Mogul  Corp. — his  fourth  res- 
mission  in  two  years — to  return  to 
home  in  Oregon's  Cascade  Range 
resume  building  the  miniature  rail- 
I  that  he  and  Maggie  had  begun  in 
K.  Now,  Lewis  B.  Kaden,  a  director 
^Bethlehem  Steel  Corp.  who  knew 
Her  from  his  2000  stint  at  Aetna  Inc., 
called  with  another  plea  for  help: 
uld  Miller  come  try  to  salvage  the 
-fading  steelmaker? 
lie  next  morning,  Miller  left  the  Salt 
ie  City  convention  to  meet  with 
ien  and  Bethlehem's  other  outside 
actors  in  New  York  City.  Miller,  60, 


had  never  before  set  foot  in  a  steel  mill. 
Nonetheless,  that  evening  in  Kaden's 
office,  he  outlined  Bethlehem's  prob- 
lems, based  on  public  financial  filings  he 
had  read  on  the  flight,  and  offered  a 
few  solutions.  The  following  day,  Sept. 
24,  2001,  Miller  became  chairman  and 
CEO  of  the  nation's  No.  3  steelmaker. 

A  hasty  pairing,  no  twTo  ways  about  it. 
But  that's  Miller.  "A  fireman  doesn't 
launch  into  a  big  due  diligence  about 
how  hot  the  flames  are  or  which  hose  to 
bring.  He  just  goes,"  Miller  says.  Be- 
sides, he  believes  more  lengthy  reviews 
would  do  him  little  good.  "My  attitude  is, 
it's  probably  going  to  be  wTorse  than  any- 
one's willing  to  admit,"  Miller  says,  "and 
the  worse  it  is,  the  more  they  need  me." 

Since  retiring  in  1992  as  vice-chair- 
man at  Chrysler  Corp.,  where  he  won 
attention  for  his  central  role  in  the  auto 
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maker's  1980  bailout,  Miller  has  hop- 
scotched  across  the  country  as  a  fill-in 
ceo  eight  times,  often  signing  on  at  a 
moment's  notice.  While  leaving  day-to- 
day operations  to  company  veterans — 
unlike  most  other  turnaround  artists, 
Miller  doesn't  bring  in  his  own  man- 
agers— he  assembles  a  restructuring 
plan  lickety-split.  "It 
doesn't  matter  whether 
it's  a  good  idea  or  a  bad 
idea,"  he  says.  "People 
need  to  be  led.  So  let's 
go  do!  Charge!"  Mean- 
time, Miller  trolls  for  an 
executive  who  can  take 
over  once  he  has  stabi- 
lized things.  His  average 
time  on  any  assignment: 
seven  months. 

Miller's      record      is 
mixed.  Federal-Mogul,  as 
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accused  Miller  of  making  them  pay  for 
decades  of  mismanagement.  "He  can 
press  all  he  wants,  but  we're  not  going 
to  be  dictated  to  by  Steve  or  anyone 
else,"  warns  Leo  W.  Gerald,  the  union's 
international  president.  Miller  is  still 
hopeful  but  acknowledges  that  a  shut- 
down and  asset  sale  may  be  unavoid- 
able. Either  way,  he  ex- 
pects to  move  on  in 
early  2003. 

This  wouldn't  be  the 
first  time  he  has 


come   up   short. 
Miller  was  nonex- 
ecutive chairman 
at  Federal-Mogul 
in  2000  when  he 
was  brought  back 
in  as  ceo,  because, 
he  says,  his  hand- 
picked    successor, 
well  as  Waste  Manage-  Richard  A.  Snell,  went 


ment  Inc.,  fell  back  on 
hard  times  after  he  left. 
And  even  Miller  concedes 
that  he's  having  trouble 
devising  an  acceptable 
rescue  plan  at  Bethle- 
hem. Still,  Gerard  R. 
Roche,  chairman  and  CEO 


CAREER  Since  retiring  as 
vice-chairman  of  Chrysler 
in  1992,  he  has  been 
brought  in  to  turn  around 
Morrison  Knudsen,  Federal- 
Mogul  (twice),  Waste  Man- 
agement (twice),  Aetna, 
among  others 


on  an  acquisition  spree 
that  swamped  the  com- 
pany with  debt  and 
stuck  it  with  ruinous  as- 
bestos liabilities.  Federal- 
Mogul  declared  Chapter 
11  bankruptcy  last  Octo- 
ber. Likewise,  Miller  says 


of  headhunters  Heidrick     he  resumed  control  at 


&  Struggles  Internation- 
al Inc.,  calls  Miller  the 
top  solo  act  on  the  turn- 
around circuit  today.  "I'm 
hard-pressed  to  come  up 
with  anybody  like  him," 
Roche  says.  Indeed,  Mag- 
gie has  had  to  relocate 
so  often  that  she  keeps 
around  what  she  calls  a 
care  package:  a  couple  of 
boxes  of  household  es- 
sentials that  she  can  ship 
ahead  to  their  next  tem- 
porary dwelling. 

True  to  form,  Miller 
started  out  fast  at  Beth- 
lehem: He  put  the  company  into  Chap- 
ter 11  bankruptcy  three  weeks  after  ar- 
riving and  within  three  months  had 
negotiated  a  deal  to  sell  the  $3.3  billion 
operation  to  U.S.  Steel  Corp.  But  the 
sale  fell  through  because  the  govern- 
ment wouldn't  pick  up  Bethlehem's 
crushing  retiree-benefit  obligations.  His 
backup  plan — forming  a  series  of  joint 
ventures  with  foreign  mills — also  went 
nowhere.  Now,  he's  trying  to  persuade 
the  United  Steelworkers  of  America  to 
let  the  Bethlehem  (Pa.)  company  out- 
source more  work  to  cut  costs. 

So  far,  it's  not  working.  During  a  re- 
cent trip  to  the  company's  Sparrows 
Point  mill  outside  Baltimore,  workers 
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AFTER  HOURS  He's  build- 
ing a  model  railroad  layout 


scandal-tainted  trash 
hauler  Waste  Manage- 
ment in  1999  after  dis- 
covering that  the  new 
management  was  cook- 
ing the  books,  too.  And  if 


Bethlehem  folds  on  his 
watch,  after  98  years  of 
business?  At  least,  he 
says,  he'll  have  tried 
wyhen    others    wouldn't 
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The  worst  that  can  happen 
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FAMILY  Married  since 
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dare. 

Miller  can't  be  accused 
of  fleecing  his  employers. 
At  Bethlehem,  he  earns 
a  flat  $900,000  annual 
salary.  No  signing  bonus. 
No  golden  parachute.  As  for  the  250,000 
shares  granted  to  him  in  stock  options 
and  restricted  stock,  the  bankruptcy  fil- 
ing made  them  worthless. 

Where  Miller  winds  up  next  is  any- 
body's guess.  Although  he's  constantly 
getting  offers — he  turned  down  Kmart 
and  Enron  to  stay  at  Bethlehem — he 
says  he's  ready  to  go  home.  Moreover, 
in  August  he  wras  diagnosed  with  early- 
stage  prostate  cancer.  He  is  having  sur- 
gery this  month  and  says  his  prognosis 
is  excellent.  Maggie,  for  one,  doesn't  be- 
lieve he'll  retire.  She  has  her  care  pack- 
age ready  for  the  next  move. 

By  Michael  Arndt  in 
Sparrows  Point,  Md. 
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May  4  -  9  and  November  9-14,  2003 
Financial  Management  Program 
July  6-18,  2003 

Leadership  and  Strategy 

Leading  Change  and  Organizational 
Renewal 

November  3  -  8, 2002  (at  Stanford),  and 
March  9-14, 2003  (at  Harvard) 


Managing  Teams  for  Innovation  and  Success 

February  2-7,  2003 

Executive  Program  in  Leadership: 

The  Effective  Use  of  Power 

July  14-18,  2003 

Executive  Program  in  Strategy  and 

Organization 

August  3- 15,2003 

Mergers  and  Acquisitions 

August  17-22, 2003 

Human  Resource  Executive  Program: 

Leveraging  Human  Resources  for 

Competitive  Advantage 

September  14-19,  2003 

Marketing 

Strategic  Marketing  Management 

August  3 -13,  2003 

Negotiation 

Advanced  Negotiation  Program 

March  30  -  April  4,  2003 
Negotiation  and  Influence  Strategies 

April  6  - 11  and  October  19-24,  2003 

Technology  and  Business 

Strategic  Uses  of  Information  Technology 

April  27  -  May  2, 2003 

Managing  Your  Supply  Chain  for  Global 

Competitiveness 

August  24  -  29,  2003 

Electronic  Business  and  Commerce 

October  5-10,  2003 


www.gsb.stanford.edu/exed 


THE  JOURNEY.   THE  REWARD. 


Choose  from  one  of  our  highly  ranked  MBA  formats  specially      THE  DUKE  MBA  -  DAYTIME 


designed  to  fit  your  career  stage  and  lifestyle.  Participate  in 
a  rigorous,  team-based   learning  community  with  high- 


THE  DUKE  MBA     CROSS  CONTINENT 


caliber  international  peers.  Collaborate  with  a  world-class      THE  DUKE  MBA  -  GLOBAL  EXECUTIVE 


faculty  in  any  one  of  our  innovative  programs. 


THE  DUKE  MBA  -  WEEKEND  EXECUTIVE 


Begin  the  journey.  Take  the  next  step. 


www.fuqua.duke.edu/info/bwr 
919.660.7804    USA 
49.69.97358.214    EUROPE 


DUKE 

THE  FUQUA 

SCHOOL 
OF  BUSINESS 


We  Educate    Thoughtful  Business  Leaders 


Worldwide 


The  Anderson  School  at  UCLA 


Upcoming  MBA  Information  Sessions 

Oct.  23 -Boston  Nov.  6- San  Diego 

Oct.  29  -  Chicago  Nov.  7  -  Washington,  D.C. 

Nov.  4  &  5  -  New  York  Nov.  1 1  -  Silicon  Valley 
Nov.  5-  San  Francisco 

Reservations 

mba.rsvp@anderson.ucla.edu 

Or  Call  310.825.6944 

Visit  our  website  for  locations  and  times 


Turn  theory 
into  practice 

At  UCLA's  Anderson  School,  we  understand 
that  nothing  is  more  practical  than  a  good 
theory.  Ranked  as  one  of  the  world's  best 
business  schools,  Anderson's  faculty  and 
students  integrate  the  latest  research, 
coursework  and  in-the-trenches  business 
applications.  That's  why  the  global  business 
community  looks  to  Anderson  and  its  alumni 
to  turn  theory  into  practice,  implementing 
the  ideas,  leadership  and  entrepreneurial 
expertise  that  shape  the  future. 

www.anderson.ucla.edu 


oxford 

SAID  BUSINESS  SCHOOL 


The  one-year  University  of  Oxford 
MBA  offers  intellectual  stimulation, 
extensive  practical  experience,  an 
internationally  diverse  and  high 
calibre  peer  group,  and  a  strong 
emphasis  on  entrepreneurship 
and  finance. 


MBA  OPEN  EVENTS 

We  are  hosting  a  programme  of 
Overseas  MBA  Information  Events 
as  well  as  regular  MBA  Open  Days 
in  Oxford.  For  further  details  and 
to  register  on-line,  visit  our  website 
at  www.sbs.oxford.edu  or  call 
+44(0)1865  288852 


THE  UNIVERSITY  OF  IOWA 


Henry  B.  Tippie 
School  of  Management 


'My  job  is  to  present 
MBA  students  with  a 
challenging  experience." 

(.ar\  Ciaeth.  PhD 
Professor  of  Marketing. 
Associate  IK-an 


The  Tippie  MBA 

Experience 


After  all,  it  doesn't 

get  any  easier  once 

you  graduate. 

Your  experience 

at  the  Tippie  School  of 

Management  will  change 

the  way  you  think  and  work. 

www.biz.uiowa.edu/mba 
800-MBA-IOWA 


'ECUTIVE 


1 


www.emba.business.auburn.edi- 


Our  new  2003  general 


brochure  is  now  available. 


For  your  complimentary 
copy,  or  any  further 
information,  please  contact: 


Janet  Burdillat 

Tel:  ♦  33(0)  1  60  72  42  90 

execed.europe@insead.edu 

or 

Tan  Ai  Lin 

Tel:  ♦  65  6799  5377 

execed.asia@insead.edu 

Or  visit  our  website: 
www.insead.edu/executives 


Announcing  INSEAD'S  new 
Executive  Education  programmes 


Managing  for  Value:  It's  Not  Just  About  the  Numbers 

20  -  23  October  2002  in  Fontainebleau 

Market  Access:  The  Management  of  Marketing  Channels 

17-22  November  2002  in  Fontainebleau 

Marketing  of  Services  in  Asia 

12-17  January  2003  in  Singapore 

Strategies  in  Services 

19-24  January  2003  in  Fontainebleau 

Managing  Financial  Risk  in  Multinational  Corporations 

An  INSEAD-Wharton  Alliance  Programme 
2-5  February  2003  in  Fontainebleau 


The  Global  Learning  Network 

Europe  Campus.  Asia  Campus.  INSEAD  Wharton  Alliance 
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Your  success  in  business  begins 
with  the  right  decision. 


ly  Pepperdine's  Graziadio  School  offers  all  of  these  full-time  MBA  options: 


MBA 

Master  of 

Business 

Administration 


MIB 

Master  of 

International 

Business 


JD/MBA 

Juris  Doctor/ 

Master  of  Business 

Administration 


MBA/MPP 

Master  of  Business 

Administration/ 

Master  of  Public 

Policv 


MBA  Prep 

Master  of  Business 

Administration 

Preparatory 
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NATION 


Fully  Employed  MBA  mi -U.S.  News  &  World  Report 
Executive  MBA  #19-  U.S.  News  &  World  Report 
Executive  MBA  #11-  BusinessWeek 


PEPPERDINE  UNIVERSITY 

™£  GRAZIADIO 
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of  Business  &  Management 
24255  Pacific  Coast  Highway  .  Malibu,  California  90263  •  USA 

(310)506-4858,  ext.  300 

www.bschool.pepperdine.edu 

Pepperdine  University  is  accredited  by  AACSB  -  The  International  Association  for  Management  Education. 
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FORMATION 


For  more  information  on  the  companies  in  this  directory,  you  can  select  from  the  two  easy  options  listed  below  through  BizLink( 

Companies  will  be  found  in  the  October  21 ,  2002  issue. 


•                   •                         Internet 

You 

can  request  information  and/or  link  directly  to  company 

• 

websites  through  our  electronic  reader  service  program 

BizLmk  » 

@  www.businessweek.com/BizLink 

Fill  out  the  attached  postage-paid  reader  service  card  and 

www.businessweek.com/BizLink 

sim 

ply  drop  in  the  mail. 

1.  Arizona  State  University  West 

22.  St.  Mary's  University-The  School  of  Business  and 

2.  Auburn  University 

Administration 

3.  Columbia  Business  School,  Executive  Education 

23.  Stanford  Graduate  School  of  Business 

4.  Cornell  University- The  Johnson  School 

24.  Tuck  School  of  Business  at  Dartmouth 

5.  Drexel  University-LeBow  College  of  Business 

25.  UCLA-The  Anderson  School 

6.  Duke  University  The  Fuqua  School  of  Business 

26.  Universiteit  Nyenrode-The  Netherlands  Business  School 

7.  Durham  Business  School 

27.  University  of  California,  Berkeley,  Haas  School  of  Business 

8.  ESADE 

28.  University  of  Colorado  at  Boulder-Leeds  School  of  Business 

9.  George  Washington  University 

29.  University  of  Connecticut  School  of  Business 

10.  Georgetown  University 

30.  University  of  Florida 

11.  Henley  Management  College 

31.  University  of  Houston 

12.  IMD-lnternational  Institute  for  Management  Development 

32.  University  of  Iowa-Henry  B.  Tippie  School  of  Management 

13.  INSEAD 

33.  University  of  Maryland  University  College 

34.  University  of  Massachusetts-UMassOnline 

14.  Instituto  de  Empresa 

15.  Oregon  Health  &  Science  University 

35.  University  of  Nevada  Las  Vegas 

16.  Pace  University-Lubin  School  of  Business 

36.  University  of  Oxford  Said  Business  School 

17.  Pepperdine  University-The  Graziadio  School  of  Business 

37.  University  of  Rochester-Simon  Graduate  School  of  Business 

and  Management 

38.  University  of  Texas  at  Austin-McCombs  School  of  Business 

18.  RDI  USA  Ltd.-University  of  Leicester 

39.  University  of  Texas  at  Dallas 

19.  Seton  Hall  University-The  Stillman  School  of  Business 

40.  Washington  University-Olin  School  of  Business 

20.  Simmons  School  of  Management 

41.  Webster  University-School  of  Business  and  Technology 

21.  St.  John's  University-The  Peter  J.  Tobin  College  of  Business 

42.  Widener  University  School  of  Business  Administration 
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Together, 

we  can 


a  life 


Malorie  Letcavage  Camille  Spann  Jordan  Jacques 

Saved  by  you  Saved  by  you  Saved  by  you 


Blood  isn't  just  needed  in  a  disaster.  Fact  is,  every  two  seconds,  somebody  in  America  needs  blood. 

If  you  become  a  regular  donor  with  the  American  Red  Cross,  you  could  help  save  more  lives. 

Please  call  to  set  up  an  appointment  today.  Who  knows  how  many  will  be  saved  by  you? 


1-800-GIVE  LIFE 


+ 


American 
Red  Cross 

Together,  we  can  save  a  life 
www.redcross.org 


The  Tech  Museum  Awards 

>nology  Benefiting  Humanity,  presented  by  Applied  Materials,  Inc. 

It's  not  about  supermodels,  rock  -  I  he  Hollywood  elite.  It's  about  innovators  who  have  dramatically  improved 

the  quality  of  life  for  people  the  «r  example,  Kristine  Pearson  of  the  Freeplay  Foundation,  who  manu- 

factures and  distributes  hand-crank  that  do  not  require  batteries  to  impoverished  areas  in  Mozambique. 

In  attendance  will  be  dignitaries  from  the  U.lN  Secretary-  General's  office,  and  our  master  of  ceremonies,  NBC's 
Brian  Williams.  This  extraordinary,  moving  e  int  takes  place  on  November  7th,  2002.  Come  honor  those  who've  ded- 
icated themselves  to  humanity.  For  ticket.--  ,  mation,  visit  WAvw.techawards.thetech.org  or  call  A 08- 795-631  A. 
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cience  &  Technology 


COMMENTARY 


By  Paul  Raeburn 


NOT  ENOUGH  PATIENTS?  DON'T  DO  THE  STUDY 


Ik  ■  early  every 
I  week,  newspa- 
\m  pers  carry  re- 
Drts  of  medical  re- 
>arch  that  can  make 
otechnology  and 
larmaceutical 
ocks  rise  and  fall 
te  leaves  in  an  au- 
imn  wind.  These  re- 
jrts  can  also  have  a 
'ofound  impact  on 
te  hopes  of  ailing 
itients  and  their 
milies. 

It  comes  as  a  sur- 
-ise,  then,  to  learn 
lat  many  medical 
udies  include  too 
w  patients  to  reach 
ly  definitive  conclu- 
on.  The  problem 
ises  when  trials 
ime  up  with  nega- 
te results — that  is, 
e  conclusion  that  a 
m  drug  or  proce- 
ire  has  no  effect.  In  many  cases, 
itics  say,  negative  results  don't  nec- 
ssarily  mean  the  treatment  didn't 
ork — only  that  the  study  involved 
10  few  patients  to  find  any  benefit, 
et  such  trials  can  discourage  fur- 
ler  research  on  potentially  promis- 
g  treatments  and  expose  volunteer 
ibjects  to  needless  risks. 
In  a  recent  paper  in  the  Journal 
the  American  Medical  Assn.,  Dr. 
jott  Halpern  of  the  University  of 
ennsylvania  School  of  Medicine  and 
B  colleagues  concluded  that  studies 
ith  too  few  patients  can  be  unethi- 
il.  These  patients  and  healthy  vol- 
nteers  are  taking  risks  in  experi- 
lental  studies,  they  argued,  when  it 
lould  be  clear  that  those  risks  will 
at  produce  useful  findings. 
Sometimes,  the  problem  occurs  un- 
icpectedly.  Several  years  ago,  Dr. 
Dseph  D.  Redle,  then  at  the  William 
eaumont  Hospital  in  Royal  Oak, 
ich.,  undertook  a  study  to  deter- 
ine  whether  a  drug  called  amio- 

one  would  reduce  the  likelihood  of 
serious  heart-rhythm  abnormality 
er  a  bypass.  He  had  no  funding 
d  was  able  to  recruit  only  143  pa- 
ents  before  moving  to  a  private 


cardiology  practice  in  Akron.  The 
study,  published  in  1999  in  the  Amer- 
ican Heart  Journal,  found  no  benefit 
from  the  drug.  That's  no  surprise, 
because  the  trial  didn't  have  enough 
patients  to  show  whether  the  drug 
worked  or  not.  "There  was  a  lack  of 
resources  and  time  to  put  into  get- 
ting enough  patients,"  Redle  says. 
The  value  of  amiodarone  remained  in 
question. 

In  another  case,  researchers  at 
the  University  of  Western  Ontario 
set  out  to  see  if  the  cancer  drug 
methotrexate  would  help  maintain 
remissions  of  Crohn's  disease,  a  dis- 
order of  the  digestive  tract.  They 
recruited  only  76  of  the  110  patients 
needed,  and  they  had  problems  ob- 
taining the  drug  and  a  placebo  that 
resembled  it.  "Here  you  have  a  drug 
that  is  very  useful  to  replace 
steroids,  and  the  research  that  needs 
to  be  done  isn't  done"  because  of 
funding  problems,  says  Dr.  Brian  G. 
Feagan,  an  author  of  the  trial's  re- 
port, which  was  published  in  the 
New  England  Journal  of  Medicine 
in  2000.  This  time,  the  researchers 
got  lucky:  The  drug  was  so  effective 
that  it  showed  a  positive  effect  even 


though  researchers 
did  not  recruit  all  the 
patients  they  thought 
they  needed. 

The  problem  exists 
in  all  fields  of  medi- 
cine. In  January, 
Kevin  C.  Chung,  a 
hand  surgeon,  and  his 
colleagues  at  the  Uni- 
versity of  Michigan 
Medical  Center  re- 
viewed 20  years  of 
human  and  animal  re- 
search in  leading 
plastic-surgery  jour- 
nals. They  looked 
only  at  negative  stud- 
ies— those  that  failed 
to  find  a  difference 
between  two  treat- 
ments. They  found 
that  more  than  90% 
of  the  studies  were 
"underpowered" — 
conducted  with  too 
few  patients  for  any 
differences  to  emerge.  In  other 
words,  the  research  was  worthless. 
Such  clinical  trials  "can  waste  re- 
sources, deter  further  research,  and 
impede  advances  in  clinical  treat- 
ment," Chung  and  his  colleagues 
warned. 

Why  does  the  problem  continue? 
One  reason  is  money.  Larger  studies 
cost  more.  Another  problem  can  be 
finding  enough  patients  to  volunteer 
when  a  rare  disease  is  involved.  The 
solution  is  for  researchers  to  pool  fi- 
nancial resources  and  in  the  case  of 
rare  diseases,  experimental  subjects, 
Halpern  says.  But  scientists  with  big 
titles  and  even  bigger  egos  are  often 
unwilling  to  relinquish  control  of 
their  research  to  a  group — so  the  un- 
derpowered studies  are  done  instead. 

Some  of  the  blame  falls  on  re- 
searchers who  do  not  properly  un- 
derstand how  to  set  up  studies,  says 
Andrew  J.  Vickers,  a  biostatistician 
at  Memorial  Sloan-Kettering  Cancer 
Center  in  New  York.  When  studies 
are  launched,  researchers  make  edu- 
cated guesses  about  what  they  ex- 
pect to  find.  That  guesswork  enters 
into  calculating  the  number  of  sub- 
jects needed.  The  calculation  is  usu- 
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4  years  of  college 
8  months  a  year 
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5  hours  a  day 
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to  be  equally  important 
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The  Cyber  Traveler 

Reducing  Costs,  Increasing  Customer  Satisfaction 
A  BusinessWeek  Special  Advertising  Section 


The  world  of  cyber  travel  is  in 
permanent  revolution.  Cheaper,  faster, 
and  easier  to  use  technologies  are  intro- 
duced everyday.  Our  up-to-the-minute 
section  will  inform  business  travel 
decision-makers  how  to  benefit  from  the 
latest  innovations  in  e-travel. 

On  sale:  November  15 

To  advertise,  contact  your  account  manager, 
or  Jon  Meigs  atjon@meigsmedia.com. 
Special  Projects  Consultant  to 
BusinessWeek,  845-677-0731. 
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Ad  close:  October  14 
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ally  done  by  plugging  numbers 
into  a  standard  formula — and 
many  biologists  do  not  understai 
the  subtleties  that  underlie  the 
calculations,  Vickers  says.  "Man} 
researchers  are  inadequately 
aware  that  the  calculations  invol 
assumptions  and  guesses — and 
those  may  well  be  inaccurate,"  h 
says.  In  other  words,  there's  stil 
plenty  of  art  in  science. 

There  may  be  more  questionafc 
motives  for  an  underpowered 

Studies  doomed  to 
inconclusive  results 
waste  resources  am 
put  patients  at  risk 
unnecessarily 


study:  Drug-company  researchers 
might  not  want  a  clear  result.  Sup 
pose  a  company  wants  to  show  its 
drug  has  no  more  side  effects  thai 
a  competitor's  product,  a  question 
often  not  resolved  by  Food  &  Dru 
Administration  approval.  In  that 
case,  says  Halpern,  "it  is  to  your 
advantage  to  do  an  underpowered 
study,  which  would  fail  to  show  an 
increased  risk  of  side  effects." 

The  same  might  be  true  when  i 
pharmaceutical  company  wants  to 
show  that  there  are  no  differences 
in  the  effectiveness  of  its  new  en- 
try and  that  of  an  existing  drug. 
"I'm  fully  convinced  that  industry- 
sponsored  trials  are  often  intentioi 
ally  underpowered,"  says  Halpern. 

At  a  time  when  medical  costs 
are  soaring  and  research  funding  is 
handed  out  sparingly,  it  is  troublinj 
to  discover  that  these  studies — 
which  waste  time  and  money  and 
put  patients  at  risk  unnecessarily— 
are  still  being  conducted.  Some  re- 
searchers argue  that  underpoweret 
studies  are  in  fact  worth  some- 
thing— that  a  little  knowledge  is 
better  than  none.  But  the  stakes 
are  too  high  to  tolerate  wasteful 
uncertainty,  or  worse,  intentional 
confounding  of  research  results. 
This  isn't  just  a  question  of  money 
or  researchers'  careers.  The  welfan 
of  patients  is  at  stake. 


Raeburn  covers  science  and 
medicine  from  New  York. 
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SAP  AG 
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Clayton  M.  Christensen, 
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Michael  Useem, 
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Mapping  the  Post-Hype  Marketplace 

December  5-6,  2002 
The  Fairmont  Hotel,  San  Francisco,  CA 

Registration  Hotline:  (800)510-2901  or  visit 
www.conferences.businessweek.com/digital2002 

For  sponsorship  opportunities  call  Sarah  Date  at  (212)512-2358. 
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Don't  miss  this  fun-filled  extravaganza,  featuring:  music,  drinks,  and  of  course  -  Chi 

Cox  Pavilion,  Las  Vegas 
Tuesday,  November  19,  2002,  6:00pm  to  9:30pm 

Tickets  cost  $50  at  the  door 


All  proceeds  from  this  event  go  to  the  NCMEC 
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levelopments  to  Watch 


ED  BY  NEIL  GROSS 


)NGER 

ELF  LIFE  FOR 

NSPLANT  ORGANS 


HE    PAST    DECADE,    THE 

Der  of  kidney  transplants 

rnned  each  year  in  the 

has  jumped  by  almost 

Veterinary  researchers 

e  University  of  Wiscon- 

t  Madison  can  claim  part 

ne   credit  for  that.   In 

,  they  developed  a  syn- 

c  solution  of  acids  and 

hie  agents  that  allows 

ys  and  other  organs  to 

:ored  safely  outside  the 

up    to    three    days — 

r  than  was  possible  with 


earlier,  blood-based  solutions. 

The  same  group,  led  by 
veterinary  surgeon  Jonathan 
McAnulty,  has  now  tinkered 
with  the  recipe  and  extended 
its  preservative  capability  to 
six  days.  Even  over  such  a 
long  stretch,  McAnulty  says 
the  kidneys  suffer  only  half 
the  damage  they  typically  do 
in  today's  solutions.  Less  ex- 
tensive cellular  damage 
means  the  organs  are  less 
likely  to  deteriorate  after 
transplantation,  a  process 
that  often  leads  to  rejection. 

The  secret  to  the  new  so- 
lution is  a  mixture  of  proteins 
called  trophic  factors,  which 
help  cells  stay  healthy  and 


Ik 


DOG  KIDNEY:  In  new  solution 

growing.  So  far,  the  work  has 
been  limited  to  dog  kidneys, 
but  McAnulty  believes  the 
method  is  applicable  to  hu- 
man organs.  Transplant  sur- 
geons at  the  university  aim 
to  get  Food  &  Drug  Admin- 
istration approval  to  begin 
tests  on  humans  as  soon  as 
December.       Michael  Arndt 


OCKING  LIVER  DAMAGE 


MUCH  ACETAMINOPHEN,  THE  ACTIVE 

jedient  in  Tylenol  and  other  painkillers, 
1  cause  liver  damage.  Indeed,  scientists 

accidental  and  intentional  overdoses  of 

drug  are  the  most  common  cause  of 
ate  liver  failure  in  the  U.  S.  In  Septem- 

an  advisory  panel  to  the  Food  & 
ug  Administration  called  for  warning 
>els  to  note  the  risks  more  clearly. 

etter  labels  will  help, 
t  at  the  same  time,  scien 
ts  at  Baylor  College  of 
dicine  in  Houston  are 
king  for  ways  to  shield 

liver  from  the 

er's  potentially  dead- 
side  effects.  In  a  study 

rted  in  the  Oct.  11  is- 

of  Science,  the  team  re- 


WARNING:  Deadly  side  effect 


ports  that  a  natural  steroid  called  an- 
drostanol  blocks  a  liver  protein  called 
car — for  constitutive  androstane  recep- 
tor— that  breaks  the  painkiller  into  toxic 
by-products.  In  mice,  the  steroid  prevents 
liver  failure.  "If  we  could  find  the  same 
sort  of  inhibitor  for  a  human  version  of 
car,  it  would  probably  have  a  similar  ef- 
fect," says  David  D.  Moore,  a  professor  at 
Baylor's  Molecular  &  Cellular  Biology 
Dept.  He  says  that  overdose  patients  are 

„_  now  treated  with  N-acetyl- 

cysteine,  which  bolsters  the 
liver.  But  in  the  future, 
painkillers  could  be  com- 
bined with  a  molecule  like 
androstanol  to  prevent  side 
effects — so  long  as  the  mole- 
cule does  not  obstruct  the 
metabolism  of  other  drugs. 
Faith  Keenan 


-  REGULAR  STRENGTH 

Acetaminophen 

Non-Aspirin  Pain  Mieytr SC" 


IS  IT  ANTHRAX? 
THERE'S  A  NEW  WAY 
TO  FIND  OUT  FAST 

DURING  LAST  YEAR'S  ANTHRAX 

attacks,  scientists  took  weeks 
to  identify  some  traces  of  sus- 
pect white  powder.  The  sam- 
ples were  often  small,  the 
methods  error-prone,  and 
skilled  investigators  scarce. 
Chicago's  Nanosphere  Inc.,  a 
Northwestern  University  spin- 
off, says  its  biomolecular  de- 
tection system  can,  with  im- 
proved accuracy,  test  water 
and  air  samples  in  two  hours 
or  less.  It  will  try  out  this 
system  over  the  next  12 
months,  aided  by  some  $2  mil- 
lion in  Defense  Dept.  funding. 
Nanosphere  Chief  Operat- 
ing Officer  Vijaya  Vasista 
says  the  system  consists  of  a 
novel  imaging  device  about 
as  big  as  a  shoebox.  Inside 
is  a  chamber  containing  tiny 
electrically  active  gold 
spheres  bound  with  snippets 
of  dna  known  as  oligonu- 
cleotides. These  correspond 
to  DNA  characteristics  of 
known  pathogens,  such  as  an- 
thrax or  plague.  Exposed  to 
an  air  or  water  sample  con- 
taining target  pathogens,  the 
spheres  will  adhere  to  com- 
plementary DNA  associated 
with  the  target.  This  triggers 
an  electrical  signal,  which  is 
amplified  and  transmitted  to 
lights  outside  the  box. 

Roger  O.  Crockett 


IM  JAPAN, 
IBOTTHAT 
IDS  THE  HOME 

IS  BOUND  TO  BE  THE 
wave  in  Japanese  geek 
remote-controlled  home 
Researchers  at  Fujitsu 
ratories  Ltd.  in  Tokyo's 
asaki  high-tech  corridor 
took  the  wraps  off  a  pro- 
pe  robot  called  Maron-1 
can  be  controlled  from 
de  the  home  with  a  mo- 
phone.  It  looks  like  a 
1  vacuum  cleaner,  but  the 
wheeled,  two-eyed,   11- 


pound  robot  is  smart  and 
highly  versatile. 

Suppose  it's  the  middle  of 
the  day,  and  you  want  to 
check  up  on  an  elderly,  bedrid- 
den relative,  or  see  if  you  re- 
membered to  lock  the  doors 
and  switch  off  the  stove.  You 
dial  up  Maron  using  a  cell 
phone  with  special  software. 
Once  the  connection  is  made, 
your  phone  screen  becomes  a 
monitor  and  you  can  explore 
your  home  through  Maron's 
video-camera  eyes. 

By  tapping  in  codes  on  the 
keypad,  you  can  instruct  the 
robot  to  tour  your  flat,  find  a 


destination  stored  in  its  mem- 
ory, adjust  the  room  temp- 
erature, or  even  record  a  TV 
program.    If   your    lighting 
system  is  equipped  with  an 
infrared  sensor,  Maron  will  be 
able  to   turn  the  lights 
on  and  off.  The  ma- 
chine can  also  be  pro- 
grammed    to     act 
as  a  roving  securi- 
ty guard;  in  the 
event     of     a 
break-in,   it 
will  sound  an 
alarm  and  dial 
a  preset  num- 
ber   for    help. 


The  robot  can't  climb  stairs. 
But  it's  equipped  with  sensors 
so  it  doesn't  crash  into  walls. 
Takashi  Uchiyama,  a  board 
member  at  Fujitsu  Laborato- 
ries, says  the  robot  could  be 
available  next  year,  for 
about  $1,600.  "In  the 
future,  people  will 
be  spending  more 
of  their  everyday 
lives  with  ro- 
bots," he  says. 
"This  is  the  ini- 
tial   step    for 
home  robots." 
Irene  M. 
Kunii 
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COMMENTARY 


By  Paul  Magnusson 


BIOTECH  FOOD:  EUROPE'S  PHONY  OPEN  DOOR 


I  have  my  own  test  of  European  sin- 
cerity on  the  fiery  issue  of  genetically 
modified  food.  When  members  of  the 
European  Parliament  are  at  Capitol  Hill 
luncheons,  I  make  a  point  of  asking  if 
they're  afraid  of  the  meals  they're  eat- 
ing. Invariably,  they  answer  no.  But 
they  add  sheepishly  that  they  would 
risk  unemployment  if  they  publicly  de- 
fended the  genetically  modified  Ameri- 
can imports  that  send  protesters  into 
the  streets  of  the  Continent. 

Now,  however,  the  Europeans  appear 
to  be  putting  their  irrational  fear  of 
"Frankenfood"  aside.  Faced  with  an 
American  President  angry  over  the 
bad-mouthing  of  U.  S.  products,  regula- 
tors in  Brussels  on  Oct.  17  will  issue 
new  guidelines  for  licensing  genetically 
modified  food.  That  will  seemingly  end 
an  ad  hoc,  three-year  moratorium  on 
new  American  biotech  food  products. 

But  rather  than  opening  its  market, 


the  European  Union  is  simply  playing 
games.  To  comply  with  the  new  regs, 
U.  S.  farmers  and  food  process&rs  would 
have  to  completely  change  the  way 
they  grow,  store,  produce,  and  trans- 
port their  goods.  This  sham  compromise 
still  pits  prejudice  against  science  and 
sets  misinformed  consumers  and  protec- 
tionist farmers  in  Europe  against  pro- 
ducers in  America.  That's  why  the  Bush 
Administration  needs  to  act  quickly  to 
take  the  case  to  the  World  Trade  Orga- 
nization. There,  science  and  the  law 
may  finally  prevail. 

For  the  U.  S.  agriculture  industry, 
the  world  leader  in  food  technology,  the 
stakes  are  huge.  Farmers  are  2.5  times 
more  dependent  on  exports  than  the 
rest  of  the  economy.  One  out  of  every 
three  acres  in  America  is  planted  for 
export.  And  much  of  that  crop  has  been 
genetically  modified  to  produce  strains 
that  are  more  productive  and  pest-re- 


THE  EU'S  NEW  REGULAT 


■  Warning  labels 
aren't  justified  by 
any  scientific 
studies 


sistant.  Nearly  three-quarters 
beans  and  a  third  of  all  corn  g 
the  U.  S.  have  been  altered  by 
ing  new  genes. 

Beyond  the  threat  to  the  U. 
sector,  there's  a  more  importaj 
for  swift  action.  The  panic  ove 
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Saving  (he  Last  Grcal  Places 


Together  with  communities,  businesses  and  people  like  you,  we  preserve  precious  places  around  the 
world.  As  they  were.  As  they  are.  As  they  will  be.  Forever.  1-888-2  JOIN  tnc  |  nature.org     JP 
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■  European  wines 
and  cheeses  use 
GM  enzymes  yet 
are  exempted 


"Hied  food  is  spreading  around 
aln  famine-stricken  southern 
\.  million  people  face  starvation 
confused  leaders  follow  the 
I  and  their  junk  science.  Zim- 
ti  Zambia,  for  example,  have 
n .  S.  food  aid,  complaining  that 


IN  ROME:  A  the  grain  is  "contami- 

protest  against    nated"  with  ingredients 
"Frankenfood"    that  Europeans  won't 

eat.  "They  watched 

carefully  what  the  Europeans  actually 
did,"  says  Alan  P.  Larson,  Assistant 
Secretary  of  State  for  agricultural  af- 
fairs. Although  China  is  itself  develop- 
ing a  biotech  food  industry,  it,  too,  has 
held  up  purchases  of  modified  U.  S.  soy- 
beans. And  New  Zealand  and  Japan 
show  signs  of  following  Europe's  Chick- 
en Littles. 

The  new  European  rules  aren't  just 
strict,  they're  unworkable.  The  labeling 
requirements,  for  example,  are  more  a 
warning  than  an  attempt  to  inform  con- 
sumers. European  supermarket  chains, 
such  as  Carrefour  of  France  and 
Britain's  Tesco,  have  already  vowed  to 
exclude  any  products  containing  geneti- 
cally modified  food  from  their  shelves. 
Oddly,  European  wines  and  cheeses,  de- 
veloped with  genetically  modified  en- 
zymes, would  be  exempt  from  the  label- 
ing regs. 

The  traceability  standards  are  par- 
ticularly onerous,  requiring  the  U.  S. 
industry  to  track  genetically  modified 
ingredients  "from  farm  to  fork,"  even 
if  they  contained  just  1%  of  transgenic 
food.  That  would  require  separate  har- 


vesting equipment,  silos,  shipping  con- 
tainers— even  factory  production 
lines — and  extensive  testing  at  each 
step  of  the  process.  As  for  the  ques- 
tion of   human  health,  science  has  al- 
ready decided.  Numerous  studies,  in- 
cluding those  by  the  National 
Academies  of  Science,  say  genetically 
modified  food  is  safe.  So  does  the 
World  Health  Organization.  Even  EU 
Health  Commissioner  David  Byrne 
conceded  to  African  leaders  that  the 
U.S.  food  aid  quarantined  in  Zambian 
warehouses  was  safe  to  eat. 

None  of  this  is  meant  to  imply  that 
rigorous  scientific  testing  of  genetically 
modified  foods  shouldn't  go  on  or  that 
other  concerns  might  not  eventually 
rule  out  some  biotech  foods.  The  tech- 
nology has  to  be  regulated  to  ensure  it 
doesn't   replicate  allergens  or  harm 
wild  plant  and  animal  species.  But  sci- 
ence— not  suspicion — should  decide 
each  case. 

Come  Oct.  17,  U.S.  food  producers 
should  be  prepared  with  their  license 
applications.  And  the  Administration 
should  be  ready  at  the  courthouse  door 
in  Geneva. 

Magnusson  covers  international  trade 
and  economics  from  Washington. 


Attend  an  information  session: 
Wednesday,  October  30 

6:30  p.m.  (reception  starts  at  6:00  p.m.) 
Columbia  Business  School,  Warren  Hall 
1125  Amsterdam  Avenue  (at  115th  Street) 
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pand  Your  Horizons 


The  EMBA-Global  program  gives  managers  a  unique  route  to 
global  leadership. 

•  20-month  program 

•  Commute  from  anywhere — instruction  alternates  between  New 
York  and  London 

•  Earn  two  top-tier  MBA  degrees  and  access  two  global  alumni 
networks 

2  Top  Global  Business  Schools  +  2  Cities  +  2  Networks 
1  innovative  Executive  MBA  program. 

•  Columbia  Business  School  EMBA  *2,  London  Business  School 
EMBA  #3* 

*  2001  Financial  Times  ranking  of  executive  MBA  programs 


Application  Deadline:  March  1,  2003.  Start  today  by  attending  one  of  our  information  sessions! 
Call  212-854-2211  or  visit  www.gsb.columbia.edu/emba 
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When  'Safer  Pensions  Aren't  So  Saf 


Even  old-fashioned  defined-benefit  plans 

BY  MIKE  McNAMEE 

Traditional  pension  plans?  How  1970s  can 
you  get?  For  the  past  two  decades,  the 
idea  of  company-funded  retirement  plans 
that  gave  workers  no  investment  choices 
seemed  dowdy  and  paternalistic.  These 
"defined-benefit"  pensions — so  called  be- 
cause they  resulted  in  a  fixed  benefit, 
usually  in  monthly  checks,  at  retirement — 
were  eclipsed  by  "defined  contribution"  rivals 
such  as  401(k)  and  profit-sharing  plans. 

Then  the  bear  struck.  Suddenly,  old-fash- 
ioned pensions — where  employers,  not 
workers,  shoulder  the  risks  of  down  mar- 
kets— started  to  gain  new  appeal.  But  look 
closely:  Traditional  pensions  have  their 
problems,  too.  And  if  your  plan  is  in  trou- 
ble, you  may  have  even  less  warning  than 
you'd  get  if  your  401(k)  started  to  sink. 

In  the  third  year  of  down  markets,  the 
average  pension  fund  has  lost  12% — leav- 
ing it  some  30%  poorer  than  it  would  have 
been  with  normal  9%  annual  returns.  And 
many  companies — among  them  General 
Motors,  United  Technologies,  and  OS 
Airways — are  facing  huge  short- 
falls that  must  be  made  up  in 
the  next  few  years.  For  some 
companies,  "the  cash  demands 
to  restore  pension  funding 
ould  be  enough  to  bring 
)wn  the  company — and 
pension  along  with 
arns  Ethan  Kra, 
tirement  actu- 
ary       for        Mercer 
Hum'...       Resources 
Con.- 

Before  you  panic, 
though,     keep     in 
mind  th;v      ^ditional 
pensions  offer  many 
safeguards.  Defined- 
benefit  plans  are  run 
by  professional  man- 
agers who  are  sul 
to  stricter  standards — 
including  a  rule  that  no 
more  than  10%  of  pen- 
sion assets  can  be  in  the 
employer's  stock — than  are 
individuals   investing  their 
own  401(k)s.  And  the  federal 
government  polices  traditional  pen- 


need  your  scrutiny 


m 


sions  more  closely  than  deftned-ca    t~z 

butions  plans.  If  the  worst  happ 

Washington  will  take  over  a  traditi 

plan  and  insure  its  benefits.  th< 

not  at  a  level  that  guarantees  full 

erage  for  highly  paid  executives. 

Traditional  plans  lag  badly  in  one  a  ma 

disclosure.  Investors  in  401(k)s  get  qf  fen 

terly  statements  and  may  even  go  or  ■;«! 

for  daily  updates.  Traditional  pern" 

participants  get  sketchy  annual  rep 

that  are  almost  a  year  out  of  date 

those  reports  may  not  tell  you  the  n 

vital  data:  whether  plan  assets  are  ei 

to  cover  current  and  future  benefits 

you  and  your  co-workers. 

So  what  should  you  do  to  check: 
the  health  of  your  pension?  Start  ? 
that  Summary  Annual  Report,  a  v 
brief  statement  that  employers  or'  ' 
ministrators  of  plans  with  more  t 
100  participants  are  required  to  dist  * 
ute  each  year.  (Smaller  plans  send  ■ 
SARs  ever\r  three  years.)  If  your  coi 
ny  operates  on  a  Dec.  31  fiscal  year,  y 
2001  sar  should  be  arriving  in  late 
tober  or  November. 

The  key  statement  on  the  sar  is  un  fcs 
the  heading  Minimum  Funding  Standa 
It  should  attest  that  professional,  in  ■& 
pendent  actuaries  have  certified  that    ■w 
plan's  funding  is  sufficient  to  cover  be  *-" 
fits    that    participants    have    alrei  * 
earned.  You'll  find  more  data  on  ass 
in  the  Basic  Financial  Statement  lRk 
eluding  how  much  the  plan  macW  ify 
more  likely,  lost  on  its  investnul  k  .v 
But  asset  figures  are  meaninjkia 
without  the  offsetting  liabilitiest- 
and  the  SAR  isn't  required  to  i| 
you  those. 

If  you  want  a  fuller  pict* 

you've  got  to  get  a  copy  of  the  1  < 

annual  report,  filed  on  Form  55  I 

Your  employer  is  obligated  to  ■ 

you  its  5500  (though  it  may  chat 

you   for   copying   costs);   the  ft 

hould  tell  you  where  to  make  yl 

request.  If  you  anticipate  resistaO 

make  your  request  by  certified  mail; ; 

can  sue  and  win  a  $100-a-day  fine  if 

plan  doesn't  deliver  the  form  within  30  di  ■  I 

You  can  also  get  a  Form  5500  from  the  La    | 

Dept.'s  Pension  &  Welfare  Benefits  Adminis(  i 
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Behind  the  Gobbledygook 

How  to  parse  your  pension  plan's 
Summary  Annual  Report 

uary  1 ,  2000,  and  ended  December  31 , 
000.  The  annual  report  has  been  filed  with 
tie  Pension  and  Welfare  Benefits 
administration,  U.S.  Department  of  Labor, 
s  required  under  the  Employee  Retirement 
ncome  Security  Act  of  1974  (ERISA). 

task  Financial  Statement  # 

Benefits  under  the  plan  are  provided 
trough  a  trust  and  insurance  contracts, 
lenefits  paid  to  participants  and 
eneficiaries  were  $29283,714.  A  total  of 
9,718  persons  were  participants  in  or 
eneficiaries  of  the  plan  at  the  end  of  the 
Ian  year,  although  not  all  of  these  persons 
yet  earned  the  right  to  receive  benefits. 

The  net  assets  of  the  plan  available 
or  the  payment  of  benefits  were 
910.772.747  as  of  December  31.  2000, 
fcmpared  to  $990,769,528  as  of  January  1 , 
000.  During  the  plan  year  the  plan 
xperienced  a  decrease  in  its  net  assets  of 
579.996.781.  This  decrease  includes 
unrealized  appreciation  and  depreciation  in 
be  value  of  plan  assets;  that  is.  the 
lifference  between  the  value  of  the  plan's 
ssets  at  the  end  of  the  year  and  the  value  of 
Ik  assets  at  the  beginning  of  the  year  or  the 
ost  of  assets  acquired  during  the  year.  The 
>lan  had  a  total  decrease  in  income  of 
50,713,067,  including  a  decrease  in 
arnings  from  investments  of  $51,122,620 
nd  an  increase  in  other  income  of  $409,553 


ium  Funding  Standards  # 

An  actuary's  statement  shows  that 
ficient  money  was  contributed  to  the  plan 
keep  it  funded  in  accordance  with  the 

ium  funding  standards  of  ERISA. 


Find  the  nearest  pwba  office  by  going  to 
dol.gov/pwba  or  by  calling  866-275-7922. 
te  5500 — six  pages,  plus  several  schedules 
rther  documents — contains  lots  of  useful  in- 
ation.  The  problem  is  unearthing  it.  The 
l's  Protect  Your  Pension  guide  (available  on 
Web  site)  tells  where  to  look  for  signs  of 
ale:  excessive  expenses,  investments  that 
1  pose  conflicts  of  interest,  lists  of  assets 
in  the  fund,  and  ways  to  calculate  invest- 
S  returns.  If  your  own  examination  leaves 
worried,  you  can  contact  the  federal  Ad- 
stration  on  Aging's  Pension  Information  & 
iseling  Project.  (Find  a  list  of  sites  at 
ir.pensionrights.org.)  The  American  Acade- 
of  Actuaries  has  volunteers  who  will  help 
ngle  the  knotty  calculations— call  202  223- 
and  ask  for  the  Pension  Assistance  List. 
)u'll  find  the  company's  calculations  of  its 
obligations — how  much  it  has  to  pay  in  ben- 


efits— in  the  5500.  Plans  have  two  ways  to  figure 
what  they'll  owe  workers:  current  obligations, 
or  what  the  plan  must  pay  to  fund  all  benefits 
that  were  earned  up  until  the  date  of  the  report, 
and  the  much  larger  potential  obligations,  wThich 
are  based  on  all  benefits  the  plan  must  pay  to 
current  and  future  workers.  If  you  focus  on  po- 
tential obligations,  you  may  be  needlessly 
alarmed,  since  a  healthy  company  can  count  on 
future  contributions  to  cover  potential  benefits. 
It's  the  current  obligations  vs.  current  assets 
that  determines  whether  a  plan  is  underfunded.  If 
so,  the  government's  safety  net  starts  to  unfurl. 
If  your  plan's  assets  are  less  than  90%  of  cur- 
rent liabilities,  it  must  send  you  a  notice  of  un- 
derfunding.  The  Pension  Benefits  Guaranty 
Corp.,  the  federal  insurer  of  defined-benefit 
pensions,  will  step  in,  requiring  the  employer  to 
make  larger,  more  frequent  contributions. 

If  worse  comes  to  worst,  your  company 
will  terminate  the  pension — and  PBGC  insur- 
ance kicks  in.  The  agency  wrings  what  it  can 
out  of  employers,  but  failing  companies'  plans 
are  often  in  poor  shape.  In  that  case,  benefits 
may  be  cut:  PBGC  payments  are  capped  at 
around  $3,600  a  month,  vs.  the  $5,600  or  so 
that  a  highly  paid  employee  with  30  years' 
seniority  might  expect.  "PBGC  insurance  is 
for  the  rank  and  file,  not  the  top  echelons," 
warns  Kevin  Wagner,  retirement-practice  di- 
rector for  Watson  Wyatt  Worldwide. 

If  you're  close  to  retirement  and  fear  for 
your  company's  health,  ask  if  you  can  take 
your  pension  benefits  as  a  lump  sum.  If  your 
employer  offers  that  option,  it  must  pay  you 
the  amount  it  would  need  to  invest  at  cur- 
rent interest  rates  to  fund  your  promised  ben- 
efits. With  today's  low 


The  Basic  Financial 
Statement  is  half  a 
balance  sheet:  It 
gives  figures  for  the 
plan's  assets,  but  it 
may  not  say  what  the 
plan's  obligations  are. 
In  this  third  year  of 
down  markets,  most 
plans  are  reporting 
investment  losses. 
The  Minimum  Fund- 
ing Standards  notes 
whether  independent 
actuaries  think  your 
plan  is  putting  away 
enough  cash  to  meet 
federal  funding  rules. 


rates,  lump-sum  payouts 
are  larger.  But  taking  a 
lump-sum  cashout  means 
you've  got  to  manage 
the  funds,  with  no  guar- 
antee that  you  won't 
outlive  your  money. 

Should  you  worry  if 
your  company  is  facing 
a  funding  gap?  "The 
health  of  your  pension 
basically  depends  on 
the  health  of  your  com- 
pany," says  Martha 
Priddy  Patterson,  di- 
rector of  benefits  policy 
for  accountants  Deloitte 
&  Touche.  If  your  com- 
pany is  sound,  the 
funding  gap  is  a  bigger 


problem  for  sharehold- 
ers— who  will  take  an  earnings  hit  as  funds  are 
replenished — than  for  employees.  And  when 
markets  turn  up  again,  those  gaps  will  narrow. 
Nonetheless,  you'd  be  smart  to  treat  the  short- 
fall as  a  wake-up  call — and  make  sure  your 
traditional  pension  gets  some  old-fashioned 
attention.  ■ 


mftt 

THE  FINE  PRINT 

If  you're  close 
to  retirement 
and  fear  for 
your  company's 
financial  health, 
ask  if  you  can 
take  your 
pension  benefits 
as  a  lump  sum 
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A  Perfect  Time 
To  Buy  Junk? 

Merrill's  guru  sees  lots  of  upside  for  the  next  few  years 


BY  SUSAN 
SCHERREIK 


You've  heard  it  before:  Junk  bonds  are  a  ter- 
rific buy.  Certainly,  it's  hard  to  pass  up 
fixed-income  investments  yielding  13.6%  at 
a  time  when  Treasury  bond  yields  are  the 
skimpiest  in  decades. 
The  tricky  part  is  figuring  out  whether  junk 
bonds — officially  called  "high-yield  securities" — 
are  a  savvy  value  play  or  a  sucker's  trap.  After 
all,  there  are  good  reasons  why  junk  bonds  are 
yielding  10.4  percentage  points  more  than  com- 


Martin  Fridson 

Director  of 

Global  High-Yield  Strategy, 

Merrill  Lynch 

BORN  Sept.  4,  1952,  Highland 

Park,  Mich. 

EDUCATION  BA  in  history,  1974, 
and  MBA,  1976,  both  Harvard 
University. 

FIRST  JOB  ON  WALL  STREET 

Trading  electric  utility  bonds  at 
Mitchell  Hutchins,  1976-77. 


HOW  HE  VETS  POSSIBLE  INVEST- 
MENTS "I  ask  myselt:  'Would  I  do 
this  with  my  own  money?'  If  the 
idea  fails  the  test.  I  know  I'll  just 
embarrass  myself  by  trying  to 
talk  it  up  to  investors." 


FAMILY  Married  to  Elaine  Rochelle 
Sisman,  a  music  professor  at 
Columbia  University;  two  children, 
Arielle  and  Daniel;  and  pet 
poodle,  Bijou 


parable  Treasuries,  the  widest  yield  gap 
since  the  1991  recession:  rising  bankrupt- 
cies, deteriorating  credit,  and  fear  of  a 
double-dip  recession. 

Still,  Martin  Fridson,  chief  high-yield 
strategist  at  Merrill  Lynch,  gives  junk 
the  thumbs  up:  "The  yields  more  than 
compensate  for  the  risk."  Why  listen  to 
Fridson?  Because  he's  usually  right. 

When  jittery  investors  bailed  out  of 
junk  bonds  last  year  in  the  wake  of  Sep- 
tember 11,  Fridson  counseled  his  clients — 
mainly  large  institutional  investors — to 
do  the  opposite.  Those  who  listened  were  re- 
warded: High-yield  bond  prices  surged  6%  in 
the  last  three  months  of  2001. 

The  strategist  subsequently  turned  bearish  in 
April.  His  rationale:  Junk-bond  mutual  funds — 
the  way  most  individuals  invest  in  this  market — 
were  getting  huge  inflows  early  in  the  year,  a 
time  when  few  new  high-yield  securities  were  be- 


ing issued.  The  imbalance,  he  says,  pushed  pric< 
up  to  artificially  high  levels.  Since  then,  jui 
bonds  have  lost  12%  of  their  value.  Anotht 
smart  call:  advising  investors  to  lighten  up  (, 
junk  from  May,  2000,  through  December,  2000, 
period  when  they  lost  4.4%  of  their  value. 

The  cornerstone  of  Fridson's  research  is 
quantitative  valuation  model,  which  takes  i 
such  variables  as  corporate  default  rates,  mont 
supply,  capacity-utilization  rates,  and  the  coi 
sumer  price  index.  Now,  Fridson's  model  suj 
gests  that  junk-bond  yields  are  a  full  percental 
point  higher  than  they  ought  to  be.  That's  \vh. 
makes  the  bonds  a  buy. 

The  50-year-old  Harvard  University  grad  (fc 
earned  a  ba  in  history  and  an  MBA  there)  he 
been  researching  the  junk-bond  market  sine 
the  1980s  heyday  of  Michael  Milken  and  Drex 
Burnham  Lambert — and  doing  a  first-rate  jd 
of  it.  For  nine  years,  Institutional  Investor  hz 
named  Fridson  and  his  team  the  top  high-yiel 
strategists  on  Wall  Street  in  its  poll  of  the  pro: 
Right  out  of  B-school,  Fridson  went  to  wor 
as  a  bond  trader.  In  1980,  h 
joined       Paine  Webber      an 
switched    to   bond    researcl 
Fridson   was    drawn   to   th 
then-new  area  of  high-yield  re 
search  and  pursued  that  at  sey 
eral  other  investment  banks 
In  1989,  he  moved  to  Merri} 
and  assumed  the  post  he  ha 
today.  As  if  the  job  wereffl 
enough  work,  Fridson  also  ha. 
written  five  investment  books 
including  How  to  Be  a  Billion 
aire:  Proven  Strategies  fron 
the  Titans  of  Wealth  ($24.95 
John  Wiley  &  Sons),    and  hi 
light  verse  has  been  publishec 
in  The  New  York  Times  anc 
The  Wall  Street  Journal. 

Fridson's  institutional  client* 
often  dart  in  and  out  of  junt 
bonds,  but  the  strategist  ar- 
gues that  buy-and-hold  investors  will  likely  makf 
money  over  the  next  few  years.  Here's  why:  Ir 
the  boom  years  of  the  late  1990s,  almost  a 
company  could  raise  money  in  the  junk-bo 
market — including  lots  of  startup  telecoms.  As  i 
result,  the  default  rate  for  junk  bonds  soared 
from  2%  in  1998  to  9.6%  recently.  Now,  only  t] 
more  solid  companies  among  high-yield  issue: 
are  able  to  sell  new  debt. 

This  situation  bodes  well  for  the  junk-boi 
market,  says  Fridson.  With  fewer  and  highei 
quality  borrowers,  the  default  rate  is  likely  to 
drop  over  the  next  three  years.  As  default 
wane,  Fridson  figures,  investors  will  likely  view 
the  junk-bond  market  as  a  less  risky  place, 
they'll  bid  up  prices.  Thus,  investors  who  bu; 
junk  bonds  today  stand  to  earn  not  just  do' 
ble-digit  yields  but  also  capital  appreciation. 

Betting  on  junk  bonds  is  no  sure  thing.  B 
listening  to  a  market  pro  like  Fridson  is  o: 
way  to  stack  the  odds  in  your  favor. 
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JEEP  GRAND  CHEROKEE. 
STILL  THE  BEST  INSURANCE  POLICY  OUT  THERE. 


Selec-Trac   4WD        Anti-lock  brake  system        Quadra-Coil'"  multi-link  suspension        Multistage  driver  and  front 
passenger  air  bags*       Supplemental  side  curtain  air  bags*+       Come  hell  or  high  water,  you're  prepared.    |    jeep.com 

ONLY  IN  A 


Jeeps 


Jeep  is  a  registered  trademark  of  DaimlerChrysler.  *Always  use  seat  belts.  Remember,  a  backseat  is  the  safest  place  for  children  12  and  under.  Optional. 
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If  That  Pain  in  Your  Foot 
Won't  Go  Away... 

For  millions  with  plantar  fasciitis,  relief  can  be  elusive 


BY  CAROL  MARIE 
CROPPER 


Glenn  Pfeffer  of  San  Francisco  knows  all 
about  heel  pain — and  not  just  because  he's 
an  orthopedic  surgeon  and  president-elect  of 
the  American  Orthopaedic  Foot  &  Ankle 
Society.  Pfeffer,  49,  himself  suffered  from 
the  condition,  called  plantar  fasciitis,  for  nine 
long  months,  until  his  pain  went  away  for  rea- 
sons he  still  can't  pinpoint. 

He's  one  of  the  lucky  ones.  More  than  3  mil- 
lion Americans  seek  treatment  for  this  malady 
each  year;  perhaps  7  million  more  deal  with  the 
discomfort  on  their  own.  Foot  specialists  say 
they    are    seeing    a 
surge  in  cases  as  baby 
boomers  jog  into  mid- 
dle age.  Some  patients 
develop    small    bony 
growths,   called   heel 
spurs.  But  the  pain  is 
actually  thought  to  be 
caused  by  damage  to 
and    inflammation    of 


Heel  Fire 


The  pain  of  plantar  faciitis  occurs  when  the     I 
tough  band  of  tissue  connecting  the  ^ 

heel  bone  and  the  toes  becomes 
injured  and  inflamed. 


PLANTAR  FASCIA 


PLANTAR  FASCIITIS 


the  plantar  fascia,  a  gristle- 
like connector  that  runs  between  the  heel  and 
toes  and  helps  support  the  arch. 

Runners  and  women  in  their  40s  and  50s  (who 
may  be  balancing  a  bit  more  weight  above  those 
high  heels)  are  especially  vulnerable.  Yet  anyone 
who  spends  a  lot  of  time  on  his  or  her  feet,  walks 
or  runs  on  hard  surfaces,  has  put  on  extra  pounds, 
or  has  tight  a-hilles  tendons  might  get  up  one 
morning  to  feel  an  excruciating  jab  in  their  heel. 

The  worst  chronic  cases  have  been  treated 
with  surgery  to  snip  part  of  the  fascia  to  loosen 
it.  A  new  treatment — available  in  the  U.S.  for 


about  two  years — uses  shock  (or  sound)  wav 
break  up  scar  tissue  in  hopes  of  encouragin 
creased  bloodflow  and,  ultimately,  repair, 
this  therapy  just  came  under  attack  afte 
Australian  study,  published  in  the  Jourru 
the  American  Medical  Assn.  (jama),  said  i 
fered  no  benefit  over  a  placebo. 

Two  companies  have  won  Food 
&  Drug  Administration  ap- 
proval for  their  shock-wave 
treatment  machines:  Health 
Tronics  Surgical  Services 
(maker  of  the  OssaTron) 
and    Dornier    MedTech 
(which  makes  the  Epos 
Ultra).  Both  say  the  Aus- 
tralian study  is  flawed  be 
cause  it  did  not  focus  on  the 
chronic  sufferers  their  treat- 
ment is  designed  to  help,  that   SHOCK  WAI 
the  shock-wave  energy  levels  HealthTronii 
were  set  too  low,  and  that  the   OssaTron  ai 
control  group  received  shock-  to  encourag^ 
wave  treatment  too,  just  at  a  circulation 
lower  level. 

For  most  sufferers,  simple,  inexpen) 
home  remedies  may  be  enough.  Stn 
ing  exercises  to  loosen  the  Achilles 
don — and  so  put  less  tension  on  the  fas 
is  a  good  start.  You  could  also  try  insert 
pair  of  soft,  over-the-counter  heel  cuj 
both  shoes;  taking  anti-inflammatory  d: 
naproxen  or  ibuprofen;  cutting  back  on  poi 
ing  exercises;  and  applying  cold  compresse 
the  inflamed  foot. 

Recalcitrant  cases  can  linger  for  months,  c 
years.  About  1%  of  those  with  this  probl 
er  get  better,  Dr.  Pfeffer  says,  and  5%  r< 
surgery.  The  doctor  had  tried  all  the  home 
ods — even  wearing  a  removable  cast  on  hi 
for  three  weeks — and  was  on  the  verge  of 
in  for  painful  cortisone  shots  in  his  heel, 
took  a  quiet  vacation  and  returned  to  real 
pain  had  vanished. 

Kristine  Clarkson  is  still  waiting  for 

moment.    The    44-year-old    Eureka    (C 

woman  twisted  her  left  ankle  on  Valen 

Day,  1999.  She  thought  she  had  a  simple 

Eight  months  later,  both  heels  began  h 

whenever  she  walked  a  block  or  stood  an 

Three  years  later,  after  trying  stretching, 

cups,  anti-inflammatory  drugs,  sleeping 

night  splint,  physical  therapy,  cortisone  s 

and  surgery  to  remove  a  heel  spur  and 

part  of  the  taut  fascia  in  her  left  foot,  Clarl 

no  better.  Her  final  hope,  she  says,  is  the 

wave  treatment. 

In  the  end,  it  will  be  the  patients  who  del 
mine  whether  shock  waves  can  substitute 
last-resort  surgery  that  can  mean  weeks  u 
cast  and  residual  pain  for  up  to  a  year.  In  Cla 
son's  case,  her  insurance  recently  agreed  to  c 
er  the  treatment,  which  typically  runs  $3,00C 
$5,000.  (About  half  of  insurers  do.)  So  she's  go 
to  give  it  a  try.  The  alternative  could  be  a  I 
time  of  pain. 
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Here,  you'll  earn 


the  MBA  of  your  choice 


Believe  us,  you9 11  earn  it. 
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You  already  know  what  it's  like  to  really  push  yourself. 
Or  do  you?  By  design  our  MS«MBA  is  a  whole  new  breed 
and  level  of  MBA— a  superior  21-month  dual-degree 
program  unlike  any  other.  It  commands  an  exhausting 
pace  and  level  of  intellectual  intensity  that's  earned 
national  recognition  as  an  innovative,  leading  business 
program.  In  less  than  two  years  you  will  complete  an  MBA  in 
one  of  over  a  dozen  specialized  disciplines  along  with  a 
challenging  MS  in  Information  Systems.  Just  imagine  what 
that  advantage  can  earn  you.  Learn  about  the  MS»MBA 
and  our  other  programs  of  choice.  Call  617-353-2670  or 
visit  us  online  at  http://management.bu.edu. 


Information  sessions:  Thur.  Nov.  14,  and  Thur.  Dec.  12,  2002, 
6-8:30  p.m.at  S95  Commonwealth  Avenue,  Boston,  RSVP  617-353-2670 
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Handcrafted  Hooch 
For  Highbrows 

Tiny  distilleries  tap  the  gourmet  market 


FRUITFUL  LABOR:  Chatey  make 
brandy  at  Westford  Hill 


BY  GERRY 
KHERMOUCH 


He  likens  his  drab  labels  to  brown 
paper  towels  and  admits  that  cus- 
tomers deride  his  cheap  plastic 
caps  as  cheesy.  But  for  three 
years  now,  Burt  Butler  "Tito" 
Beveridge  II  hasn't  been  able  to 
keep  up  with  demand  for  Tito's  Hand- 
made Vodka,  which  he  produces  in  an  Austin 
(Tex.)  still  that  is  cobbled  together  from  indus- 
trial parts  paid  for  by  more  than  $50,000  in  cred- 
it-card loans. 

The  attraction?  A  purity  and  smoothness  that 
comes  from  distilling  the  liquor  six  times.  "We 
throw  away  a  lot  of  good  vodka,"  says  Bev- 
eridge, a  former  geophysicist  who  used  to  run 


helicopter  loads  of  seismic  dyna, 
in  South  America.  His  generic- 
ing  750-milliliter  bottles,  at  $18, 
won  loyal  drinkers  in  20  states. 
amazing  stuff,  with  a  cult  folio 
here,"  reports  Tony  Abou-Ga 
beverage  specialist  at  Las  V< 
Bellagio  Resort  &  Casino. 

Multiply  Tito  by  a  few  dozen 
minded  entrepreneurs,  and  yoi; 
a  quiet  boom  in  handcrafted  liq 
(table,  page  60).  In  a  pattern 
recalls  an  earlier  blossoming  of 
wines  and  microbrews,  orchard 
erators  from  Oregon  to  Michi 
New  England  are  producing  <J| 
fruit-flavored  brandies  called 
de-vie,  mastering  a  European  ti| 
tion  as  a  way  to  garner  more 
from   their   crops.    Distilling 
proved  a  logical  extension  for  \ 
ners,  who  often  created  their 
eau-de-vie  for  use  as  an  ingr 
in  fortified  wine.  Even  some 
brewers  have  been  making  the  t 
sition,   taking   a   cue   from   I 
Maytag,  the   appliance   heir 
revived    San   Francisco's   An 
Steam  Beer  before  turning 
tention    to    distilling    single- 
hiskeys,  ryes,  and  gins. 

Then     there     are 
dogged  amateurs  like 
eridge,  who  started 
ing  vodka  as  Christmas  p: 
for  friends,  and  Jim  Busu 
high-school  teacher  in  Souti 
California  who  has  hung  onto 
day  job  while  building  a  buzz 
Saint  James  Royale  Hawaiian  (J 
inal  Pineapple  Rum  and  Peregj ' 
Rock  California  Pure  Single 
Whisky.  Many  of  these  newcoi 
model  themselves  on  a  handft 
artisans  who  started  crafting  lie 
in  small  batches  on  the  West  Cj 
the   1980s.  Among  them 


bin 


> 

it! 


George  Spirits  in  Alameda,  Ca 
Germain-Robin  in  Ukiah,  Ca 
and  Clear  Creek  Distillery  in  R 
land,  Ore.  Bill  Owens,  publia 
of  American  Distiller  newsle 
figures  there  are  now  close  trf 
active  pot-stills,  the  type  of 
used  by  most  microdisti 
with  lots  more  on  the  w; 
Small  distillers  are  convinced  there  is  a 
ket — albeit  a  tiny  one — for  distinctive,  h; 
crafted  alternatives  to  mass-marketed  sp: 
Eaux-de-vie,  for  example,  are  dry  and  inte 
flavor — distillers  may  use  30  pounds  of  frui 
produce  a  750-milliliter  bottle  of  80-proof  b: 
They  offer  a  sophisticated  alternative  to 
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Now  there's  an  easy  and  luxurious  way  to  earn  miles.  Introducing  airline  miles  from  Omni  Hotels.  Stay  at  one  of  our  40 
jxurious  locations  on  your  next  business  trip,  and  you  may  earn  500  miles  with  either  American  Airlines'1  or  Delta  Air  Lines 
ath  each  qualified  stay.  Just  give  us  your  travel  awards  program  number  when  you  make  your  reservation.  It's  that  easy! 
^nd  as  an  added  bonus,  we'll  double  your  miles  when  your  stay  occurs  between  September  1  and  October  3I ,  2002  —  that's 
,000  miles  per  qualified  stay. 

To  earn  miles  even  easier,  sign  up  to  become  an  Omni  Hotels  Select  Guest.  Just  provide  us  with  your  A*AdvantageK 
r  Delta  SkyMiles  number  when  you  sign  up,  and  you'll  automatically  receive  miles  on  future  qualified  stays.  You'll  also 
njoy  personalized  service  and  amenities  like  complimentary  morning  beverage  and  newspaper  of  your  choice,  room 
ipgrades  and  late  check-out.  Now  that  makes  staying  with  Omni  Hotels  twice  as  rewarding. 

Call  your  professional  travel  consultant,  I-800-THE-OMNI 
or  visit  omnihotels.com  for  reservations  at  one  of  our  40  locations. 


Omni®  Hotels' 

An   ideal  world.   If  only  for  a  night. 


©  Omni  Hotels  2002  Guest*  must  pay  a  qualifying  rate  on  at  least  one  night  of  stay,  and  will  receive  double  miles  when  arrival  is  between  Sept.  i.  2002 
and  Oct.  3I,  2002  Omni  Hotels  assumes  no  liability  for  changes  or  discontinuation  of  travel  rewards  programs  by  airline  partners,  but  reserves  the  right 
to  change  or  discontinue  the  program  at  any  time.  Please  allow  6-8  weeks  after  hotel  stay  for  mileage  postings  to  occur.  For  complete  rules,  please  visit 
omnihotels.com.  American  Airlines  reserves  the  right  to  change  the  AAdvantage  program  at  any  lime  without  notice.  American  Airlines  is  not  responsible 
for  products  or  services  offered  by  other  participating  companies.  For  complete  details  about  the  AAdvantage  program,  visii  www.aa.com. 
Airlines  and  AAdvantage  are  marks  of  American  Airlines.    Inc.   All   Delta  SkvMiles  program   rules  and  conditions  apply 


Ame 


/^Advantage 


A  Delta 

SkyMiles 


=& 


BusinessWeek  Lifestyle 


Blithe  Spirits 

Here  are  some  micro- 
distilleries  worth  checking 
out,  including  established 
operations  and  upstarts. 


CLEAR  CREEK  DISTILLERY 

Portland.  Ore. 
clearcreekdistillery.com 
Eau  de  Vie  de  Poire  Williams 
$80  per  750-ml  bottle  (with  pear 
in  the  bottle) 
Eau  de  Vie  de  Pomme 
(8-year-old  apple  brandy) 
$35  per  750-ml  bottle 

FIFTH  GENERATION 

Austin,  Tex. 
titos-vodka.com 
Tito's  Handmade  Vodka 

$18  per  750-ml  bottle 

GERMAIN-ROBIN 

Ukiah,  Calif. 
germain-robin.com 
Select  Barrel  XO  Brandy 

$105  per  750-ml  bottle 

ST.  GEORGE  SPIRITS 

Alameda.  Calif. 
stgeorgespirits.com 
Williams  Pear  Eau  de  Vie 
$18.50  per  375-ml  bottle  ($55 
with  pear  in  handblown  bottle) 

SAINT  JAMES  SPIRITS 

Irwindale,  Calif. 
saintjamesspirits.com 
Saint  James  Royale  Hawaiian 
Pineapple  Rum 
$18.50  per  375-ml  bottle 
Peregrine  Rock  California  Pure 
Malt  Whisky 
$24  per  375-ml  bottle 

WESTFORD  HILL  DISTILLERS 

Ashford,  Conn. 

westfordhill.com 

Pear  William 

$17  per  200-ml  bottle 

Framboise  (raspberry) 

$25  per  200-ml  bottle 


sticky,  sweet,  colored  cordials  many 
U.S.  consumers  associate  with  fruit 
brandies.  "It's  a  natural  move  for 
people  who  have  been  drinking  top- 
shelf  vodkas  and  tequilas,"  says 
Donald  Coe,  managing  partner  of 
Black  Star  Farms,  an  orchard  in 
Suttons  Bay,  Mich. 

A  good  eau-de-vie  is  best  drunk 
chilled  and  neat  or  used  as  a  cre- 
ative element  of  a  cocktail.  Eau- 
de-vie  is  also  increasingly  a  key 
cooking  ingredient,  both  in  main 
courses  and  desserts.  "Chefs 
oftentimes  are  my  biggest  cru- 
saders when  I  call  on  restau- 
rants,"    says     Margaret 
Chatey  of  Westford   Hill 
Distillery  in  Ashford,  Conn. 
Over  the  past  three  years, 
the  former  marketing  exec 
has  made  a  mark  with  fruit 
brandies      packed      in 
elegant,  oval-bottomed 
bottles.  Saveur,  a  mag- 
azine for  gourmets,  her- 
alded her  "clean,  glori- 
ously intense"  raspberry, 
cherry,  and  William  pear 
brandies        as        among 
this    country's    100    food 
treasures. 

The  boom  goes  beyond 
eau-de-vie  and  other  fruit- 
based  drinks  such  as  grappa, 
made  from  wine-grape  pulp.  Artisans  are 
also  going  into  vodka,  gin  and  rum,  as  well 
as  whiskeys.  Many  are  crafting  classic 
styles  at  higher  quality  than  mass  brands, 
while  others  are  giving  their  inventiveness 
free  rein.  Thus,  after  years  of  experiment- 
ing with  high-strength  beers,  Dogfish  Head 
Brewing  in  Lewes,  Del.,  has  plunged  into 
spirits  with  entries  such  as  Wit  Spiced 
Rhum,  patterned  after  Belgian  wheat  ales 
flavored  with  coriander. 

While  some  products,  such  as  Tito's  Vod- 
ka, are  being  distributed  more  widely  to 
restaurants  and  liquor  stores  in  major  cities, 
others  can  be  obtained  only  by  mail  order 
or  online,  or  just  at  the  place  of  production. 
Of  course,  that's  part  of  their  charm.  Paying 
a  visit  to  a  producer  can  make  for  a  pictur- 
esque, and  flavorful,  excursion. 

Take  Black  Star  Farms,  a  former  horse 
farm  north  of  vacation  resort  Traverse  City 
on  Michigan's  Leelanau  Peninsula,  a  major 
cherry-growing  area.  Coe  led  an  investor 
group  that  acquired  Black  Star  after  he  re- 
tired from  spirits  giant  Hiram  Walker  in 
1998.  His  hasn't  been  a  quiet  retirement: 
Coe  quickly  acquired  an  adjacent  orchard, 
started  a  winery  and  then  the  distillery, 
converted  the  farm's  estate  house  into  an 
eight-room  bed  and  breakfast,  and  talked  a 
pair  of  local  cheesemakers  into  moving  into 


a  creamery  set  up  on  the  160- 
acre  site.  He  offers  a  Spirit 

of  Cherry  brandy,  along  with 

brandies  made  from  pears, 

apples,  apricots,  and  plums. 

Another  producer  worth  "  ~— 
checking  out  is  Nashoba  Valley  Winery 
on  55  acres  of  rolling  hills  northwe* 
Boston.  There,  a  former  real  estate  a 
ney,  Richard  Pelletier,  snatched  a  fa 
orchard  from  under  the  noses  of  housingl— 
velopers  to  create  a  humming  agricultural 
clave.  He  reopened  the  farm's  winery,  addi 
gourmet  restaurant  and  a  brewery,  and  says: 
drawing  more  than  150,000  visitors  annually 
fruit-picking,  dining,  and  wreddings.  Come  No 
he  will  have  a  distilling  license.  First  out:  Ft 
Bog  cranberry*  brandy,  previously  available 
as  an  ingredient  in  his  48-proof  Foggy  Bog 
tified  wine. 

Far  from  resenting  the  intrusion  of  such 
comers,   pioneers   such   as   Steve   McCar 
founder  of  Clear  Creek,  view  them  as  help 
educate  American  palates.  Nor  are  the 
ans  remaining  idle  themselves.  Some  are  brai 
ing   out   from   eaux-de-vie   and   cognac-still 
brandies  into  the  far  larger  market  for  vodka 
whiskey.  St.  George  Spirits  and  Germain-Re 
have  teamed  up  to  create  a  $36  vodka  ca 
Hangar  One  (named  for  the  still's  locatiot 
the  former  Alameda  Naval  Air  Station  in  C 
fornia)  in  such  flavors  as  citron,  mandarin  b 
som,  and  kaffir  lime.  Another  brandy  pion 
Domaine  Charbay  Winery  &  Distillery  in  Uk 
Calif.,  has  launched  Charbay  Vodka  in  key  li 
Meyer  lemon,  and  blood-orange  flavors. 

Where  is  this  all  heading?  Given  the  punf 
ing  economics  of  the  business,  with  its  h 
costs  and  clogged  distribution  channels,  some 
dependent  distillers  will  inevitably  fail.  The 
side,  though,  is  the  emergence  in  Amel 
of  what  has  been  a  rewarding  traditioi 
Europe. 
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HE   NAVITIMER 

1952,  just  as  civil  aviation  was  starting  to  take  off,  Breitling 
ated  the  first  wristwatch  equipped  with  a  circular  slide  rule  able  to 
idle  all  calculations  required  for  airborne  navigation.  The  Navitimer 
ckly  proved  a  firm  favorite  with  pilots  and  aviation  enthusiasts, 
rting  to  represent  the  very  symbol  of  BRErruNG,  its  innovative  spirit 
i  its  vocation  to  create  instruments  for  professionals. 

TO  Q  3  y ,  the  Navitimer  has  become  a  legend 
its  own  time,  finding  its  place  on  the  wrist  of  all  those  in  quest  of 
(dsion  and  performance.  Around  the  world,  it  continues  to  appeal  to 
and  women  seeking  authentic  objects...  such  as  the  special  series 
ued  by  Breitling  to  celebrate  the  50  years  of  flight  of  this  mythical 
Kiel. 


BREITLING 


INSTRUMENTS     FOR      PROFESSIONALS 


BusinessWeek  Investor 


CREATING  A 

NEW  GIRLS'  NETWORK 

Kay  Koplovitz,  founder  of  USA  Networks, 
wants  women  to  have  equal  access  to  ven- 
ture capital  because  she  didn't.  Nina 
McLemore,  founder  of  Liz  Claiborne  Accessories, 
hopes  to  help  the  next  generation  of  business- 
women avoid  being  passed  over  for  a  well-de- 
served promotion,  as  she  was  in  1980.  Heidi 
Miller,  chief  financial  officer  of  Bank  One,  is  frus- 
trated that  30  years  after  women  hit  the  work- 
place in  droves,  so  few  are  in  executive  suites. 
Ann  Kaplan,  one  of  the  first  female  partners  at 
Goldman  Sachs,  is  tired  of  seeing  thousands  of  fi- 
nancially illiterate  women  and  believes  they  will 
never  achieve  economic  parity  with  men  unless 
that  changes. 

Although  each  woman's  motivation  is  different, 
the  difficulties  of  often  being  a  company's  only 
senior  female  executive  binds  them  together.  To 
that  end,  this  growing  cadre  of  influential  women 
is  working  to  create  and  connect  women  into  a 
new  girls'  network.  "If  successful  women  don't 
try  to  create  an  open  path  for  other  women, 
who  will?"  asks  McLemore,  who  runs  an  equity 
fund  and  is  vice-chair  of  the  nonprofit  Center 
for  Women's  Business  Research  in  Washington. 
Most  of  these  women  you've  probably  never 
heard  of  (table).  They  give  their  time  through 


BY  TODDI  GUTNER 

hers@businessweek.com 


Power-Building  Women 


NAM& 'LAST CORPORATE  JOB/ 
CONTRIBUTION 

Denise  Brousseau 
V-P,  Motorola 
Co-founded  Forum  for 
Women  Entrepreneurs 
(fwe.org)  to  help  high- 
tech  ventures. 

Connie  Duckworth 

Partner,  Goldman  Sachs 
Chairperson  of  presti- 
gious C200  (200.org), 
which  provides  MBA 
scholarships,  creates 
mentoring  programs. 

Myra  Hart 

Co-founder,  Staples  De- 
velops Harvard  Business 
School  case  studies  in- 
volving women  managers. 

Ann  Kaplan 

Advisory  director,  Gor- 
man Sac/?s*  Instrumental 
in  grooming  women  for 
Goldman  partnerships. 


Funded  a  financial  litera- 
cy program  at  Smith  Col- 
lege. 

Kay  Koplovitz 

Founder,  USA  Networks 
Developed  Springboard 
(www.springboardenter- 
prises.org),  a  venture- 
capital  forum  for  women 
entrepreneurs. 

Laura  Liswood 

Director,  Goldman  Sachs* 
Co-founded  Council  of 
Women  World  Leaders 
(womenworldleaders.org) 
a  network  of  current  and 
former  heads  of  state 
and  government. 

Nina  McLemore 

Founder,  Liz  Claiborne 
Accessories 
Vice-chair,  Center  for 
Women's  Business  Re- 
search (nfwbo.org). 


Heidi  Miller 

CFO,  Bank  One  * 
In  2002,  co-founded  Na- 
tional Women's  Leader- 
ship Summit. 

Catherine  Muther 

VP  Marketing,  Cisco 
Formed  Three  Guineas 
Fund  (3gf.org)  to  create 
economic  opportunities 
for  women  and  girls. 

Andrea  Silbert 

Analyst,  Morgan  Stanley 
CEO,  the  nonprofit  Center 
for  Women  &  Enterprise, 
(cweboston.org). 

Marie  Wilson 

President  of  The  White 
House  Project  (thewhite- 
houseproject.org),  which 
fosters  women  in  leader- 
ship roles. 

*Current 


HARVARD'S 

Changing  the 
way  female  exe«j 
are  viewed 


mentoring  programs,  among 
others.  They've  also  helped 
raise  $2.5  billion  in  venture 
capital  for  women-owned 
businesses  and  other  proj- 
ects. For  example,  Koplovitz  created  Sprirj 
board  Enterprises,  a  venture-capital  forum 
has  raised  more  than  $750  million.  Deni 
Brousseau,  formerly  a  Motorola  vice-preside^ 
co-founded  the  Forum  for  Women  Entrepr 
neurs,  which  has  directed  more  than  $1.1 
to  women's  high-tech  ventures. 

The  very  roadblocks  these  women  experienc 
may  have  given  them  the  incentive  to  start 
works.  If  they  were  CEOs,  like  Carly  Fiorina  I 
Hewlett-Packard,  they  might  not  have  been  afcl 
to  champion  women  in  the  same  way.  That's  tlf 
theory  of  Kathleen  Hall  Jamieson,  director 
the  Annenberg  Public  Policy  Center  at  the  Ur| 
versity  of  Pennsylvania,  and  author  of  Beyc 
the  Double  Bind:  Women  and  Leadership 
University  Press;  $17.95).  As  ceo  of  a  pubt 
company,  a  woman  can't  be  seen  as  favoring 
gender  or  she'll  be  vulnerable  to  criticism  tr 
she  places  gender  concerns  above  productive 

Consequently,  the  construction  of  a  far-reacr 
women's  network  is  left  to  those  who  aren't  hig 
profile  ceos.  Take  Myra  Hart,  a  professor  at  Ha 
vard  Business  School  and  co-founder  of  Staple 
She  has  created  65  Harvard  B-school  case  studi<| 
involving  women  managers,  with  another  2( 
the  works.  The  cases  are  distributed  to  more  tr 
300  business  schools,  reaching  more  than  400,000 1| 
the  coming  crop  of  mbas.  "These  case  studies  ail 
helping  to  change  the  perception  of  women  [lea«j 
ers]  in  the  workplace,"  says  Hart,  who 
her  PhD  in  business  from  Harvard  after  raisi 
three  children.  She  understands  such  perception! 
Thank  goodness  she's  not  alone.  I 


BusinessWeek  online 


To  join  a  discussion  in  our  forum,  see  hers.online  at 
www.businessweek.com/investor/ 
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www.swissre.com 


Opportunity  is  everywhere.  You  just  need  to  know  where  to  look.  The  ability  to  approach  challenges  from  a  fresh 
perspective,  combined  with  a  little  imagination,  can  often  reveal  untapped  investment  opportunities  where  others  see 
only  uncertainty.  As  one  of  the  world's  foremost  managers  of  capital  and  risk,  we  are  constantly  searching  for  solutions 
that  lie  beyond  the  obvious.  With  financial  and  intellectual  reservoirs  of  great  depth  and  breadth  to  draw  from,  we  com- 


bine insight,  knowledge  and  original  thinking  to  create  new  opportunities.  We  do  it  for  ourselves.  We  can  do  it  for  you. 


Solutions  beyond  the  obvious.         Swiss  Re 
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Mixing  Business  with  Pleasure  by  Lincoln 
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ACROSS 

1.  Risk-limiting  action 

6.  Like  some  sells  or  money 

10.  Suit  and  tie,  for  example 

14.  Sharon  of  Israel 

15.  Spicy  cuisine 

16.  Environmental  science:  Abbr. 

17.  Contractual  details,  so  to  speak 

19.  Final  Four  organization:  Abbr. 

20.  Broadway  producer  Prince 

21.  Gerstner's  title 

22.  Philanthropic  family 
24.  Industrious  insects 

26.  How  some  bank  funds  are  held 


27.  "The  emperor's  new, visible 

clothes"  (see  page  at  right) 

30.  Spanish  woman:  Abbr. 

32.  Author  Rand 

33.  Beethoven  symphony 
35.  Enthralled 

37.  Brown  shade 

40.  Exam  for  a  would-be 
attorney:  Abbr. 

41.  Take,  as  advice 

43.  Wholesale  quantify 

44.  Young  fellow 

45.  Visibility  problem 

46.  Tap,  as  for  advice 

48.  Justice  Department  agency 


50.  Naval  bigwig:  Abbr. 

52.  ' nickel  interior" 

(see  page  at  right) 

53.  Relocation  expert 
56.  Designer  Cassini 

58.  Part  of  RAM 

59.  _  Lanka 

60.  Fannie 

63.  Evidence  of  a  debt 

64.  E-mail  adjunct 

68.  Boor 

69.  Part  of  a  ship 

70.  CIGNA  rival 

7 1.  Word  on  a  towel 

72.  Poker  ritual 

73.  NICK  product 


DOWN 

1.  Breakfast  food 

2.  Writer  Bombeck 

3.  Colgate-Palmolive  compe 

4.  Type  of  toothpaste 

5.  Building  wing 

6.  Architectural  concern 

7.  Cinergy's  headquarters 

8.  Computer  cooler 

9.  Powerful  industrialist 

10.  Upper  class 

1L  Books  balancer 
12.  Crowd  sounds 

13. furnace 

18.  Piece  of  the  action:  Abbr. 

23.  Male  deer 

24.  Landed 

25.  Bloomberg's  domain:  Abl 

26.  "Othello"  villain 
27  Plummeted 

28. Major  (Big  Dipper) 

29.  Airline's  occupancy  rate 
31  DidanS&Pjob 
34.  Like  some  bonds 
36.  It's  south  of  Detroit:  Ab 

38.  Italian  wine  region 

39.  Lighting  gas 

42.  Powerful  industrialist 

43.  Rugged  rock 
45.  Web  page  visits 
47.  Take  off  the  shelf 

49.  Runs  off  the  edges,  as  an  at 
51  Personnel  Department  cone 

53.  Dressing  flavor 

54.  French  school 

55.  Daiwa  Bank's  home 
57.  Driver's  ID:  Abbr. 

59.  Proofreader's  mark 

60.  Distribute,  with  "out" 
6L  Designer  Klein 

62.  And  others:  Abbr. 

65.  Top  of  some  scales 

66.  Holds 

67.  Like  some  deadlines 


For  answers  to  this  puzzle: 

Turn  to  page  171  in  this  week's  issue  of  BusinessWeek  or  visit  Mixing  Business  with  Pleasure  by  Lincoln  on 

\v\\  Av.businessweek.com/adsections 

Puzzle  created  by:  Stanley  Newman. 


LINCOLN 

Lincoln.com 


The  all-new  2003  Lincoln  Navigator.   First  we  graced  it  with  modern  features, 
then  we  graced  it  with  modern  design.  There  are  those  who  travel.  And  those  who  travel  well. 
For  more  information  or  to  schedule  a  test  drive,  visit  Lincoln.com  or  call  800  688-8898. 
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The  Barker  Portfolio 


SHOULD  GE  BE  ON 
YOUR  SHOPPING  LIST? 


BY  ROBERT  BARKER 

rb@businessweek.com 

With  its 

dividend  yield  up 
and  its  p-e  down, 
GE  looks 
tempting. 
But  its  returns 
aren't  likely 
to  be  anything 
special 


GE  BLUES 

CLOSING  PRICE 


15 

Q" ""' """" 

DEC.  28, '01    OCT.  7, '02 
Data:  Standard  &  Poor's  Comstock 


comparing  price-sales  ratios  offers  a  couple 
vantages:  First,  it  exacts  a  kind  of  rough  ji 
just  the  sort  the  market  has  been  metinj 
lately.  Second,  by  focusing  on  sales,  it  side 
concerns  over  the  quality  of  ge's  earnings, 
have  been  buoyed  by  such  nonoperating 
as  pension  income  and  investment  gains. 

There  are  no  gods.  There  are  no  kings.  There  In  any  case,  the  result  is  far  from  bu 

are  no  heroes  on  Wall  Street.  There  only  (table).  Even  after  erring  on  the  high  side! 
are  stocks,  which  go  up  and  down — mostly  consistently  using  the  more  generous  of  ton 
down  lately,  a  fact  General  Electric's  2.2  million  three  rival  companies'  multiples,  I  found  thl 
individual  investors  can't  escape.  Even  after  Jack  tal  of  these  estimated  values  came  to  about  :| 
Welch  retired  as  ceo  of  GE  last  year,  many  kept  share.  Next  to  its  rivals,  GE  today  appes 
faith  with  ge  shares.  After  all,  they  had  seemed  ther  much  too  cheap  nor  way  too  expensi*| 
for  so  long  to  be  guided  by  a  higher  power.  Yet  Next,  I  came  at  ge  from  a  second  dire 

with  GE  lately  dipping  below  $23  a  share  (chart),      Suppose  an  investor  wanted  an  average 
from  above  $60  in  little  more  than  two  years,  GE      total  return  of  10%  on  an  investment  in  GE ' 
has  sunk  even  farther  than  the  blue-chip  indexes,      the  next  three  years.  How  fast  must  ge's 

In  fact,  with  a  dividend  yield  near  3%,  ge  to-      and  dividends  grow?  What  earnings  multi; 
day  on     the   ^^^^^HfW^^HPV^V^^^HVV^^^^^^^m  needed? 

threshold     of     the  B'/lnTnTllni  I alril^ I VI ifrinW  GEs  current 

kennel  that  holds  the   I  ^^j^y^ll^J^lllJ^Jj  |  dend  yield  of 

10   highest-yielding  estimated  3%  gives  the  st 

stocks  in  the  Dow  %mim  RmHm      ™g«jB      ES™JTEED  nice  head  sta 

Jones  industrial  av- though    growtl 

erage,  the  so-called  AIRCRAR  ENGINES  $10,937  1.0  $10,937  the     dividend 

"Dogs  of  the  Dow."      COMMERCIAL  FINANCE  14,736  3.0  44,208       year  slowed  to  ™ 

(The      stocks      are  CONSUMER  FINANCE  9,576 12 21067'  from    17%>    as 

down  so  much  that  ■•^iT:^»«r~'.".'«^; "Z7ZZ «~n r","r«"  that  rate  level 

the  dividend  yields  C.0NSU1RPR0DUCTS 8:584 °:6 ^50.  at  12%  for  the 

are  high.)  Once  won-  EQUIPMENT  MANAGEMENT        4,329  4.4  19,048  three  years, 

derment   over   that  INDUSTRIAL  PRODUCTS  too>   tnat   inv« 

plain   fact   fades,   a  AND  SYSTEMS  9,085  0.8  7,268  keep    giving 

question       arises:  JNSUWNCE 22754 2.6  59,160  pnce-earnings 

Could  a  thinking  in-  -•--■  pie  of  15  as  th» 

vestor      now      buy  MERIALS .6:.88i lA M1?..  now.  In  this 

stock  in  GE?  NBC  6,572  3.1  20,373  an  investor  to 

This  will  be  puz-  P0WER  systems 22  606 0.4 9,042  10%  annual  aV( 

zling  plenty  of  in-  jFrHNiPAi  PRnniiPK return,  ge's  net  1 

yestors  between  Oct.  Jg,lg{}cg00UC1S  9,149  2.0  18,298  *??*«** 

11,  when  GE  is  set  to  • : That,  it  turns 


MISCELLANEOUS 


TOTALS 


GE'S  RECENT 
MARKET  VALUE 


Operating  data  for  four  quarters  ended  June  30;  in  millions,  except  per-share  figures 
Data:  Company  reports,  Standard  &  Poor's,  BusinessWeek  estimates 


report  its  third-quar- 
ter results,  and  early 
December.  Then,  it 
is  expected  to  issue 
its  2003  forecast  and 
will  probably  indi- 
cate its  dividend  pol- 
icy for  the  year 
ahead.  To  hazard  an  answer,  I  decided  to  try  a 
couple  of  different  approaches. 

First,  I  compared  the  stock  market  valuations 
of  rivals  in  each  of  ge's  11  operating  segments. 
For  example,  for  ge's  consumer-products  seg- 
ment, which  comprises  its  appliance  and  lighting 
units,  I  checked  the  current  price-to-sales  ratios 
for  Whirlpool,  Maytag,  and  Philips  Electronics. 
For  NBC,  I  looked  at  Viacom,  owner  of  CBS,  plus 
abc's  parent,  Walt  Disney.  And  so  on. 

This  is  a  crude  process,  true.  No  company's 
products  and  prospects  are  exactly  comparable 
with  those  in  any  ge  segment.  Nor,  since  profit 
margins  differ,  is  a  dollar  of  revenue  at  GE  nec- 
essarily equal  to  a  dollar  of  revenue  at  Siemens 
or  DuPont.  This  method  also  fails  to  account  for 
the  edge  ge  gets  from  its  AAA  credit  rating.  Yet 


1,963 


2.0 


3,867 


127,178 


229,437 
or  $23.06/share 


228,353 
or  $22.95/share 


Wall  Street's 
sus  forecast  for 
2003  profit  gro 
This  scenari 
more  bullish  o: 
is    surely    posi 
Just  the  same 
worth  questio 
the  market  would  keep  paying  15  times  e 
for  6%  growth.  For  that  matter,  would  GE 
raising  its  dividend  12%  annually  as  profits  : 
just  6%?  Adjust  the  dividend  growth  assumj 
to  8%  and  the  p-e  ratio  to  12,  and  GE  loo! 
cidedly  less  appealing.  At  that,  its  annual  av 
total  return  would  be  less  than  3%. 

The  numbers  can  be  played  with  in  all 
of  ways.  Yet  to  me,  their  message  is  p 
clear:  ge's  fall  from  grace  is  history.  Wh; 
ahead  is  a  long  and  steep  road,  crowded 
many  other  all-too-common  stocks. 
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Defining  Business 

Culture 


■•- 


, 


"At  General  Motors,  we  believe  working  together  as  one  team 
is  paramount  to  success.  Whether  we  are  employing  our 
talent  and  expertise  from  around  the  world,  or  taking 
advantage  of  our  global  sales  network,  or  leveraging 
our  size  to  create  economies  of  scale,  the  people  of 
GM  operate  as  a  single  entity  that  is  obsessed  with 
satisfying  our  customers.  In  the  educational  arena, 
Duke  University's  business  school  fosters  a  sense 
of  community  among  its  students  because  it 
recognizes  the  strength  of  shared  goals.  In  a  world 
that  is  growing,  yet  acting  smaller  every  day,  having 
a  community  of  employees  with  shared  goals  - 
and  shared  success  -  makes  all  the  difference." 


#  s  /r 

President  and  Chief  Executive  Officer 
General  Motors  Corporation 


At  Duke  University's  Fuqua  School  of  Business, 
community  is  part  of  the  culture.  Team  Fuqua  drives  the 
collaborative  quest  for  excellence  whether  we  are  on  our 
main  campus  in  North  Carolina,  in  our  classrooms  in  Germany, 
or  anywhere  around  the  world.The  Fuqua  School  of  Business. 
Where  tomorrow's  leaders  are  being  taught  today. 


To  learn  more  about  the  Fuqua  community, 
please  visit  our  web  site. 

w.  fuqua.  duke.edu/info/bwr 


DUKE 


THE  FUQUA 

SCHOOL 

OF  BUSINESS 


We  Educate 


Thoughtful  Business  Leaders 
-"'  Worldwide 
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Inside  Wall  Street 


BY  GENE  G.  MARCIAL 

A  coming  boom  in 
farm  gear  could 
put  AGCO  in  clover. 
Weight  Watchers 
also  lives  well  off 
the  fat  of  the  land. 
Antidepressants  in 
a  new  form  may 
buoy  SkyePharma 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions 
in  the  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 


0 


THE  CORN 
IS  GREEN 
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AGCO:  THE  FAT  YEARS 

ne  unlikely  winner  in  this  year's  turbulent 
market  is  AGCO  (ag),  a  global  maker  of 
farm  tractors  and  implements.  With  de- 
mand for  farm  equipment  way  down,  why  is 
AGCO  stock  shooting  up?  It  leaped  from  15  in 
July  to  24  by  Oct.  1,  before  easing  to  22  on  Oct. 
9.  "agco  is  reflecting  what  is  sure  to  happen 
next  year:  Farmers  will  begin  buying  new  gear 
because  of  higher  grain  prices  and  the  passage  in 
May  of  a  new  farm-support  bill,"  says  John 
Howard  of  Forstmann-Leff  Associates,  which 
has  a  12%  stake  in  the  stock.  Since  June,  worry 
about  drought  in  farm  states  has  driven  grain 
prices  up — especially  corn, 
the  most  important  U.S. 
crop.  Corn  prices  are  up 
30%  since  May.  And  with 
the  new  subsidy  bill,  farm- 
ers could  get  $20  billion  an- 
nually in  federal  aid. 

"agco  is  the  stock  to 
own  in  this  sector,"  says 
Joanna  Shatney  of  Gold- 
man Sachs:  It  stands  to 
benefit  the  most  from  a  re- 
covery in  farming.  The  stock  is  undervalued,  she 
says,  and  the  only  pure  play  in  farm  equipment. 
agco  has  been  on  a  drive  to  cut  fixed  costs  and 
improve  efficiency,  she  notes,  which  helped  push 
earnings  higher.  And  agco,  which  in  December 
acquired  Caterpillar's  farm-equipment  assets,  ex- 
pects the  Caterpillar  business  to  boost  2002  sales 
by  $150  million  to  $175  million,  rising  to  $500  mil- 
lion by  2005.  Analyst  Stephen  Volkmann  of  Mor- 
gan Stanley  raised  his  2003  earnings  estimates — 
based  on  the  cost-cutting  and  the  Cat  buy — from 
$1.85  to  $2.05,  and  his  2004  forecast  from  $2.60  to 
$3,  vs.  estimated  2002  profits  of  $1.10.  Based  on 
his  numbers,  he  expects  the  stock  to  hit  31  by 
the  end  of  2003. 


HEFTY  GAINS  FOR 
WEIGHT  WATCHERS? 

Weight  loss  and  the  stock  market  seem  to 
have  nothing  in  common.  As  stocks  slide, 
shares  of  weight-loss  leader  Weight 
Watchers  International  (wtw)  keep  rising.  That, 
in  part,  has  prompted  Catherine  Lewis  of  Mor- 
gan Stanley  to  rate  the  stock  "overweight." 

Since  April,  Weight  Watchers  stock  has 
pumped  up  from  35  a  share  to  45,  mainly  be- 
cause of  a  37%  rise  in  attendance  at  its  classroom 
centers  in  North  America,  higher  product  sales, 
and  reduced  interest  expense.  Operating  in  30 
countries,  Weight  Watchers  provides  a  program 
of  modification  in  diet  and  lifestyle  through  week- 
ly classroom  meetings.  The  company  generates 
nearly  70%  of  its  revenues  from  its  weight-loss 
classes  and  the  remaining  30%  from  product 


ADDING 
BULK 
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sales — such  as  snacks,  fran- 
chising, licensing,  and 
books. 

"Weight  Watchers  has  a 
pipeline  of  unpenetrated 
and  underpenetrated  mar- 
kets," says  Lewis.  Attend- 
ed    mostly    by    women, 
Weight  Watchers  is  testing 
home  weight-loss  services 
for  men,  who   represent 
only  5%  of  its  membership. 
Lewis  figures  Weight  Watchers  will  earn  $\ 
share  in  2002  and  $1.61  in  2003,  up  sharply] 
200  l's  67<2.  Rising  global  obesity  creates  a| 
tractive  market  for  the  company,  she  says. 
61%  of  U.  S.  adults  are  overweight  (page  111 
measured  by  a  body-mass  index,  according! 
National  Health  &  Nutrition  Examination! 
vey.  Lewis  has  a  12-month  price  target  o| 
Carol  Wilke  of  Merrill  Lynch  says  the  comr. 
goal  is  to  increase  its  U.S.  market  share 
the  current  10%  to  20%.  She  rates  W<| 
Watchers  a  buy.  Merrill  did  banking  servic 
the  company  this  year. 

A  BRIGHTER  OUTLOOi 
AT  SKYEPHARMA 

For  a  little-known  British  maker  of 
livery  systems,  SkyePharma  (skye) 
tracted  several  giant  drugmakers  as  J 
ners  to  develop  easy-to-use,  controlled 
formulations  of  various  drugs.  GlaxoSmit 
Novartis,  and  Roche  Holding  are  among  t 
that  have  licensed  SkyePharma's  chief  del 
technology,  called  Geomatrix.  It  allows  com 
release  of  drugs  taken  orally.  In  April, 
SmithKline  launched  Paxil  CR  in  the  U 
Geomatrix  formulation  of  its  antidepressan1 
il.  The  Food  &  Drug  Administration  h 
proved  Paxil  CR  for  major 
depression,  anxiety  disor- 
der, and  panic  disorder.  Ian 
Anderson  of  S.  G.  Cowen 
gives  the  stock,  now  at  7  a 
share,  an  "outperform"  rat- 
ing. He  says  Paxil  CR  alone 
could   contribute   15%  to 
17%  of  SkyePharma  sales 
by  2006.   He  sees  Skye- 
Pharma breaking  even  in 
2002— and  earning  20<2  a 
share  in  2003  and  400  in  2004.  ceo  Michael  j 
ton,  on  the  other  hand,  says  SkyePharma 
post  a  profit  in  2002  and  calls  Anderson's 
casts  for  the  next  two  years  "reasonable. 
2005,  50%  to  55%  of  revenues,  he  says,  will 
from  royalties  from  partners  of  SkyePh 
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I  tv,  for  a  limited  time,  you  can  try  Enzyte  and  Save  U  p  tO  40%. 


dvertising:  Lifekey  Healthcare,  Inc.  supports  and  encourages  truth 
ing,  and  full  disclosure  of  all  advertising  claims.  We  will  continue  to 
isumer  rights  and  demand  the  same  from  all  advertisers. 


If  you've  ever  wondered  if  natural  male 
enhancement  could  increase  the  pleasure 
of  your  love  life,  you're  not  alone. 

Maximize  the  Pleasure    Take  two  Enzyte  tablets  daily, 

and  within  just  three  to  four  weeks,  you  will  begin  to 

see  results.  For  maximum  effectiveness,  continue  to  take  Enzyte  for 

three  full  months."  Additional  benefits  of  Enzyte  include  increased 

virility,  energy,  and  stamina. 

Proven  Results  Most  men  on  the  Enzyte  program  report  an 
enhancement  from  12-31%  with  an  average  reported  enhancement 
of  24%.**  Additionally,  Enzyte  has  a  tremendous  reorder  rate  -  82% 
of  all  Enzyte  customers  choose  to  purchase  again. 

Quality  Assurance.  Enzyte  is  100%  safe  and  all  natural,  consisting 
of  the  highest  quality  ingredients.  Each  bottle  of  Enzyte  is  packaged 
to  meet  the  highest  standards  and  is  fully  backed  by  our  Customer 
Satisfaction  Guarantee  (CSG). 

Ask  your  doctor  if  Enzyte  is  right  for  you,  then  visit  us  on 
the  web  at  www.enzyte.com,  or  call  us  directly,  and  get 
started  today:  1-877-4ENZYTE  (1-877-436-9983). 


the  pleasure 


Please  Print 


BuWk0902 


Name 


Phone ( 


Address 


Apt. 


City 


State 


Zip 


1  Month  Trial  Supply  $    69.95 


Full  3  Month  Enzyte  Program  (Regularly  $239.95) $  149.95 


7  Month  Enzyte  Supply  (Regularly  $349.95)  $  199.95 

Full  3  month  program  plus  A  month  maintenance  supply 


Certified  Pack  and  Ship  Process  (CPSP~) $    14.95 


Secure  Lock  System"  Assures  Confidentiality 
Sterile  Pack:  Insures  No  Package  Tampering 
Sales  Tax  (applicable  to  each  state) 
Expedited  Rush  Shipping:  Product  Guaranteed 
to  Ship  Within  48  Hours  of  Received  Order 


Canadian  orders  add  $10.00 

All  other  international 

orders  add  $15.00 


Total  Enclosed 

(U.S.  Funds  Only) 


Method  of  Payment:       DMC     □  VISA     □  Am.  Ex.     D  Disc.     □  Money  Order 


Credit  Card  Number 


Exp.  Date 


Signature 


Send  Money  Orders  to:  Lifekey  Healthcare.  Inc.  Customer  Cafe-Order  Processing,  Building  Box  42635,  Cincinnati,  OH  45242 


•Individual  results  may  vary.   "Study  results  based  on  customer  response. 

Enzyte  is  not  a  contraceptive  and  will  not  aid  in  the  prevention  of  sexually  transmitted  diseases. 

Lifekey  Healthcare.  Inc.,  Cincinnati,  OH   ©  2002,  Lifekey  Healthcare,  Inc.  All  rights  reserved.  BuWk0902 


BusinessWeek  Investor 


Figures  of  the  Week 


%  change 


■  Stocks 

S&P500 

Oct.    Apr.    Oct.  Oct.  3-9 

1200  i r—     870 


U.S.  MARKETS 


Oct.  9 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Oct.  9     Week 


Ytl 


1090 


S&P  500  776.8  -6.2  -32.3  -26.5 

Dow  Jones  Industrials  7286.3  -6.1  -27.3  -19.5 

Nasdaq  Composite  1114.1  -6.2\  -42.9  -29.0 

S&PMidCap400  372.9  -7.9  -26.6  -14.8 

S&P  SmallCap  600  170.7  -9.0  -26.5  -12.0 

Wilshire  5000  7342.9  -6.6  -31.4  -24.4 


:776.8 


COMMENTARY 

Markets  continued  to  fall,  setting  new 
lows  for  the  year.  On  Oct.  9,  the  Dow, 
S&P  500,  and  NASDAQ  sank  2.9%, 
2.7%,  and  1.3%,  respectively,  on  prof- 
it worries.  Among  the  Dow  Jones  In- 
dustrials, only  two  stocks — Procter  & 
Gamble  and  Coca  Cola — are  in  positive 
territory  for  the  year,  while  the  worst 
performer,  J.  P.  Morgan  Chase,  has  fall- 
en 57.5%. 

Data:  Bloomberg  Financial  Markets 
Reuters 


SECTORS 

BusinessWeek  50* 

504.3 

-4.6 

-30.9 

-29.3 

BusinessWeek  Info  Tech  100*" 

236.4 

-3.2 

-43.6 

-33".7 

S&P/BARRA  Growth 

412.7 

-4.0 

-30.6 

-23.5 

S&P/BARRA  Value 

361.1 

-8.6 

-34.6 

-30.2 

S&P  Energy 

170.7 

-3.3 

-19.2 

-19.7 

S&P  Financials 

250.2 

-10.4 

-29.6 

-22.7 

S&P  REIT 

82.7 

-8.7 

-11.5 

-7.8 

S&P  Transportation 

156.7 

-4.9 

-20.5 

-3.5 

S&P  Utilities 

77.3 

-18.0 

-47.0 

-52.0 

GSTI  Internet 

58.1 

-5.6 

-44.7 

-26.1 

PSE  Technology 

367.1 

-6.2 

-46.6 

-33.0 

*Mar.  19,  1999=1000       "Feb.  7, 

2000=1000 

S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (S&P/TSX  Composite) 
Mexico  City  (IPC) 

FUNDAMENTALS 


715.3 
3742.4 
2656.5 
2597.9 
8539.3 
8977.4 
5695.3 
5762.4 


-8.3 
-4.2 
-9.7 
-11.2 
-5.6 
-1.4 
-6.6 
-1.1 


Oct.  8       Wk. 


S&P  500  Dividend  Yield                      1.96%  1.1 

S&P  500  P/E  Ratio  (Trailing  12  mos.)     28.6  30 

S&P  500  P/E  Ratio  (Next  1 2  mos.)*       14. 1  N 

First  Call  Earnings  Surprise*            -1.95%  -2.6 
*First  Call  Corp. 

TECHNICAL  INDICATORS          Oct.  8  Wk.  a 


S&P  500  200-day  average             1027.6  1035. 

Stocks  above  200-day  average          21.0%  2J 

Options:  Put/call  ratio                      0.89  0.8 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.35  1.2- 


BEST-PERFORMING 
GROUPS 


Last 
month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 

GROUPS  month  % 


Soft  Drinks 
Health-Care  Facilities 
Agricultural  Products 
Packaged  Foods 
Health-Care  Equipment 


4.4  Casinos 

1.6  Metal  &  Glass  Containers 

0.3  Brewers 

-0.7  Air  Freight  &  Couriers 

-1.8  Homebuilding 


59.1 
31.9 
28.2 
19.6 


IT  Consulting 
Multi-Utilities 
Tires  &  Rubber 
Office  Electronics 


17.7       Group 


-53.5  Multi-Utilities 

-41.3  Wireless  Services 

-39.4  IT  Consulting 

-37.7  Telecomms.  Equip. 

-33.0  Multi-Utilities 


t 


Mutual  Funds 


Week  ending  Oct.  8 
■  S&P  500  ■  U.S.  Diversified  IAN  Equity 
4-week  total  return 


%     -16     -12     -8 


Week  ending  Oct.  8 
■  S&P  500  ■  U.S.  Diversified  RAN  Equity 
52-week  total  return 


EQUITY  FUND  CATEGORIES 

4-week  total  return  % 

Leaders 

Health  -4.8 

Domestic  Hybrid  -7.2 

International  Hybrid  -7.8 

Diversified  Pacific/Asia  -8.3 

Laggards 

Technology  -19.8 

Communications  -14.0 

Financial  -13.9 

Large-cap  Value  -13.5 


52-week  total  return 


% 


Leaders 

Precious  Metals 

Diversified  Emerging  Mkts. 

Pacific/Asia  ex-Japan 

Real  Estate 

Laggards 

Communications 

Technology 

Utilities 

Health 


EQUITY  FUNDS 

4-week  total  return 


%      52-week  total  return 


39.9 
7.0 
5.3 
2.7 

-46.4 
-41.1 
-34.4 
-25.4 


% 


%     -24      -18     -12      -6        0 
Data:  Standard  &  Poor's 


Leaders 

Rydex  Dynam.  Venture  1 00  32.4 
ProFunds  Ultrashort  OTC  32.2 
Rydex  Dynam.  Tempest  500  26.7 
ProFunds  UltraBear  Inv.  26.6 
Laggards 

Red  Oak  Tech.  Select  -34.0 

Berkshire  Focus  -33.0 

Black  Oak  Emerging  Tech.  -32.9 
Conseco  Science  &  Tech.  A  -32.2 


Leaders 

First  Eagle  SoGen  Gold 
Van  Eck  Troika  Dialog  A 
ING  Russia  A 
Tocqueville  Gold 
Laggards 
ProFunds  UltraOTC  Inv. 
Rydex  Dynam.  Velocity  100 
Black  Oak  Emerging  Tech. 
Berkshire  Focus 


Interest  Rates 


KEY  RATES 

Oct.  9 

1 

Week  aH 

MONEY  MARKET  FUNDS 

1.36% 

1.38%  J 

90-DAY  TREASURY  BILLS 

1.56 

1.56 

2-YEAR  TREASURY  NOTES 

1.68 

1.71 

10-YEAR  TREASURY  NOTES 

3.57 

3.67    j 

30-YEAR  TREASURY  BONDS 

4.66 

4.72      t 

30-YEAR  FIXED  MORTGAGEt 

5.97 

6.00      ' 

tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALEf 

Taxable  equivalent  yields  on  AAA-rated,  tax-exen 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond 


fe 


6ENERAL  OBLIGATIONS 

3.46% 

TAXABLE  EQUIVALENT 

4.94 

INSURED  REVENUE  BONDS 

3.65 

TAXABLE  EQUIVALENT 

5.21 

■  THE  WEEK  AHEAD 

BUSINESS  INVENTORIES  Tuesday,  Oct.  15, 
8:30  a.m.  edt>-  Inventories  probably  rose 
0.1%  in  August,  according  to  the  median 
forecast  of  economists  surveyed  by  mms 
International.  July  inventories  rose  0.4%. 

NEW  RESIDENTIAL  CONSTRUCTION  Thursday, 
Oct.  17,  8:30  a.m.  edt>  Housing  starts 
in  September  likely  edged  up  to  an  annu- 
al rate  of  1.62  million. 

INDUSTRIAL  PRODUCTION  Thursday  Oct.  1 7, 
9:15  a.m.  edt>  Factory  output  in  Sep- 


tember probably  remained  unchanged, 
following  a  0.3%  decline  in  August.  The 
average  operating  rate  most  likely  eased 
to  75.9%,  after  slipping  to  76%  during 
August.  After  a  broad  global  rebound  in 
manufacturing  in  the  first  half  of  the 
year,  the  recovery  is  losing  steam. 

CONSUMER  PRICE  INDEX  Friday  Oct.  18, 
8:30  a.m.  edt>  Consumer  prices  for 
goods  and  services  most  likely  grew  by 
0.2%  in  September,  following  a  0.3%  in- 
crease in  August.  Excluding  the  food  and 


inflatic 


after 


energy  components,  core  i 
bly  grew  by  a  similar  0.2% 
rise.  Despite  the  recent  rise  in  ci 
prices,  energy  costs  are  still  a  dfll 
annual  inflation,  with  fuel  pricesik 
3%  from  a  year  ago. 

INTERNATIONAL  TRADE  Friday  Oct.  II  i 
a.m.  edt>  The  foreign-trade  detw 
pected  to  have  widened  to  $35  blf 
during  August,  from  $34.6  billioif 
July.  Imports  in  August  probablyll 
a  larger  amount  than  exports  didll 


I 
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4.6%  for  the  week  ending  Oct.  9,  a  bit  better  than  the  broader  indexes.  PepsiCo  helped  pace 
0.2%  on  analyst  upgrades.  And  health-care  related  companies,  including  Stryker  and  Forest 
7.1%  and  2.5%,  respectively,  again  added  a  glow.  Among  the  losers  was  KB  Home,  which  fell 
erns  of  a  possible  housing  bubble. 


COMPANY 

%  change 


PERFORMANCE 


%  change 


Since 

k 

Week 

3/1/02 

lohnson 

-3.6 

-7.7 

c 

-8.5 

-15.3 

-2.5 

-28.6 

-17.3 

-33.8 

Since 

Rank      Company 

Week 

3/1/02 

26     Tenet  Healthcare 

-2.4 

30.6 

27     Household  International 

-23  1 

-59.2 

28     WellPoint  Health  Networks 

1.3 

27.6 

29     Washington  Mutual 

-9.6 

-12.1 

IS 


-7.2 

-11.2 

-4.5 

-8.9 

-15.1 


-30.4 
-54.8 
-21.2 
-17.1 
-60.0 


30 
31 
32 
33 
34 


Duke  Energy 

Kohl's 

Bed  Bath  &  Beyond 

Cardinal  Health 

Centex 


-13.7 
-8.6 
-0.1 
-2.1 

-13.9 


-53.1 

-19.5 

-6.5 

-6.7 

-34.3 


eBergen 

1.2 

6.1 

th  Group 

1.7 

25.5 

-12.0 

-12.9 

-5.2 

-52.7 

tores 

-1.1 

-18.2 

-34.6 

-97.3 

namics 
Hips 

-8.9 

-16.6 

-5.6 

-24.4 

iratories 

2.5 

15.0 

35  American  Electric  Power  -38.4  -59.7 

36  Golden  West  Financial  -6.8  -9.2 

37  Stryker  7.1  -0.3 

38  Harley-Davidson  -0.5  -9.2 

39  PepsiCo  10.2  -17.6 


) 


-12.7        -25.8 


40  Merck 

41  Apache 

42  Amerada  Hess 

43  KB  Home 

44  First  Data 


-2.8 
-7.7 
-9.2 
-15.1 
-5.9 


-25.6 

2.5 

-10.0 

-3.6 

-34.7 


Petroleum 


is 
■til 


-31.7 

-2.3 

1.3 

-14.6 
-9.6 
-9.2 


-77.4 
5.4 
-2.4 
-29.6 
-25.7 
-36.6 


45  Tyco  International  -8.6  -57.7 

46  International  Game  Technology  -1.9  -1.1 

47  Capital  One  Financial  -21.1  -46.2 

48  Electronic  Data  Systems  -15.6  -80.9 

49  Nabors  Industries  -5.6  -13.7 

50  Xcel  Energy  -20.8  -68.0 


duction  Index 


Change  from  last  week:  0.5% 
Change  from  last  year:  0.4% 


.OUTPUT     Sept.  28=164.0  1992=100 
index  is  a  4-week  moving  average 


Feb. 
2002 


June 
2002 


Sept. 
2002 


ndex  increased,  putting  the  index  above 
:l.  Before  calculation  of  the  four-week 
the  index  climbed  to  165.7,  from  165.1. 
adjustments,  autos  and  trucks  once 
iggest  gains,  along  with  gains  in  coal 
traffic.  Lumber  posted  the  largest  de- 
i  electric  power  production,  crude-oil  re- 

The  production  index  for  all  of  Sep- 
|to  164,  from  165.4  for  all  of  August. 

of  the  index  components  is  at  www.business- 
luction  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  online 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 
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Answers  from  this  week's 
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Index  to  Companies 

This  index  gives  the  starting  page  for  a  story  or  feature  with  a  significant 
reference  to  a  company.  Most  subsidiaries  are;  indexed  under  their  own  names. 
Companies  listed  only  in  tables  are  not  included. 


Abbott  Laboratories  (ABT) 

52 

ABC  (DIS)  116, 166 
ADT  Security  Services  (TYC) 

116 
Advanced  Micro  Devices 

(AMD)  48 
AES  (AES)  58 
Aetna  (AER 131 
AGCO(AG)168 
AG.  Edwards  (AGE)  122 
Airbus  Industrie  20 
Alchemy  Semiconductor  48 
Alliance  Capital  (AC)  120 
American  Airlines  (AMR) 

40 
America  West  Airlines 

(AWA)  40 

Anchor  Steam  Brewery  1 58 
Anheuser-Busch  (BUD) 

116 

AOL  Time  Warner  (AOL)  14 
Apple  Computer  (AAPL)  48 
Arizona  Diamondbacks 

118 

AT&T  (T)  38,  72 
Austin  Ventures  124 

B 

Banc  of  America  Securities 

(BAC)  38 

Bank  One  (ONE)  162 
Bear  Stearns  (BSC)  104 
BellSouth  (BLS)  72 
Bethlehem  Steel  (BS)  131 
BF  Goodrich  84 
Black  Star  Farms  158 
BMW  62 

Boeing  (BA)  20, 46, 104 
Boise  Cascade  (BCC)  68 
BP(BP)58 
Bristol-Myers  Squibb 

(BMY)  52 
Burlington  Coat  Factory 

Warehouse  (BCF)  68 

C 


California  Angels  118 
Callard  Asset  Management 
122 


CalPERS  124 
Carrefour  148 

Caterpillar  (CAT)  168 
Cendant  (CD)  16 
Century21  (CD)  16 
Charles  Schwab  (SCH)  120 
Cisco  Systems  (CSCO)  162 
Citigroup  (C)  120 
Clear  Creek  Distillery  158 
Coca-Cola  (KO)  102, 116 
Coldwell  Banker  (CD)  16 
Computrade  Systems  122 
ConAgra  (CAG)  112 
Continental  Airlines  (CA) 

40 
Costco  Wholesale  (COST) 

38 

Countrywide.com  (CCR)  14 
Cox  Communications 

(COX)  116 
Credit  Suisse  First  Boston 

(CSR)  120, 122 
Crescendo  Ventures  124 

D 


DaimlerChrysler  (DCX)  62 
Dell  Computer  (DELL)  48 
Deloitte  &  Touche  52, 152 
Delta  Air  Lines  (DAL)  38, 
84 

Deutsche  Bank  (DB)  112 
Dogfish  Head  Brewing  158 
Dornier  MedTech  1 56 
DuPont(DD)  166 

E 


EchoStar  Communications 

(DISH)  52 
Econoclast  31 
Emerald  Advisers  122 
Enron  (ENRNQ)  42, 84, 

122,124,131,174 
ERA  (CD)  16 
eRaider  126 
Ethan  Allen  Interiors  (ETH) 

38 

Ethicspoint  16 
E*Trade(ET)14 
European  Aeronautic 

Defense  &  Space  20 


Federal-Mogul  (FMO)  131 
Fiat  (FIA)  62 
Fidelity  Investments  14 
Fifth  Generation  158 
Ford  (F)  52, 62, 122 
Forstmann-Leff  168 
Friedman  Billings  Ramsey 
(FBR)  40 

Frito-Lay  (PEP)  52 
Fujitsu  Laboratories  147 

G 


Gartner  (IT)  68 
Gazprom  31 
Geico.com  (BRK)  14 
Gemstar-TV  Guide 

International  52 
General  Atomics  46 
General  Electric  (GE)  38, 

166 
General  Motors  (GM)  14, 

62, 152 
Gillette  (G)  116 
GlaxoSmithKline  (GSK)  168 
Goldf  ield  (GV)  1 26 
Goldman  Sachs  (GS)  31, 

68,72,120,162,168 
Goodyear  Tire  &  Rubber 

(GT)84 

Gremain-Robin  158 
Guidant(GDT)  110 
GWA  Capital  Partners  126 

H 


HealthTronics  Surgical 

Services  (HTRN)  156 
Hewlett-Packard  (HPQ)  48, 

104,162 
Hildebrandt  38 
Honda  (HMC)  116 
Honeywell  International 

(HON)  84 
Hughes  Electronics  (GMH) 

52 


IDC  68 

Intel  (INTO  48.  84 
Intrawest  (IDR)  68 
IVS  Associates  126 


J.P.  Morgan  Chase  (JPM) 
122,174 


Kaiser  Permanente  68 
Kansas  City  Chiefs  116 
Kennedy  Information  110 

L 


Legg  Mason  (LM)  72 
Lendingtree.com  (TREE)  14 
Liz  Claiborne  (LIZ)  162 
Lord  Abbett  (LAFFX)  31 
Los  Angeles  Dodgers  118 
Lucent  Technologies  (LU) 
162 
Lukoil  (LUKOY)  31 

M 


MasterCard  116 
Maytag  (MYG)  116, 166 
McDonald's  (MCD)  112, 

116 
McGraw-Hill  (MHP)  14, 

170 

McKinsey  84, 110 
Mercer  Human  Resources 

Consulting  152 
Merrill  Lynch  (MER)  48, 62, 

120,122,154 
Microsoft  (MSFT)  14, 38, 

68 

Minnesota  Twins  118 
Moody's  Investors  Service 

(MCO)  72 
Morgan  Stanley  (MWD)  38, 

120,122,154,162,168 
Morningstar  120 
Motorola  (MOT)  162 
Multex.com  (MLTX)  120 

N 


Nanosphere  147 
Nashoba  Valley  Winery  158 
National  Football  League 
116 

NBC  (GE)  166 
New  England  Patriots  116 
News  Corp.  (NWS)  52 
New  York  Yankees  118 
Northern  Trust  (NTRS)  38 


Northrop  Grumman  (NOC) 

46 
Northwest  Airlines  (NWAC) 

38 
Novartis  (NVS)  168 

O 


Oakland  Athletics  118 

P 


Paccar  (PCAR)  68 
PepsiCo  (PEP)  38, 52, 112 
Peugeot  Citroen  (PEUGY) 

62 
Philips  Electronics  (PHG) 

166 

Pizza  Hut  (YUM)  112 
Privateer  Asset 

Mangement126 
Progressive.com  (PGR)  14 
Prudential  (PRU)  68. 120, 

122 

Q 


Quaker  Foods  (PEP)  52 

Qwest  Communications 

International  (Q)  116 

R 


Raytheon  (RTM)  46 

Renault  62 

Roche  Holding  (ROHHY) 

168 
Runzheimer  International 

104 
Ryan  Labs  52 

S 


Saint  James  Spirits  158 
Salomon  Smith  Barney  (C) 

31,120 
Sanford  C.  Bernstein  (AC) 

120 

Sara  Lee  (SLE)  52 
SBC  Communications 

(SBC)  38, 52, 72 
Sears  (S)  52, 122 
SGCowen  Securities  168 
Siemens  (SI)  166 
SkyePharma(SKYE)168 
Southwest  Airlines  (LUV) 

38 
Southwest  Bank  of  Texas 

16 


Sports  Business  Gn 
Standard  &  Poor's  | 
31,120,170 

Staples  (SPLS)  162 
StarMine122 
State  Street  Global  I 

Advisors  (STT)  120 1 
St.  George  Spirits  1f| 
St.  Louis  Cardinals 
Sun  Microsystems  (!| 

68 

T 


Taco  Bell  (YUM)  112| 

Target  (TGT)  84 
Tesco  148 

Thomson  First  Call  3 1 
Time  Domain  46 
Toyota  (TM)  14 

U 


Unisys  R2ATranspon 

38 
United  Technologies! 

152 

US  Airways  (U)  38,  lil 
USA  Networks  (USAlJ 
USB  Warburg  (UBS)  | 
U.S.  Steel  (X)  131 

V 


Value  Line  120 
Verizon  Communica 
(VZ)  20, 72 
Vodafone  (VOD)  72 
Volkswagen  (VLKAY)  I 

W 


Walt  Disney  (DIS)  11l| 
Warner  Bros.  (AOL)  ij 
Waste  Management  ( | 

131 

Watson  Wyatt  (WW)  1 1 
Weight  Watchers 

International  (WTW) 
Westford  Hill  Distille 
Whirlpool  (WHR)  166- 
WorldCom  (WCOEQ)fl 

38, 40, 72 

Y 


Yukos  Oil  31 
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002  Washington 
bymposium 

Now,  more  than  ever,  communication  is  key  to 
successful  government  and  business. 

The  McGraw-Hill  Companies  10th  Annual  Washington  Symposium  offers 
information  across  several  industries  and  issues  affecting  your  organization: 

Hear  firsthand  from  financial  experts  as  they  offer  insights  into  the  Nation's  markets  and  economy. 

Make  sense  of  core  earnings  reporting;  discuss  companies'  reactions  and  efforts 
to  express  core  earnings. 

Discuss  the  role  of  corporate  governance  in  developing  and  developed  markets. 

Learn  about  the  latest  homeland  security  efforts  from  experts  in  the  aviation,  energy, 
healthcare,  and  construction  industries. 

Discuss  other  key  issues  of  concern  to  Aviation,  Energy  and  Education  professionals. 

www.mcgraw-hill.govtservices.com/symposium2002, 
or  call  (866)  727-3820  for  more  information. 

Registration  Fee:  $99.00  Seats  are  limited,  so  register  today! 


Editorials 


KILLING  REFORM  BEHIND  CLOSED  DOORS 


Behind  closed  doors,  reform  legislation  passed  by  Congress 
to  clean  up  the  mess  in  accounting,  business,  and  politics 
is  being  undermined  by  lobbyists,  legislators,  and  even  reg- 
ulators. The  damage  they  are  doing  goes  far  beyond  the 
economy.  It  is  hurting  American  democracy  and  the  belief 
that  people  can  effect  change  in  their  society.  It  particularly 
reinforces  the  cynicism  of  the  young.  The  best  young  people 
may  decide  to  avoid  business,  afraid  they  wouldn't  be  able  to 
retain  their  integrity  in  a  world  of  aggressive  accounting 
and  conflict  of  interest.  That  would  be  a  terrible  loss.  The  cur- 
rent wave  of  reform  can  mitigate  that  by  recommitting  Cor- 
porate America  to  the  truthfulness  of  financial  numbers,  the 
credibility  of  managers,  and  the  basic  honesty  of  the  economic 
system  as  a  whole.  Politicians  and  lobbyists  who  collaborate  in 
the  back-door  gutting  of  this  reform  will  make  America's 
road  back  to  prosperity  a  long  one. 

Who  are  the  culprits?  Alas,  accountants  and  their  congres- 
sional water-carriers  are  the  worst.  Even  a  year  after  ac- 
counting scandals  destroyed  their  professional  reputation, 
many  accountants  still  resist  needed  reform.  Through  their 
longtime  supporter,  GOP  Representative  Michael  G.  Oxley, 
chairman  of  the  House  Financial  Services  Committee,  they  are 
blocking  efforts  by  the  Securities  &  Exchange  Commission 
to  appoint  a  tough  reformer,  John  H.  Biggs,  to  head  a  new  in- 
dependent auditing  oversight  board.  Oxley  lent  his  name  to  the 
Sarbanes-Oxley  Act  of  2002  that  set  up  the  board  in  the  first 
place,  but  now,  under  lobbyist  pressure,  he  is  trying  to  water 
down  reform  by  undermining  Biggs.  Biggs  is  unacceptable  to 
the  accountants  because  he  favors  rotating  corporate  auditing 
firms  even7  five  to  10  years  and  separating  consulting  and 
auditing  functions — two  decent  reforms  that  would  curb  obvi- 
ous conflicts  of  interest.  He  deserves  to  be  appointed. 

But  SEC  Chairman  Harvey  L.  Pitt  is  botching  the  job. 
Once  a  reluctant  reformer,  Pitt  is  increasingly  an  incompetent 


one.  He  first  backed  Biggs,  getting  both  Federal  Re 
Chairman  Alan  Greenspan  and  Treasury  Secretary  Pa 
O'Neill  to  approve  his  appointment.  But  then,  under  pi 
Pitt  backed  away  from  Biggs,  protesting  loudly  that  he 
er  actually  promised  him  the  job.  A  shameful  perfo 
Pitt  has  also  offended  his  own  staff  and  other  sec  cot 
sioners.  He  continues  to  meet  privately  with  ceos  of  cc: 
nies  under  sec  investigation.  This  is  no  way  to  run  the 
try's  most  important  regulatory  agency.  New  York 
Attorney  General  Eliot  Spitzer,  with  a  fraction  of  the 
staff,  has  done  as  much  to  promote  reform  as  Pitt. 

But  even  the  sec  looks  good  compared  with  the 
ing  industry's  rule-maker,  the  Financial  Accounting 
dards  Board.  Even  after  the  Enron  debacle,  fasb  is 
ting  companies  and  banks  to  vote  on  accounting  rules 
directly  affect  their  bottom  lines.  Just  recently,  a  J.  P.  M 
Chase  &  Co.  executive  cast  the  deciding  vote  that  pe: 
firms  that  trade  energy  and  financial  contracts — inclu 
Morgan — to  claim  immediate  profits  based  on  spe 
values  they  assign  to  their  own  deals  using  abstract 
matical  models.  This  is  a  clear  conflict  of  interest.  What  i 
fasb  thinking? 

Congress  is  setting  a  bad  example  of  reform.  After  y 
public  pressure  to  clean  up  campaign  finance,  Congress 
the  McCain-Feingold  Act  that  limited  contributions 
parties  are  now  quietly  vitiating  the  intent  of  that  bi 
opening  huge  loopholes  in  its  implementation.  How  can  p 
cians  be  entrusted  to  clean  up  Corporate  America  when 
won't  clean  up  their  own  house? 

Backtracking  on  reform  breeds  cynicism  in  both  yi 
and  old.  We  are  now  watching  business  and  political  lea 
go  through  the  motions  of  publicly  responding  to  demand* 
reform  only  to  subvert  them  later  when  no  one  is  watd 
America  can,  and  must,  do  better. 


BUILDING  BETTER  B-SCHOOLS 


Business  schools  and  their  graduates  live  in  the  real  eco- 
nomic world — and  the  post-bubble,  post-Enron  environ- 
ment is  like  nothing  they  have  seen  in  recent  times.  Cur- 
riculums  that  trained  students  for  the  long  boom  need 
updating  in  an  era  of  slow  growth  and  widespread  ethical 
worries.  The  good  news  is  that  many  business  schools  are  be- 
ing extremely  responsive  to  the  marketplace.  Big  changes  are 
under  way,  reflected  in  the  surprising  reordering  of  The 
Best  B-Schools,  BusvnessWe*  fe*s  Special  Report  on  U.S.  and 
European  business  schools  (page  84). 

The  highest-ranking  schools  are  moving  back  to  teaching 
basic  managerial  skills  that  produce  graduates  with  broad  abil- 
ities that  go  well  beyond  a  narrow  facility  for  number-crunch- 
ing. Not  surprising,  B-schools  that  offer  courses  on  ethical 


leadership  did  particularly  well.  Northwestern's  Kellogg 
uate  School  of  Management  (No.  1)  and  Harvard  Bi 
School  (No.  3)  got  A's  in  ethics  in  Business  Week's  si 
but  they  may  have  to  try  harder — Enron  Corp.  cfo 
S.  Fastow  is  a  Kellogg  grad,  and  ceo  Jeffrey  K.  SI 
earned  his  mba  at  Harvard.  At  the  University  of  Mic 
Business  School  (No.  8),  ethics  and  leadership  training 
early — at  orientation.  And  at  Yale  School  of  Manage! 
(No.  14),  which  is  known  for  its  focus  on  nonprofit  and 
management,  ethical  issues  are  embedded  in  its  curric 
The  scandal-ridden  U.  S.  economy  is  healing  itself  in 
ways.  One  is  better  enforcement.  Another  is  new  k- 
tion.  Perhaps  the  most  important  is  the  kind  of  culti 
change  under  way  on  the  campuses  of  business  school 
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WE  ARE  PROFESSIONAL  GRADE." 


THANKS  TO  CINDV  KRIZMANICH  AND  THE  ENGINEERING  TEAM,  IT  HAS  THE  TIGHTEST  TURNING  RADIUS  AND  IS  THE  ONLV 


8-SEAT  SUV  IN  ITS  CLASS'  WITH  A  POWERFUL  320  HORSEPOWER  ENGINE  AND  THE  SERIOUS  TRACTION  OF  FULL-TIME 
ALL-WHEEL  DRIVE.  AS  IF  THAT'S  NOT  ENOUGH  TO  MAKE  VOU  COMFORTABLE  IN  ANV  SITUATION,  CONSIDER  ITS  HEATED 


LEATHER-TRIMMED  SEATS  AND  BOSE^  AUDIO  SVSTEM.  THE  SURPRISINGLY  AGILE  VUKON  XL  DENALI.  IT  DOESN'T  JUST 


GET  VOU  OUT  OF  TIGHT  SPOTS.  IT  GETS  VOU  INTO  THEM. 


IT  MAKES  THE  MOST  DANGEROUS 
IM  ROUTINE. 
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ThinkPad       Where  do  you  do  your  best  thinking? 


Hard  Drive  Shock  Absorber  helps  prevent  some  hard  drive  crashes  that  can  occur  when  you  set  your  system  on  a  hard  surface  white 
the  system  is  in  use.  IBM  product  names  are  trademarks  or  registered  trademarks  of  International  Business  Machines  Corporation.  Intel, 
the  Intel  Inside  logo  and  Pentium  are  trademarks  or  registered  trademarks  of  Intel  Corporation  or  its  subsidiaries  in  the  United  States 
and  other  countries.  All  other  company  names  are  trademarks  of  their  respective  companies.  S  2002  IBM  Corp.  All  rights  reserved. 
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Claims  is  the  nexus  of  cost  and  service  for  property  and  casualty/ 
general  (P&C)  insurers.  Improvements  to  the  claims  process 
represent  the  single  greatest  opportunity  for  P&C  carriers  to  reach 
the  next  level  of  profitability.  I  am  Chubb's  idea,  delivered. 
Accenture  is  partnering  with  the  Chubb  Group  of  Insurance 
Companies  to  develop  an  easy-to-use  web-based  solution  to 
manage  Chubb's  claims  process  via  the  Internet.  Drawing  upon  the 
most  advanced  technology  available,  this  system  is  revolutionizing 
the  claims  process  by  allowing  claims  professionals  to  further 
improve  the  superior  service  for  which  Chubb  is  known. 
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To  develop  a  sustainable  competitive  advantage  in  the  global 
chemical  industry,  Dow  sought  to  aggressively  leverage  its 
investment  in  information  technology,  dramatically  improving 
systems  productivity  and  significantly  reducing  application  costs 
and  time  to  market.  I  am  Dow's  idea,  delivered.  In  a  unique 
outsourcing  relationship,  Accenture  helped  Dow  consolidate 
nearly  all  of  its  IT  activities  into  four  regional  centers.  Jointly 
staffed  with  professionals  from  both  companies,  the  centers  have 
accelerated  time  to  market  by  10%,  increased  overall  productivity 
by  30%  and  made  a  hefty  contribution  to  $70  million  in  annual 
IT  savings  since  1992. 
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To  open  a  new  sales  and  communications  channel  to  its 

dealers  and  end  users,  Volvo  Construction  Equipment  (VCE), 

a  leading  manufacturer  of  construction  equipment, 

wanted  to  launch  its  new  compact  product  line  electronically. 

I  am  Volvo  Construction  Equipment's  idea,  delivered. 

Accenture  worked  closely  with  VCE  to  develop  the  company's 

eBusiness  strategy  and  introduce  a  B2B  dealer  portal 

and  consumer  website.  By  making  it  easier  for  dealers  to  do 

business  with  VCE  and  for  consumers  to  do  business 

with  dealers,  the  project  is  expected  to  reduce  operating  costs 

by  $20  million  over  the  next  five  years. 
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Innovation  delivered. 


You  beautiful  beast. 

With  sculpted  steel 
drawn  in  sharp, 

distinct  lines. 


And,  underneath, 
more  than  you  need. 

Then  isn't  it 
just  like  you, 

to  concealyour  strength, 

with  technology 
and  precision? 

You  beautiful  beast, 
you  intelligent  bully, 

you  muscle  car 
with  brains. 
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What  if  we  looked  at  the  world  as  one  giant  farm  field? 


In  tomorrow's  global  food  economy, 


every  crop  will  grow  where  it  grows  best. 


And  ADM  can  link  farmers  to  almost 


any  market  in  the  world.  It's  a  natural  way  to  improve 


agricultural  efficiency,  make  food  more 


affordable,  and  feed  a  hungry  world. 


Nature  has  answers. 


Is  anyone  listening? 


Yes. 


THE  NATURE  OF  WHAT'S  TO  COME" 
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Analysis:  With  hiring  frozen  in  the  current  economic  downturn, 

headhunters  are  conducting  a  more  pressing  search — for  clients 


. .  FOR  PROGRAM  DATES  AND  TIMES  IN  YOUR  AREA,  GO  TO  WWW.BUSINESSWEEKTV.COM 

BllSill6SSWC6k   tV|      TUNE  IN  "THIS       Housing:  Should  you        The  cost  A  handheld  for  the 

1      WEEKEND  FOR:     rent  or  buy?  of  education  younger  set 
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The  Sheraton  Service  Promise 

jit  vou  re  not  entirely  satisfied,  we'll  take  care  of  it.  And 
Iwe'll  make  it  up  to  you  with  an  instant  discount,  points 

lor  our  rewards  program,  even  money  back.  And  that's 
|a  promise.  Call  8oo-325~3535  or  your  travel  planner. 

Visit  sheraton.com.  Best  rates,  guaranteed. 


-tr 


MEMBER     OF 


STARWOOD 


Sheraton 

Seeforyourselfm 


J.S   ani 


f  compensation  is  at  the  discretion  o(  hotel  management. 
Iptels  &  Resorts  Worldwide.  Inc 
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EDITED  BY  SHERIDAN  PRASSO 


CORPORATE  CULTURE 

SAYING  YES 

TO  REHAB 

AT  A  TIME   WHEN   COMPANIES 

are  chiseling  away  at  health 
benefits,  substance-abuse 
treatment  remains  a  perk  for 
employees. 

The  problem  is,  many 
workers  are  leery  of  taking 
advantage  of  free  rehab  for 
fear  they'll  be  branded  the 
office  junkie  or  souse,  ac- 
cording to  a  new  study  of 
1,100  employees  by  the 
Hazelden  Foundation,  a  Min- 
nesota-based recovery  center. 
The  survey  found  that  20% 
of  workers  believe  that  pack- 
ing it  off  for  28  days  of  treat- 
ment would  cause  them  to 
suffer  fierce   consequences: 


derision,  demotion,  even  ter- 
mination. They  also  say  they 
would  avoid  asking  about  the 
benefit  for  a  family 
member.  William 
Moyers, 
Hazelden's 
vice-president 
for  external 
affairs,  says 
this  should 
be  a  big  con- 
cern for  compa 
nies,  since  70% 
of       substance 


TALK  SHOW  "We've  heard  redefinitions  for  EPS  and 
EBITDA.  They  now  mean  'eventual  prison  sentence'  and 
'earnings  before  I  trick  the  dumb  auditor.'" 

— Patrick  McGurn,  vice  president,  Institutional  Shareholder 
Services. 


abusers  hold  jobs  and  cost 
U.S.  businesses  $200  billion 
a  year  in  lost  productivity. 

What  can  human  resources 
do?  Advertise  the  benefit  to 
employees,  Moyers  says, 
and   assure   them   that 
calls  for  help  will  be 
treated  confidentially — 
not  as  new  material 
for  office  gossip. 

Michelle 
Conlin 


GEN  Y  WATCH 


WHAT'S  BLACK  AND  WHITE  AND  BRIGHT  RED  ALL  OVER? 


YOUNG  PEOPLE  THUMB  THEIR 

noses  at  daily  newspapers. 
Booooooring.  Only  39%  of 
people  in  their  early  20s  read 
one,  vs.  58%  of  baby 
boomers.  And  when  they 
do,  it's  more  likely  to  be 
an  alternative  weekly. 

After  fretting  for 
years,  newspapers  are 
trying  to  do  something 
about  it.  They're  launch- 
ing spin-offs,  special  sec- 
tions, and  Web  sites. 
They  want  young  staffers  to 
set  an  agenda  that  tilts  to- 
ward music,  sports,  and  sex. 


In  one  of  the  boldest  ex- 
amples yet,  the  Chicago  Tri- 
bune plans  to  launch  a 
tabloid,  called  Red  Eye,  by 
early  November.  The  250, 
five-day-a-week  morning 
paper,  named  to  suggest 
the  always-on-the-go 
lifestyle  of  its  hoped-for 
readers,  will  be  sold  on 
newsstands  and  out  of 
bright  red  vending  ma- 
chines. Using  news  from 
several  Tribune  Co.  pa- 
pers, plus  special  content 
from  young  writers,  it  will 
aim   to   offer  tight,   bright 


reads  on  the  news  of  the  day 
and  fun  stuff  to  do  in  the 
evenings,  says  Red  Eye's  34- 
year-old  general  manager, 
John  O'Loughlin. 

It's  meant  as  a  quick  read 
for  the  train  or  bus.  No  story 
will  jump  to  another  page. 
Notes  Christine  Wood,  head 
of  a  Newspaper  Assn.  of 
America  program  that  helps 
papers  reach  young  readers: 
"The  content  must  be  written 
by  youth  for  youth."  Yeah,  but 
will  it  lure  them  back  from 
the  Net?  Gerry  Khermoueh 
with  Joseph  Weber 


RANK  AND  FILE 

JANITORS  WITH 
FRIENDS  AT  THE  T| 

MANY  CEOS  DESERVE  SMAll 

reputations,  but  they're 
always  the  bad  guys.  Til 
sands  of  Boston  janitors  v| 
on  strike  Sept.  30  tryinf| 
boost  their  $39-a-half-day  J 
So  a  handful  of  chief  exjl 
tives  offered  to  help.  "TH 
people  are  living  on  the  n| 
gin,  and  they're  not  tafi 
about  a  lot  more  money,"  ^  I 
Arnold  Hiatt,  a  former 
Stride  Rite,  who  is  raisujl 
$500,000  strike  fund.  The  c| 
of  John  Hancock,  FleetBc 
Financial,  and  State  StU 
also  pledged  company 
to  boost  janitor  pay. 

Unions  are  delighted.M 
not  everyone  appreciates  I 
gesture.  Unicco  Service,  || 
largest  of  several  janitoi 
companies  affected  by  til 
strike,   dismisses   the   c|| 
overtures.  "The  only  effe 
they've  had  is  to  confusf| 
things,"    says    spokesma 
James  Canavan.  He  sayd 
the  offers  won't  prevent|| 
thousands  of   layoffs  if 
Unicco  gives  in 
to  demands  for  jA'-^ 
health  insurance  ^^j  j 
and    full    working  • 

days.  Its  janitors  typical 
ly  work  just  three  to  foi 
hours  a  day. 

The  pressure  on  Unicco 
settle  is  building.  On  Oct. 
the  Massachusetts  gove: 
threatened  to  cancel  the  si 
$2  million  contract  with  Uni 
otherwise.        Geoffrey  Srra 


THE  LIST   CASUALTIES  OF  WAR-AND  PEACE 


Terror  attacks  are  claiming  more  lives  in  the  U.S.  military,  but  other  causes  of  death  have  declined:  Ijf      i 

CAUSE  OF  DEATH  ■         ■ 


ACTIVf 
TROOPS  (AVERAGE 

TERRORIST 
ATTACKS 

ACCIDENTS 

HOSTILE 
ACTION 

HOMICIDE 

SELF- 
INFLICTED 

1990-92 

1.9    million 

2 

2,487 

147 

295 

726 

1993-95 
1996-98 

1.6    million 
1.4    million 

36 

1,714 

0 

236 

718 

22 

1,405 

1 

119 

508 

1999-2001 

1.37  million 

70 

1,258 

0 

110 

405 

Data:  Defense  Dept. 
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Last  flu  season,  ITT  Industries 

touched  45,000,000  lives. 

With  hardly  a  peep. 


H 


Dispensing  everything  from  flu 
vaccine  to  cancer  medication, 
engineered  solutions  from  Pure-Flo 
handle  vast  quantities  of  serum. 
They  fill  vial  upon  vial  with 
unflagging  precision  and  utter  lack 
of  drama. 

ITT  believes  technology  should  be 
invisible.  You  get  medicine,  and  relief 
follows.  We  perfect  the  how;  you 
focus  on  the  how  soon. 

That's  the  way  life  should  work. 


DID  TECHNOLOGY  •  Pure-Flo     Pure  Flo  Cotter  ■  Pure-Flo  Precision 

JIMTRPL 
TRONICS  ANt>  SERVICES 
■ECTRQ  D0NENTS 


ITT  Industries 

Engineered  for  life 


www.itt.com 


Si 
II 


X2 


5^ 


c/>< 


O-CD 

<    . 

id 


So: 


59 
o< 
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RETAIL  TALES 

TRYING  TO  SCARE  UP 
SOME  FALL  BUSINESS 

THE  LONG  STRETCH  BETWEEN 

Labor  Day  and  Thanksgiving 
used  to  be  pretty  bleak  for 
retailers.  That's  changing  as 
Halloween  sales  climb:  from 
$2.5  billion  five  years  ago  to 
$6.9  billion  in  2001. 

Now,  big  retailers  are  push- 
ing the  Halloween  trend  more 
than  ever.  They  have  put  up 
store  displays  earlier  this  year 
(in  the  first  week  of  August) 
and  are  offering  a  range  of 
new  products.  Wal-Mart 
Stores  is  selling  adult-size  cos- 
tumes for  the  first  time. 
petsmart  and  Petco  Animal 


Supplies  have  added  new  dis- 
guises for  birds,  cats,  and 
dogs.  (Dress  your  pets  like 
the  angels — or  devils — they 
are  or  add  a  haunted  house 
to  your  aquarium.)  Even 
Wilhams-Sonoma  brought  out 
a  $249  Kitchen  Aid  mixer  in 
bright  orange — a  perfect  com- 
plement to  the  $16  ghost,  cat, 
and  pumpkin  pancake  molds. 

To  encourage  home  decor, 
Pottery  Barn  introduced  an 
eight-page  Halloween-only 
catalog  insert  this  year,  with 
black  chandelier  shades  and 
ghostly  candles.  "We're  really 
going  after  Halloween  in  a 
big  way,"  says  spokeswoman 
Leigh  Oshirak. 

Despite  the  retail  hoopla, 
spending  on  Halloween  isn't 
expected  to  be  much  more 
than  last  year:  $44  a  person, 
according  to  the  National  Re- 
tail Federation.  Consumers 
are  plenty  spooked  even 
without  Halloween. 

Kimberly  Weisul 


POWER  GRABS 

SUE  EM-THEN  RUN 
FOR  GOVERNOR 

FOR    SOME    TIME,    AMBITIOUS 

pols  have  been  using  their 
once-obscure  posts  of  state 
attorneys  general  to  take  on 
Corporate  America — while 
generating  lots  of 
headlines  for  them- 
selves. Led  by 
Eliot  Spitzer  of 
New  York,  they've 
become  a  near-con- 
stant presence  on 
cable  news  shows. 
Now,  they're 
poised  to  take  up 
residence  in  gov- 
ernors' mansions 
across  the  country. 
Much  to  the  cha- 
grin of  business  ~ 
groups — who  see  many  of 
them  as  excessive  litigators 
curtailing  free  commerce — 
voters  are  presented  this 
November  with  a  tidal  wave 
of  AGs.  Six  current  or  for- 
mer AGs  are  gubernatorial 
candidates.  Among  them  are 


DOYLE:  Another 
high-visibility  AG 


Jim  Doyle  of  Wisconsin,  who 
is  still  suing  Microsoft,  and 
Janet  Napolitano  of  Arizona, 
an  aggressive  pursuer  of  Big 
Tobacco,  big  drug  companies, 
and  big  suvs.  "These  are 
some  of  the  best  friends  the 
trial  lawyers  ever  had," 
grouses  one  business  lobby- 
ist. Two  others  are  running 
for  the  U.S.  Sen- 
ate. Of  the  eight, 
six  are  ahead  or 
even  in  the  polls. 
Will  they  make 
a  splash  if  elect- 
ed? If  history  is 
any  guide,  the 
answer  is  yes. 
Although  few 
have  made  it 
to  higher  office, 
those  who  have 
succeeded  have 
"  done  well.  One 
AG-turned-governor  was  a 
fellow  named  Bill  Clinton,  in 
1978.  He  was  followed  in 
1984  by  John  Ashcroft. 
Looks  like  there's  ever  more 
truth  to  the  joke  that  "AG" 
really  stands  for  "aspiring 
governor."  Dan  Carney 


DRAWN  &  QUARTERED 


FOLLOW-UPS 

ONLINE  BEGGAR  HITS  PAY  DIRT 

SINCE   BUSINESSWEEK  FIRST  PROFILED  HER   IN  JULY,   K. 

Bosnak,  a  twentysomething  Brooklynite  with  a  shopping 
diction,  has  achieved  a  dubious  distinction:  smashing  sutf 
as  an  online  beggar.  Her  Web  site, 
www.savekaryn.com,  asks  strangers  to 
send  her  $1  to  help  pay  off  her  $20,000 
in  credit-card  debt. 

Now,  after  BW's  story  and  subse- 
quent TV  appearances,  a  feature  in  Peo- 
ple magazine,  and  more  than  a  million 
hits  on  her  site,  Bosnak  is  close  to  her 
goal.  She  has  just  $1,664.80  to  go  after 
collecting  $12,500,  cutting  her  own  costs, 
and  selling  her  Gucci  bags  and  Prada 
shoes  on  eBay.  Bosnak  posts  goofy  daily  updates  detailing 
scrimping.  "Today  I  made  turkey  soup  from  the  leftover  1 
I  made  Sunday.  But ...  I  put  red  cabbage  in  the  soup  inst 
green  cabbage,  so  now  I  have  purple  turkey  soup,"  she 
on  Sept.  30.  "Anyway,  the  soup  is  going  to  feed  me  for  we 
She  also  has  racked  up  a  host  of  critics,  inch 
www.dontsavekaryn.com,  who  ridicule  her  and  offer  to  he 
say,  she'll  volunteer  in  a  soup  kitchen.  Bosnak  may  have 
last  laugh  though — she  says  she  has  a  literary  agent 
been  approached  about  a  movie  deal.  Heather  Timr\ 


THE  BIG  PICTURE 


SMOGGY  SKIES 

The  states  that  had  the  most  days  with  i 
ozone  levels  last  year: 


■    ozone  level: 

m    m  jm 


Polls,  surveys,  and  other  items  for  consideration  in  this  section  should  be  sent  to  upfront «  businessweek.com 
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EN  THE  WORLDS  TOP  PLAYERS  WILL 
ROUBLE  KEEPING  THEIR  HEADS  DOWN. 


When  24  of  the  best  players  from  the  PGA,  Senior  PGA  and  LPGA  tours  get  together  on 
one  of  the  most  spectacular  courses  on  earth,  it's  easy  for  their  concentration  to  relax  a  bit. 

The  2002  Hyundai  Team  Matches 

The  Golf   Links  at  The  St.  Regis  Monarch  Beach  Resort  &  Spa 

November  16  and  17  on  ABC 


<&.  HYUflDHI 


<®>  HYUnDRI 

TEAM    MATCHES 


I  LPGA 


ivww.teammatches.com 


2002  Hyundai  Motor  A 
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BUSH'S  FOREIGN  POLICY: 
RIGHTEOUS  OR  RECKLESS? 

Your  commentary  "Foreign  policy: 
Bush  is  half  right"  (Nev^s:  Analysis  & 
Commentary,  Oct.  7)  is  the  best  article  I 
have  read  on  this  issue  and  raises  hope 
that  critical  voices  may  keep  America 
from  pushing  the  world  into  anarchy. 
With  the  decline  of  the 
Soviet  Union,  America  ^^^^^^ 

has  obviously  lost  the  I 

necessary  balance  of 
power  to  keep  it  on  the 
track  of  its  traditional 
values. 

If  the  Administration 
stays  as  arrogant  as  it 
is  now,  the  American 
way  won't  be  understood 
as  a  blessing  but  as  a 
danger,  and  America 
will  lose  its  friends 
abroad.  I  say  this  with 
deep  regret. 

Alexander  Reiter 
Kirchzarten,  Germany 


The  National 
Security  Strategy 

OF  THE 

United  States 
of  America 


Bruce  Nussbaum  suggests  that  the 
President  should  check  with  foreign  gov- 
ernments to  ensure  that  his  strategy 
for  national  security  is  not  offensive  to 
them.  The  title  of  the  document  is  The 
National  Security  Strategy  of  the  Unit- 
ed States  of  America.  The  President  is 
right  to  suggest  a  strategy  that  puts 
U.S.  interests  above  all  others  and  to 
say  "that  only  America  is  permitted  to 
ask  and  answer  these  critical  questions." 
There  is  no  arrogance  at  all  in  the  doc- 
ument. It  is  a  straightforward  approach 
to  the  future  security  of  the  U.  S. 

G.M.  Lintzenich 
Pittsburgh 

The  Bush  foreign  policy  is  not  new 
and  somewhat  dangerous;  rather,  it  is 


old,  archaic,  and  incredibly  danger 
As  Nussbaum  writes,  the  1648  Treat 
Westphalia  did  indeed  initiate  a 
concept  of  state  sovereignty.  Howev< 
Westphalian  state  was  sovereign 
so  long  as  it  had  the  power  to  guai 
tee  it.  We  live  in  a  post-Westpha 
era  of  sovereignty,  when  states  n 
meet  basic  U.N.  standards  to  beet 
recognized.    While 
U.  N.  is  seemingly 
potent      when 
comes  to  sanctk 
perhaps  its  greal 
gift  toward  peace 
denning   sovereig. 
(through     no     ot! 
mandate  than  the  1 
that  history  seems 
have  let  it).  Presidji 
Bush's  foreign  policy 
a  return  to  a  danger, 
and  archaic  system 
which  the  other  guy 
sovereign  only  as 
as  you  choose  to  n 
nize  him  as  such. 

Gabriel  C. 
Arlington, 

Those  who  complain  now  wii 
amazed  at  how  many  support  the 
when  we  finally  enter  Iraq.  Get 
to  it.  America  has  a  President  who 
true  leader  instead  of  a  conser 
builder  and  poll-watcher. 

Michael 
Jacksonville, 


Much  has  changed  since  Septer 
11,  and  it  was  not  we  who  initiated ' 
change  in  the  rules  of  engagement 
the  world.  Our  enemies  are  shelte 
by  outlaw  states,  and  we  must  do 
is  necessary  to  protect  our  people, 
allies,  and  those  others  who  cannot 
fend  themselves.  The  inevitable  te 
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"This  makes  generic  CRM  obsolete" 


—  Donald  E.  Froude,  CEO,  Quick  &  Reilly 


Siebel  CRM 
with  industry-specific 

best  practices  delivers 
proven  success. 

For  the  past  ten  years,  Siebel  has 
helped  more  than  3,500  companies 
in  nearly  every  industry  exceed 
customer  expectations. 

Now,  from  this  global  experience, 
we've  assembled  the  definitive 
body  of  customer  best  practices  in 
sales,  marketing  and  customer 
service  and  embedded  them  into 
Siebel  CRM. 

The  difference  is  significant. 

With  Siebel  CRM  and  best  practices,  virtually  all  of  our  customers  succeed 
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customer  satisfaction  to  employee  productivity  to  improved  profitability. 
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To  begin  achieving  a  new  level  of  customer  success,  contact  Siebel  today 
at  800-307-2181.  Or  at  www.siebel.com/bestpractices. 


Good  service  is  good  business. 
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CORRECTIONS  &  CLARIFICATIONS 

"The  housing  boom's  dark  side"  (Finance, 
Oct.  7)  incorrectly  reported  that  Citigroup 
bought  Associates  First  Capital  Corp.  in 
1998.  The  purchase  occurred  in  2000. 


ble  consequences  of  inaction  against  the 
enemy  will  settle  what  has  to  be  done 
at  a  continuing  high  price. 

Charles  Rodriguez 
Bethel,  Conn. 

I  voted  for  George  Bush,  and  I  think 
most  people  would  agree  with  the  ends 
he  desires.  But  the  means  he  is  using 
and  proposes  to  use  are  wrong.  Now  is 
the  time  to  establish  the  rules  for  the 
next  level  of  a  peaceful  world  civiliza- 
tion. We  have  a  chance  to  establish 
democracy  as  the  way  countries  deal 
externally  with  each  other,  as  well  as  in- 
ternally with  their  own  peoples. 

Fred  Joyce 
DeBary,  Fla. 

I  can  only  assume  Nussbaum's  "in- 
ternational effort  that  engages  America's 
allies"  refers  to  us  asking  permission 
from  such  countries  as  France  and  Sau- 
di Arabia,  two  nations  that  can  never  be 
counted  on  to  stand  with  us  and  fight 
against  terrorists. 

As  for  President  Bush's  plan  causing 
"uncertainty  and  anxiety  about  U.  S.  in- 
tentions," I  say,  well,  good!  Ronald  Rea- 
gan probably  caused  the  past  Soviet 
Union  plenty  of  uncertainty  and  anxiety, 
and  look  where  they  are  today. 

Jerry  L.  Glover 
Coushatta,  La. 

As  I  read  "Foreign  policy:  Bush  is 
half  right,"  I  was  deeply  disturbed  by 
Bruce  Nussbaum's  reservations  about  a 
preemptive  action  against  Iraq  or  any 
other  renegade  state.  My  grandmother, 
Esther  Nussbaum,  lived  in  Poland  at  a 
time  when  world  leaders  and  magazine 
editors  preferred  the  expediency  of  not 
opposing  a  dictator  and  an  impending 
mass  murderer.  She  was  mercifully 
killed  by  a  bomb  in  1939.  Later,  her 
husband,  five  of  her  six  children,  and 
all  of  their  spouses  perished  in  various 
less  humane  ways. 

A  lesson  should  have  been  learned. 

Uri  Madpis 
Tel  Aviv 

Bruce  Nussbaum's  superb  commen- 
tary on  The  National  Security  Strategy 
of  the  United  States  of  America  [should 
be]  included  as  an  annex  to  this  docu- 
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ment  in  order  to  help  all  its  future  re? 
ers  to  gain  the  proper  perspective. 
Otto  H.  Nowot 
Basel,  Switzerla 

Although  Mr.  Nussbaum's  suppositi 
regarding  preemption  is  theoretica 
0.  K.,  the  reality  is  something  quite  c 
ferent.  He  cites  as  an  example  Isra< 
bombing  of  the  Iraqi  nuclear  reactor 
1981,  which  prevented  Iraq  from  havi 
nuclear  weapons  during  the  Persian  G 
War,  yet  which  drew  heavy  critici: 
from  the  U.  N.  (big  surprise!),  the  U. 
and  Britain.  The  reality  is  that  if  ! 
rael  had  not  done  so,  there  would  pre 
ably  not  have  been  a  war.  With  B 
armed  with  nuclear  weapons,  Sadds  ]%] 
would  have  gone  into  Kuwait,  and  t 
U.S.  would  not  have  done  anythi 
about  it.  Further  consequences  of  i 
having  destroyed  the  reactor  could  w 
have  been  an  Iraqi  nuclear  attack 
Israel  with  Israel  retaliating  in  kind. 

Jack  De  L<r 
Raanana,  Isr.  i 


HOW  DO  YOU  STRUCTURE 
A  CORPORATE  BOARD? 
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As  we  spotlight  the  failure  of  boai    i 
to  perform  their  fiduciary  duties  pro  Ks,d 
erly,  let  us  not  forget  that  changes  i 
make  will  also  affect  the  ability  of  the 
new  boards  to  support  and  hire  bett  I 
ceos  ("The  best  &  worst  boards,"  Cc 
er  Story,  Oct.  7).  Most  auditors  km 
how  to  hire  and  manage  auditors.  Fc 
auditors  become  great  CEOs. 

Be  careful  what  you  wish  for. 

Dennis  I.  Schneid 
Nashua,  N. 
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An  independent  board  of  directcj 
can  never  know  what  the  manageme 
knows  about  the  company.  The  law 
it  backwards  when  it  holds  the  board 
be  the  ultimately  responsible  entii| 
However,  we  do  not  need  new  lav 
We  need  the  courts  to  enforce  a 
year-old  rule  of  equity  that  fiducis 
may  never  profit  from  self-dealing. 

Mike  i 
Piano, 

Entrenched  managers  and  direc 
will  improve  corporate  governance 
when  they  can  be  held  accountable 
being  voted  out  of  office  and  repla 
with  directors  chosen  by  shareholdt 
That's  virtually  impossible  under 
current  system,  which  requires  sha 
holder  nominees  to  go  through  a 
hibitively  expensive  proxy-solicitat 
process.  Les  Greenberg  of  the  Cor 
tee  of  Concerned  Shareholders  anc 
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e  submitted  a  petition  to  the  Secu- 
s  &  Exchange  Commission  to 
jnd  sec  Rule  14a-8(i)  to  allow  share- 
iers  access  to  company  proxies  for 
ir  own  director  nominees. 

James  McRitchie 
Editor,  CorpGov.Net 
Elk  Grove,  Calif. 
appa 

e^retj    Janning  consulting  fees  to  directors 
?li    ears  to  eliminate  conflicts  of  interest, 
It  Is     it  actually  fosters  less  capable  di- 
tors  and  less  knowledgeable  consult- 
,s.  In-depth  paid  consulting  assign- 
Is  give  the  director  better  insights 
)  the  firm  and  equip  that  board  mem- 
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1TING  THE  LID 

E-MAIL  SPAM 


to  make  more  informed  decisions. 
Phyllis  Ezop 
La  Grange  Park,  111. 


'Needed  now:  Laws  to  can  spam" 

gal  Affairs,  Oct.  7)  mentions  the  Di- 

attac   t  Marketing  Assn.  but  neglects  to 

in  kh   nt  out  that  we  have  the  nation's  only 

Derail  Preference  Service.  Consumers 

add  their  e-mail  address  for  free  at 

rw.dmaconsumers.org  and  reduce  the 

nber  of  unwanted  commercial  e-mail 

ssages.  The  DMA  was  the  first  group 

require  that  e-mail  solicitations  in- 

.   de,  among  other  things,  an  opt-out 

ties  j   iress,  disclosure  of  the  marketer's 

iga   ntity,  and  a  clear  and  honest  subject 

e.  In  addition,  our  guidelines  require 

irelx   rketers  to  provide  a  physical  address 

consumers  to  seek  redress. 

H.  Robert  Wientzen 

President  &  ceo 

Direct  Marketing  Assn. 

New  York 


IIME  BACK, 
ASS-STEAGALL 


Br 

Several  years  ago,  I  wrote  you  a  let- 
(which  you  did  not  publish)  that 
'omAtested  your  stand  on  the  proposed 
;    >eal  of  the  Glass-Steagall  Act  ("The 
eakdown  in  banking,"  News:  Analy- 
&  Commentary,  Oct.  7).  In  it,  I  said 
fit  permitting  commercial  banks  to  en- 
ge  in  investment  banking  was  akin  to 
;   ring  a  drunk  another  bottle  of  whiskey. 
ds  was  in  the  wake  of  recurring  scan- 
Is  among  commercial  banks,  such  as 
.<  e  ing  Barings  bank  wipeout.  I  said 
en  that  bankers  could  not,  and  can- 
't, be  trusted  to  perform  both  func- 
>ns.  The  Glass-Steagall  Act  was  passed 
r  just  that  reason.  Guess  what?   Your 
tide  well  documents  the  abuses  that 
could  so  easily  have  prevented  by 
t  repealing  Glass-Steagall.  Is  crow  on 
e  menu  in  your  lunchroom? 

James  C.  Daugherty 
Bradenton,  Fla. 
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WIRELESS  HAS  PLENTY 

OF  ROOM  TO  RUN 

"The  telecom  depression:  When  will  it 
end?"  (Special  Report,  Oct.  7)  says  that 
the  wireless  market  "is  expected  to  be 
flat  this  year  and  next."  One  of  the 
things  that  all  industry  observers  agree 
on  is  that  wireless  is  growing  now  and 
wall  continue  to  do  so  into  the  foresee- 
able future.  According  to  a  recent  Yan- 
kee Group  report,  U.  S.  wireless-carrier 
revenues  will  rise  7.3%  a  year,  to  $114 
billion  in  2006,  up  from  this  year's  esti- 
mated $86  billion. 

Only  about  half  the  households  in  the 
U.S.  have  wireless  service.  This  trans- 
lates into  a  long  runway  of  untapped 
opportunity  for  the  industry — more  than 
$50  billion  a  year  in  wireless  voice  serv- 
ices alone,  plus  $12  billion  to  $15  bil- 
lion more  by  mid-decade  if  you  throw  in 
wireless  data. 

Adele  Ambrose 

Executive  Vice-President 

AT&T  Wireless 

Basking  Ridge,  N.J. 
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WORTH  THE  FIGHTING  FOR 
A  Memoir 

By  John  McCain  with  Mark  Salter 
Random  House  •  396pp  •  $25.95 


THE  SOUND  AND  FURY 
OF  JOHN  McCAIN 


One  of  the  myriad  perks  enjoyed 
by  members  of  Congress  is  free 
parking  right  at  the  main  ter- 
minal of  Ronald  Reagan  Washington 
National  Airport.  Senator  John  McCain 
enjoyed  the  privilege  as  much  as  any- 
one. But  he  couldn't  ignore  the  one-fin- 
gered salutes  he  got  from  other  air 
travelers  who  saw  him  pulling  up  close 
to  the  terminal  as  they  schlepped  then- 
bags  over  acres  of  asphalt. 

And  so  in  1994,  the  egalitarian  Re- 
publican from  Arizona  sought  to  revoke 
the  law  granting  the  perk.  Fat  chance. 
To  McCain's  surprise,  his  well-inten- 
tioned but  naive  motion  was  soundly 
defeated.  His  friend  and  fellow  Repub- 
lican, Senator  Jack  Danforth  of  Mis- 
souri, led  the  opposition  and  accused 
McCain  of  pandering  to  the  public.  Treat 
your  position  with  nobility,  Danforth 
said,  and  the  public  will,  too. 

McCain  took  the  barb  to  heart  but 
continued  in  his  conviction  that  politi- 
cians must  win  back  voters'  trust.  Pub- 
lic disaffection  and  personal  integrity 
are  recurring  themes  in  his  latest  book, 
Worth  the  Fighting  For.  With  the  help 
of  Mark  Salter,  his  Senate  chief  of  staff 
and  co-writer,  McCain  picks  up  the  sto- 
ry of  his  life  where  1999's  Faith  of  My 
Fathers  left  off.  He  describes  his  evolu- 
tion from  national  war  hero  to  a  man  la- 
beled a  traitor  by  members  of  his  own 
party.  He  reflects  on  some  of  the  high 
points  and  lowest  moments  in  his  ca- 
reer. He  makes  no  apologies  for  his  bald 
ambition  or  his  hot  temper  and  admits 
many  political  missteps.  The  result 
makes  for  enjoyable  reading,  even 
though  the  full  force  of  John  McCain's 
personality  doesn't  come  across. 

His  book  is  as  much  about  the  people 
who  have  shaped  McCain  as  it  is  about 
the  senator  himself.  Between  historical 
vignettes,  McCain  pauses  to  pay  homage 
to  his  heroes,  who  are  fighters — men  of 
integrity  and  honesty.  Among  them: 


Representative  Morris  K.  Udall  CD- 
Ariz.),  legendary  baseball  slugger  Ted 
Williams,  and  President  Theodore  Roo- 
sevelt. He  devotes  an  entire  chapter  to 
defending  the  late  Senator  John  Tower 
(R-Tex.),  whose  bid  to  be-    ^^____ 
come     Defense     Secretary    Ij^^KS; 
failed    amid    allegations    of   IK 
boozing  and  womanizing.  And    jj^HVHf 
he  heaps  praise  on  longtime        HjU£^JUL 
friend  Senator  Russell  Fein-    ^^^^B? 
gold  (Wis.),  a  liberal  Democ- 
rat, for  his  principled  inde- 
pendence and  tenacity.  Each    ^^^^^^__ 
chapter  returns  to  common 
themes — McCain's  high-mind-    j  EAgpf^ 

ed  ideals  about  statesmanship  Jj^B^flTP 
and  integrity  and  his  20-year  { 
struggle  to  build  public  trust 
in  politicians  and  government. 

Unlike  Danforth,  McCain  thinks 
statesmanship  alone  can't  restore  the 
faith  of  a  betrayed  electorate.  "Public 
cynicism  won't  be  allayed  by  defending 
the  honor  of  politicians.  The  cynicism 
is  real,  profound,"  and  has  led  to  public 
indifference,  McCain  writes.  Righting 
government  and  assuaging  public  re- 
sentment requires  an  outright  crusade, 
one  that  McCain  has  led  relentlessly 
since  joining  Congress  in  1982. 

"A  rebel  without  a  cause  is  just  a 
punk,"  McCain  writes,  and  he  has  never 
wanted  for  one.  He  has  fought  against 
special  interests  and  unresponsive  gov- 
ernment over  and  over.  He  is  the  Sen- 
ate's No.  1  warrior  against  pork-barrel 
spending.  He  has  taken  on  Big  Tobacco, 
the  National  Rifle  Assn.,  drug  compa- 
nies, Detroit's  Big  Three,  and  even  pro- 
fessional sports.  He  wins  a  few  rounds 
here  and  there  but  rarely  takes  the  ti- 
tle, since  his  sweeping  efforts  tend  to 
fall  short  of  becoming  law  Indeed,  over 
time,  his  proposals  have  started  to 
sound  familiar. 

Such  self-righteousness  in  a  memoir 
could  become  tiresome,   but   McCain 


leavens  it  by  reflecting  on  his 
shortcomings,  particularly  occasional  J 
ures  to  stick  to  his  ideals.  When  McC 
began  his  campaign  in  1999  agai 
George  W  Bush  for  the  Republii 
Presidential  nomination,  he  lectin] 
New  Hampshire  voters  on  the  dange) 
political  doublespeak.  "Spinning,"  he  & 
"is  lying.  I'm  not  going  to  spin."  Bu 
few  months  later,  during  a  controve 
over  South  Carolina's  flying  the 
federate  flag,  McCain  first  said  the 
ner  was  offensive,  then  waffled.  He  r. 
admits  that  he  sacrificed  ideals  for  < 
bition.  "It  could  come  down  to  lying 
losing,"  McCain  writes.  "I  chose  lyin 
And  there's  more  self-flagellation, 
entire  chapter  is  dedicatee 
the  Keating  Five  affair,  wl 
he  and  four  other  Senat, 
were  accused  of  interfe: 
with  a  federal  probe  of 
ings  and  loan  hustler  Chai 
Keating  Jr.,  a  McCain 
and  donor.  McCain  prosi 
himself,  but  his  biggest 
may  have  been  naivete. 

Between  all  the  mea  c 
pas,  the  Senator  doesn't 
readers  enough  of  his  qi 
unconventional  wit.  Thi: 
a  man  who  once  told  this  reviewer 
when  Fed  Chairman  Alan  Greensp 
dies,  "we  should  prop  him  up.  Keep 
sunglasses  on  him.  Have  him  sit  th 
until  he  really  begins  to  start  to  s: 
bad.  We  could  maybe  get  away  wit 
for  several  years  with  some  kind  of 
frigeration  process."  That  McCain  d 
not  surface  often  enough  in  this  booll 
More  important,  he  skims  over  soi 
of  his  most  pivotal  moments.  In  19 
McCain  took  on  Big  Tobacco,  only 
be  hung  out  to  dry  by  his  own  par 
He    cast    the   lone    Republican    vc 
against  the  1996  Telecommunicatio 
Act,  which  he  calls  "a  mishmash  of  co 
promises"  doomed  to  failure.  And 
course,  he  finally  tasted  victory 
campaign-finance  reform,  a  law  desi 
to  get  big  money  and  its  corrupting 
fluences  out  of  the  political  system,  i 
ter  two  decades  of  swinging,  McCain 
nally  landed  a  knockout  punch,  thou 
the  court  challenges  to  the  law  are  ji 
beginning.  The  rare  win  is  discuss 
only  in  the  epilogue — but  perhaps  i 
a  story  for  another  book. 

BY  LORRAINE  WOELLE 
Woellert  covers  Congre 


"CYNICISM  WON'T  BE  ALLAYED  BY  DEFENDING  THI 
HONOR  OF  POLITICIANS,"  WRITES  THE  SENATOR 
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I  don't  want  to 

work  harder.  I  want 

to  work  smarter. 
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e  AMD  Athlon™  XP  processor  is  fast.  Very  fast.  And  fortunately,  speed  is  just 
e  beginning.  This  processor  is  about  more  than  just  megahertz.  Its  unique  design  results 
more  work  per  clock  tick,  giving  your  computer  a  more  efficient  way  to  work,  and  you, 
smarter  way  to  work.  Think  of  it  as  true  performance.  It's  just  one  more  way  AMD 
','„.  isigns  and  builds  processors  with  you  in  mind.  We  always  have.  We  always  will.  To  learn 
ore  about  AMD's  true  performance,  ask  your  IT  department  or  visit  www.amd.com 
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Technology  &  You 


BY  STEPHEN  H.  WILDSTROM 

tec  h&you@  bus  inessweek.com 

HAVE  YOUR  PHOTOS 
EDITED  BY  A  PRO:  YOU 


The  quality  of  digital  cameras  is  rising 
while  prices  are  falling,  sparking  sales 
in  an  otherwise  dull  market  for  high- 
tech  gear.  The  least  expensive  cameras  are  use- 
ful mainly  for  shooting  low-resolution  images 
to  be  e-mailed  or  put  on  Web  pages,  but 
many  of  the  newer  products  produce  pic- 
tures that  can  rival  film  for  most  uses. 
The  image-editing  software  bundled  with 
these  products,  as  well  as  the  photo-han- 
dling applets  built  into  Windows  XP  and  the\^ 
Macintosh,  is  another  matter.  They  do  lit- 
tle more  than  let  you  sort  pictures 
and  print  out  snapshots. 

If  your  interest  in  photography 
is  more  than  casual,  you'll  want 
software  that  lets  you  do 
everything  formerly  done 
in   a   darkroom — and   a 
great  deal  more.  Two 


Photoshop 
Elements  and 
PhotoImpact 
are  top-grade 
tools  that 
amateurs  can 
use  and  afford 


BusinessWeek  on  lino 


WANT  THE  ULTIMATE 
DIGITAL  CAMERA  to  go 

with  that  software? 
Check  out  the  Nikon 
D100  at  Technology  &  You 
at  www.businessweek.com/ 
technology/ 
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new  programs,  Photo- 
shop   Elements    2.0 
from  Adobe  Systems 
(www.adobe.com)  and 
PhotoImpact  8  from 
Ulead  Systems 

(www.ulead.com), 
offer  such  en- 
hanced capabilities 
for  less  than 
$100.  The  pro- 
grams, while 
different  in 
their  approaches, 
are  impressive. 
And  they  are  strik- 
ing values  in  a  software 
market  where  $500-plus  packages  such  as  Mi- 
crosoft Office  and  Adobe's  professional  products 
are  causing  sticker  shock. 

Photoshop  Elements,  which  comes  in  a  single 
edition  for  Windows  and  Mac  OS  9  or  x,  is  a  re- 
finement of  the  original  program  issued  last 
year.  Like  its  predecessor,  the  new  Elements 
can  do  at  least  80%  of  what  Photoshop  7.0  does 
at  less  than  a  quarter  of  the  price.  Photoshop  is 
the  professional  standard  for  photo  editing,  but 
most  of  its  features  that  are  absent  in  Ele- 
ments will  never  be  missed  by  anyone  except 
professional  photographers  or,  more  likely, 
graphic  artists  or  commercial  Web  masters.  For 
example,  Elements  lacks  the  ability  to  do  pre- 
cise color  matching  for  four-color  printing  and 
does  not  include  the  Image  Ready  application 


for  advanced  preparation  of  images  for  the  W 
On  the  other  hand,  Elements  is  a  lot  easier 
use  than  the  full  Photoshop.  It  avoids  the 
strictive  approach  of  low-end  products  like  ] 
crosoft  Picture  It!  Instead,  it  offers  liberal,  j 
generally  helpful,  hints  based  on  whatever  t; 
the  program  thinks  you  are  attempting.  Anc 
offers  a  number  of  what  it  calls  "recipes" — to 
to  combine  and  automate  sequences  of  ste 
such  as  creating  a  simple  animated  image 
the- Web. 

Ulead  PhotoImpact  ($79  as  a  download,  I 
retail;  Windows  only)  is  closer  in  approach  i 
capabilities  to  full  Photoshop  than  Elements, 
offers  a  broad  range  of  tools,  covering  eve 
thing  from  simple  red-eye  correction  to  t 
preparation  of  complex  images  for  co 
mercial  printing  or  for  the  Web.  Bu 
generally  offers  much  less  guidanj 
Where  Elements  includes  a  buihl 
tool  for  browsing  and  selecting  i 
photos  on  your  hard  drive,  Photol 
"c£  pact  relies  on  a  separate  applicati< 
Photo  Explorer,  that  is  only  included 
the  retail  version.  I  also  found  the  pla 
ment  of  tools  and  menu  items  in 
ments  much  more  intuitive,  but  t 
may  be  the  result  of  familiarity  gair 
by  having  used  Photoshop 
other  Adobe  programs  for  ye; 

But  one  feature  of  Photol 

pact  compensates  for  a  numt 

of  shortcomings.    Among   t 

common  problems  in  photos 

messed-up  perspective,  pa: 

ularly  in  scenic  shots  you 

likely  to  take  while  traveling. 

the  camera  is  not  held  preci 

vertical,  horizontal  and  v 

tical  lines  in  your  photo 

slope  disconcertingly.  A 

if  you  tilt  your  came 

to    take   a  picture   of 

building  or  a  monume 

vertical  lines  will  convei 

and  rectangles  turn  ir 

trapezoids. 

PhotoImpact  has  soi 
nifty  tools  for  correcting  these  perspective  erro 
Select  any  two  points  in  a  picture  that  are  si 
posed  to  lie  on  a  horizontal  or  vertical  line,  cli 
and  the  picture  is  rotated  to  the  correct  ork 
tation.  Another  tool  lets  you  selectively  stret 
the  image  to  make  those  converging  verti> 
lines  parallel.  And  a  single  click  lets  you  crop  t 
corrected  picture  back  to  a  neat  rectangle.  PI 
toshop  Elements  can  accomplish  the  same 
fects,  but  not  nearly  as  easily. 

In  the  end,  choosing  between  these  progra; 
is  largely  a  matter  of  taste.  PhotoImpact  offen 
lot  of  raw  power,  but  learning  to  use  it  eff< 
tively  requires  a  fair  investment  of  time.  Pho 
shop  Elements  offers  fewer  tricks  but  is  a  mc 
polished  and  easier  to  use  package.  Both  i 
great  values,  and  in  a  world  of  software  mom 
olies,  it's  wonderful  to  have  the  choice. 


' 


I 


22  BusinessWeek  /  October  28,  2002 


ofer 
tell 

Pin 
aid 


i fjffm  Introducing  AQUOS  Theater.  The  world's  first  HDTV-compatible  30-inch*  liquid  crystal  television 
Techaoiogr  coupled  with  the  world's  first  TBit  multi-channel  digital  audio  system.  Watch  crystal-clear  images. 
Discover  sounds  that  you've  never  heard  before  with  1-Bit  technology.  And  enjoy  sleek  design 
that  complements  any  interior.  AQUOS  Theater  by  Sharp.  Cinematic  excellence,  by  design,  sharpusa.com 
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REAL-TIME  FINANCIAL 
ACCOUNTABILITY- 

YOUR  COMPANY'S  FUTURE  MAY  DEPEND  ON  IT 
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,  infc  !t  is  driving  the  need  for  every  employee  and  line  manager  to  be  accountable  for  how  revenue 

expenses  are  being  managed  and  recorded.  And  it  is  driving  a  new  need  for  financial  transparency  —  to  give  not  only  the 
and  CFO  the  financial  visibility  they  need,  but  also  to  give  direct  visibility  to  their  accounting  firms  and  shareholders. 


"Leadership  in  this  marketplace  requires  financiaJ  visibility,  accountability  and 
investor  confidence,"  says  Renee  Lorton,  SVP  and  General  Manager  of  PeopteSoft** 
Financial  Management  Solutions. "We  deliver  the  real-time  tools  and  information 
our  customers  need  to  provide  the  transparency  and  performance  investors  want, 
and  the  accountability  and  compliance  regulators  demand." 

To  meet  these  challenges,  companies  around  the  world  must  address  the  new 
corporate  accountability  imperatives: 

EXTEND  FINANCIAL  ACCOUNTABILITY  DEEPER 
THROUGHOUT  THE  ORGANIZATION. 

Extending  financial  control  and  accountability  requires  linking  corporate 
objectives  to  individual  performance  and  rewards.  PeopleSoft  Financial  Man- 
agement Solutions  are  designed  to  provide  commitment,  control  and  financial 
scorecards  accessed  through  the  PeopleSoft  CFO  Portal.  Fiscal  accountability 
is  driven  directly  to  line  managers  with  automated  cost  controls  and  daily 
performance  monitoring. 

PROVIDE  INTERNAL  VISIBILITY  AND  EXTERNAL  TRANSPARENCY. 

World-class  organizations  provide  global  visibility  into  financial  information  for 
all  stakeholders.  PeopleSoft  offers  employee  and  investor  portals  that  provide 
financial  transparency  in  an  easy-to-use  format  to  employees,  shareholders, 
analysts  and  regulators. 

PROVIDE  A  SINGLE  VERSION  OF  THE  FINANCIAL  TRUTH. 

A  single  version  of  the  financial  truth  -  from  a  single  source  of  information  —  is  a 
must-have  in  the  new  era  of  corporate  accountability.  PeopleSoft  offers  integrated 
planning,  budgeting,  accounting,  reporting  and  global  consolidation  solutions  that 
are  designed  to  provide  one  consistent  source  of  financial  information. 

PeopleSoft  is  uniquely  positioned  to  help  companies  address  today's  corporate 
accountability  imperatives.  r^opleSoft  Pure  Internet  Financial  Management  Solu- 
tions deliver  real-time  visibih.  control  and  insight.  And  companies  are  already 
seeing  results. 


SUCCESS  STORIES 


financial  systems  into 
System  they  gained  a  ct 
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Danske  Bank  uses  Peop 
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age  risk  in  real  time.  "We  can  analyze 

determine  potential  earnings  versus  risk 
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have  reduced  the  time  it  takes  to  < 
five  days  to  three." 


i  ransiorm  your  financial  operations  by  working  in  real  time.  For  more  information  on  ho\ 
PeopleSoft  Financial  Management  Solutions  can  meet  corporate  accountability  and  financi; 
imperatives,  call  1-888-773-8277  orvisitwww.peoplesoft.com/financials. 
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'eopieSoft  is  a  registered  trademark  of  PeopleSoft.  Inc. 


i/IAKE  EVERY  EMPLOYEE  A  CFO. 
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)nly  PeopleSoft  Financial  Management  Solutions  deliver  real-time  visibility  and  control 
o  every  level  of  your  enterprise. 


'eopleSoft  Financial  Management  Solutions  make  every  employee  financially  accountable.  Every 
imployee  has  visibility  into  their  own  financial  world  within  the  global  enterprise.  With  embedded  cost 
:ontrols,  online  procurement,  and  real-time  alerts,  every  employee  is  empowered  to  make  the  right 
lecisions.  And  your  CFO  can  achieve  the  results  he  is  counting  on. 


.earn  more  by  visiting  us  at  www.peoplesoft.com/financials  or  call  1-888-773-8277. 


Braf 


Customer  Relationship 
Management 


Supply  Chain 
Management 


Financial  Management 
Solutions 


Human  Capital 
Management 


Application 
Infrastructure 


-  Inc.  PeopleSoft  is  a  registered  fademark  of  PeopleSoft.  Inc. 


Economic  Viewpoint 


BY  LAURA  D'ANDREA  TYSON 


IN  THE  DOLLAR 

WE  (AND  ALL  OTHER  NATIONS)  TRUST 


ANCHOR: 

The  U.S. 
economy  has 
been  going 
south,  but 
with  the 
world  on  a 
de  facto 
dollar  stan- 
dard, there 
won't  be  any 
sustained 
flight  from 
greenbacks 


Laura  D'Andrea  Tyson  is 
dean  of  London  Business 
School. 


Early  this  year,  the  dollar  began  what  many 
predicted  would  be  a  precipitous  slide.  Af- 
ter soaring  by  50%  relative  to  other  cur- 
rencies since  1995,  its  decline  gained  momentum 
during  the  spring  as  confidence  in  the  American 
economy  faltered  in  response  to  accounting  scan- 
dals, weak  profit  forecasts,  yawning  budget 
deficits,  and  fears  of  another  terrorist  attack. 
But  remarkably,  the  dollar  began  to  strengthen 
during  the  summer  despite  the  sharp  fall  in  the 
U.S.  equity  market  and  growing  speculation 
about  a  double-dip  recession  in  the  U.S.  The 
nasdaq  is  off  more  than  75%  from  its  2000  peak, 
the  Standard  &  Poor's  500-stock  index  is  off 
more  than  40%,  but  the  dollar's  value  remains 
about  where  it  was  at  the  beginning  of  this  tu- 
multuous year.  Investors  may  have  lost  faith  in 
U.S.  equity  markets,  but  they  have  apparently 
not  lost  faith  in  the  dollar. 

Unfortunately,  the  strength  of  the  dollar  is 
not  a  sign  of  strong  fundamentals  in  the  Ameri- 
can economy.  Rather,  it  is  a  sign  of  growing 
weakness  in  the  rest  of  the  global  economy  and 
its  lopsided  dependence  on  the  U.S.  as  the  en- 
gine of  growth.  The  U.  S.  economy  may  be  faring 
poorly,  but  the  rest  of  the  world  is  doing  even 
worse.  Growth  in  Europe  is  proceeding  at  a 
snail's  pace,  and  progress  in  much-needed  struc- 
tural reforms  is  agonizingly  slow.  Japan  is  caught 
in  a  stranglehold  of  bad  debt  and  deflation.  Latin 
America  is  reeling  from  the  loss  of  confidence 
and  capital  triggered  by  Argentina's  default.  And 
export-dependent  Asia  has  been  hard  hit  by 
dwindling  demand  in  American  markets.  Ac- 
cording to  Stephen  Roach  of  Morgan  Stanley, 
the  U.  S.  economy,  which  accounts  for  about  20% 
of  global  output,  has  contributed  about  40%  of 
global  growth  since  1995.  As  it  slips,  no  other 
economy  or  region  is  able  or  willing  to  take  its 
place  as  the  primary  source  of  global  demand  and 
the  market  of  last  resort. 

Nor  does  there  appear  to  be  any  appetite 
among  the  developed  countries  for  coordinated 
macroeconomic  policy  action  combining  fiscal 
stimulus  and  monetary  easing  to  prevent  the 
global  economy  from  falling  further,  perhaps  into 
recession.  The  silence  among  the  leaders  of  the 
developed  countries  on  the  dangers  of  a  global 
recession — and  its  dire  consequences  for  the 
world's  poorer  nations — is  deafening. 

In  this  uncertain  economic  climate,  what  have 
many  investors  around  the  world  chosen  to  do? 
They  have  cut  their  holdings  in  U.  S.  equity  mar- 
kets and  increased  their  purchases  of  other  U.  S. 
securities,  especially  safer  government  ones.  To- 


tal net  foreign  purchases  of  U.  S.  securities  du 
ing  the  first  seven  months  of  this  year  we* 
about  the  same  level  as  a  year  ago,  but  net  fo 
eign  purchases  of  U.S.  equities  were  down  t 
more  than  half.  In  recent  months,  the  level  of 
foreign  purchases  of  U.  S.  securities  has  act 
increased  to  nearly  double  the  levels  of  last  yea 
driven  by  purchases  of  U.  S.  Treasury  notes  an 
bonds. 

The  dollar's  performance  during  this  cyclici 
downturn  provides  evidence  that  the  intern; 
tional  financial  system  is  operating  on  a  de  fac 
dollar  standard.  No  asset  since  gold  in  the  19t 
century  enjoys  such  broad  acceptance  as  both 
medium  of  exchange  and  a  store  of  value  as  tr 
dollar.  It  is  the  transaction  currency  for  trade  i 
primary  commodities  including  oil  as  well  as  ft 
trade  in  many  industrial  goods  and  services.  IT 
dollar  is  the  vehicle  currency  in  interbank 
forward  exchange  markets  and  the  main  cus 
rency  of  denomination  for  most  cross-border  caj 
ital  flows.  Most  governments  outside  of  Europ 
use  the  dollar  as  their  primary  intervention  cu 
rency,  often  loosely  pegging  their  own  currenck 
to  it.  Almost  50%  of  all  U.S.  Treasury  bone 
are  held  as  reserves  by  foreign  central  ban! 
and  national  governments  that  are  reluctant  1 
sell  them  for  fear  of  undermining  the  compet 
tiveness  of  their  own  currencies.  As  long  as  t 
U.  S.  inflation  rate  remains  low,  any  run  on  tl 
dollar  by  individuals  is  likely  to  be  offset  by  fo: 
eign  central  banks  accumulating  dollars  to  pr 
vent  their  own  currencies  from  appreciating. 

In  a  dollar-standard  world,  global  growth  fue 
the  demand  for  liquid  dollar  assets,  and  the  U.  I 
can  provide  these  assets,  whether  in  the  form  < 
currency,  government  securities,  or  private  s< 
curities,  with  no  well-defined  time  frame  for  n 
repayment.  As  a  result,  the  U.  S.  seems  to  enj 
a  virtually  unlimited  line  of  credit  denominated  i 
its  own  currency  with  the  rest  of  the  work 
This  credit  finances  America's  large  and  gro 
current-account  deficit.  The  U.S.  benefits  froi 
this  arrangement  because  it  can  consume  muc 
more  than  it  produces.  But  the  rest  of  the  worl 
also  benefits  both  because  it  gets  the  dollar  hok 
ings  it  requires  and  because  the  U.S.  uses  thi 
credit  to  import  goods  and  services  and  serve  z 
the  world's  growth  engine.  Contrary  to  conve: 
tional  economic  wisdom,  in  a  dollar-standard  sy 
tern  there  is  little  danger  that  America's  cui 
rent-account  deficit  will  trigger  a  flight  from  tl 
dollar,  necessitating  sharply  higher  U.  S.  intern 
rates.  That's  good  news  for  both  the  America 
and  world  economy. 
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The  capital  markets  have  changed  dramatically  in  recent  months.  You  need  a  guide  who  knows  the  territory  ahea 
and  provides  leadership,  executes  with  precision,  and  delivers  exceptional  results.  Already  this  year  we've  guided 
clients  on  transactions  worth  more  than  S14  billion  and  maintained  out  number  one  ra/iking  in  aftermarker  IPO 
support.  In  times  like  these,  the  right  guide  makes  all  the  difference. 
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Economic  Trends 


BY  MARGARET  POPPER 

THE  PARTY'S 
ON  THE  HOUSE 

Mortgage  refis  are  boosting  growth 

A  "cocktail"  of  rising  house  prices  and 
falling  interest  rates  is  having  an 
even  bigger  effect  on  consumer  spend- 
ing than  commonly  realized,  argues  a 
new  study  by  economist  Jan  Hatzius  of 
Goldman,  Sachs  &  Co.  But  Hatzius  also 
says  the  buzz  may  not  last  much  longer. 
According  to  the  Goldman  economist, 

GASHING  IN 
HOUSING  WEALTH 


MORTGAGE  EQUITY  WITHDRAWAL  AS 
A  SHARE  OF  DISPOSABLE  INCOME* 
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▲  PERCENT   'MORTGAGE  EQUITY  WITHDRAWALS  ARE  MORTGAGE 
BORROWINGS  MINUS  INVESTMENT  IN  HOUSING 
Data:  Federal  Reserve,  Goldman,  Sachs  &  Co. 

estimates  of  cash-out  refinancing  pub- 
lished by  institutions  such  as  Freddie 
Mac,  the  big  mortgage  purchaser,  are  in- 
complete. He  calculates  a  broader  mea- 
sure called  "mortgage  equity  withdraw- 
al," based  on  Federal  Reserve  data. 
Hatzius  shows  that,  during  the  first  half 
of  2002,  Americans'  pulling  cash  out  of 
their  housing  assets  was  a  huge  con- 
tributor to  economic  growth — equal  to 
more  than  2%  of  disposable  income. 

Mortgage  equity  withdrawal  consists 
of  mortgage  borrowing  minus  net  spend- 
ing on  buying  or  upgrading  houses.  The 
measure  includes  home  equity  loans  that 
are  used  for  purposes  other  than  home 
remodeling;  "cash-out"  refinancing,  in 
which  people  take  out  money;  and  capi- 
tal gains  from  home  sales  that  are  not 
reinvested  in  the  housing  market. 

Since  the  1980s,  Americans  "have  be- 
come much  more  willing  to  withdraw 
equity  from  their  homes,  particularly 
when  house  prices  are  rising  strongly," 
Hatzius  observes.  The  withdrawn  equi- 
ty could  go  toward  paying  down  debt  or 
investing  in  other  assets.  But  Hatzius 
says  it  appears  to  be  going  mostly  into 
spending,  judging  from  the  low  person- 
al savings  rate  and  small  inflows  of  mon- 
ey into  financial  assets. 

Hatzius  concludes  that  it  wouldn't 
take  much  to  cause  a  retrenchment  in 


consumer  spending.  If  housing  prices 
simply  stop  rising  and  interest  rates 
stop  falling,  let  alone  reverse  course, 
consumer  spending  will  take  a  hit.  His 
conclusion:  "Consumers  are  living  on 
borrowed  time." 

By  Peter  Coy 


DOING  A  JOB 
ON  LABOR 

The  Net  transforms  the  market 

The  Web  may  not  have  made  the 
Old  Economy  obsolete.  But  it  has 
profoundly  affected  labor  markets,  ac- 
cording to  a  study  by  Richard  B.  Free- 
man, a  Harvard  University  economist. 

Using  government  survey  data  from 
1998  through  2001,  Freeman  found  that 
workers  who  used  the  Internet  on  the 
job  worked  5%  longer  hours  than  those 
who  didn't,  other  things  being  equal. 
That  doesn't  include  the  extra  time  that 
people  spend  checking  into  work  from 
home  over  the  Internet.  Freeman  said 
there's  no  way  to  tell  whether  the  extra 
hours  worked  are  productive. 

Freeman  also  found  that  people  who 
use  the  Net  at  work  get  paid  more.  But 
with  Internet  usage  widening  to  all 
types  of  jobs,  he  predicts  this  differ- 
ence will  eventually  disappear.  And 
there's  no  doubt  that  Net  usage  at  work 
is  picking  up  steam.  In  2001,  41%  of  all 
workers  18  to  65  used  the  Net,  com- 
pared with  17%  in  1997. 

Freeman  goes  on  to  predict  that  the 
Internet  will  allow  more  cross-border 
connections  between  job  seekers  and 
job  offerers.  "A  person  in  Russia  or  In- 
dia has  the  same  access  to  job  listings 
as  a  person  in  Detroit,"  says  Freeman 
of  Internet-based  recruiting.  At  the 
same  time,  the  Web  lets  workers  com- 
mute to  work  virtually.  So  a  Russian 
could  accept  a  job  in  the  U.  S.  without 
moving  there. 

In  the  future,  companies  may  stretch 
the  time  it  takes  them  to  make  a  deci- 
sion about  hiring,  Freeman  says.  Since 
they  know  they  have  access  to  a  larger 
pool  of  labor  through  the  Net,  waiting 
to  find  the  perfect  match  might  make 
sense.  But  for  European  labor  markets, 
which  are  far  less  mobile  than  those  in 
the  U.S.,  Freeman  believes  the  way 
the  Net  tears  down  borders  will  out- 
weigh the  effect  of  companies  waiting 
for  the  right  match.  That  could  lower 
unemployment  in  Europe. 

Labor  unions'  recruiting  and  commu- 
nications with  members  have  also  be- 
come much  more  efficient  thanks  to  the 


Internet,  argues  Freeman.  The  Nation 
al  Writers  Union,  for  example,  gets  on 
third  to  one-half  of  its  new  membe: 
off  the  Web.  That  means  unions  d 
have  to  pay  expensive  union  reps 
reach  workers. 

Since  their  Web  sites  are  accessible  i 
nonmembers  as  well,  unions  can  broa< 
en  their  influence  through  informati< 
dissemination.  Union  Web  sites  publit 
information  about  laws  that  affect  wror 
ers'  rights.  Over  the  Internet,  nonmer 
bers  can  learn  about  their  rights  ai 
forward  the  unions'  agenda  indepen. 
ently,  says  Freeman. 


A  TECH-SPENDING 
BOOM  AHEAD? 

Old  office  gear  needs  replacing 


With  the  bursting  of  the  technoloj 
bubble,  economists  have  que 
tioned  whether  the  tech  spending  of  tl 
late  1990s  was  excessive.  Not  by  hi 
torical  standards,  says  a  new  study  1: 
Merrill  Lynch  &  Co. 

From  1996  to  2001,  companies  i 
creased  the  amount  of  information  tec 
nology  hardware  and  software  they  h 
in  place  at  an  inflation-adjusted  anni 
rate  of  11.2%,  according  to  Comme: 
Dept.  data  (chart).  But  in  the  five  y 
before  that,  info  tech  grew  at  only 
sluggish  7.8%  rate.  As  a  result,  "durii 
the  decade  ending  in  2001,  tech  capit 
stock  grew  at  one  of  the  slowest  ra 
for  any  10-year  period  on  record,"  sai 
Bruce  Steinberg,  chief  economist 
Merrill  Lynch. 

After  the  recent  slowdown,  Steinbe: 
believes  there  is  a  lot  of  pent-up  d 
mand  for  new  technology.  For  examp] 
companies  have  replaced  employees' 
every  three  years  or  so,  on  averag 
That  replacement  cycle  has  no 
stretched  to  four  years,  and  Steinbei 
doesn't  think  it 
can  go  much  fur- 
ther without  seri- 
ously affecting 
companies'  per- 
formance. "We 
won't  have  the 
spending  boom  of 
the  late  1990s," 
says  Steinberg, 
but  he  is  con- 
vinced that  com- 
panies will  soon 
have  to  increase 
their  tech  budgets 
or  risk  their  com- 
petitive edge. 


TECH  SPENDING:  NO 
SUCH  A  BIG  BOOM  I 

15- 


12 


|  ANNUAL  GROWTH  RATE  OF  | 

IN-PLACE  INFORMATION 

TECHNOLOGY* 

71-  76-  '81-  '86-  '91- 
76   '81   '86   '91   '96 

k  PERCENT 

•CAPITAL  STOCK  OF  HARDWARE 
AND  SOFTWARE 

Data.  Commerce  Dept. 


28  BusinessWeek  /  October  28,  2002 


m  BHl 


I 


Hitachi's  visionary  technology  is  revealing  nature's  deepest  secrets  to  the 
naked  eye.  Our  versatile  electron  microscopes  -  indispensable  tools  in  the 
nanotechnology  revolution  -  have  a  multitude  of  uses  in  fields  ranging  from 
semiconductors  to  biotechnology.  And  our  non-invasive  Magnetic  Resonance 
Imaging  (MRI)  systems  provide  medical  professionals  with  fast,  accurate 
diagnostic  and  surgical  tools.  Saving  lives,  or  simply  making  life  better,  is  the 
global  vision  at  Hitachi.  Visit  us  on  the  web  and  see  how  we're  inspiring  the 
next  with  our  advanced  technologies  and  innovative  solutions. 

*The  focus  has  been  intentionally  adapted  for  this  advertisement. 
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fflY  THIS  RECOVERY 
EELS  LIKE  A  RECESSION 


rowth  looks  solid,  but  the  national  mood  doesn't  reflect  the  data 


U.S.  ECONOMY 


) 


Econometric  models  are  very 
good  at  capturing  how 
mges  in  interest  rates  or  taxes  will  influence  future 
Inomic  growth.  Calculating  the  relationship  between 
wth  and  unemployment?  Child's  play.  But  modeling 
effects  of  the  national  mood  is  where  it  gets 
;ky.  And  because  the  U.S.  is  facing  an  unprece- 
ited  crisis  of  uncertainty,  the  economic  outlook  has 
jiost  never  been  murkier. 

The  difficulty  in  forecasting 
based  on  moods  is  simple: 
How  we  feel  doesn't  always 
translate  into  how  we  act. 
Look  at  how  consumers  and 
businesses  say  they  feel  about 
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recession. 

hard  data  on  shopping  and 
business  activity,  and  the  re- 
covery seems  on  solid  ground. 
For  example,  the  University  of  Michigan's  consumer 
rvey  shows  that  sentiment  is  at  its  lowest  in  nine 
ars.  But  retailers  report  that  consumers  bought 
my  items  other  than  cars  in  September,  and  sur- 
ys  suggest  they  kept  shopping  in  early  October.  And 
die  business  executives  say  they  worry  about  what 
s  ahead,  their  companies  are  laying  in  inventories  to 
»et  future  demand  and  gradually  lifting  their  out- 
re for  new  equipment. 

So,  too,  the  stock  market's  gyrations  are  hard  to 
itch  up  with  the  economy's  performance.  The  stock 
iexes  say  more  about  the  sour  national  mood  than 
out  future  economic  prospects  (table).  Since  the  first 
tarter  of  2001 — the  peak  of  the  1990s  expansion — 
ack  prices  have  dropped  a  staggering  26.8%,  sug- 
:sting  investors  think  the  economy  is  collapsing.  Yet 
al  gross  domestic  product  has  grown  2.8%  in  that 
me  period,  and  the  pace  has  accelerated.  Growth 
er  the  past  year  has  averaged  3%,  including  an  ex- 
cted  4%  annual  rate  in  the  third  quarter.  That's  no 
Uapse.  But  the  split  between  perception  and  reality 
s  made  this  recovery  feel  like  continued  recession. 

HATS  BEHIND  the  widespread  dread?  Some  events 
ive  loomed  over  the  economy  for  a  while,  especially 
ie  stock  market's  two-year  decline.  And  since  last 
ecember,  tales  of  corporate  fraud  and  huge  execu- 
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tive  payouts  have  added  to  a  deepening  skepticism 
about  American  business  practices.  Recent  "breaking 
news"  headlines  of  abducted  children,  snipers,  and  ter- 
rorist acts  abroad  heighten  a  feeling  of  vulnerability. 

However,  the  newest  and  most  urgent  addition  to  the 
national  angst — and  thus  its  role  in  the  outlook — is 
that,  with  congressional  approval  now  in  place,  a  U.S. 
invasion  of  Iraq  seems  imminent.  The  progress  of  this 
war  will  be  crucial  to  the  outlook. 

Unfortunately,  this  war  may 
be  unlike  any  past  conflicts  in 
many  respects,  so  its  effect  on 
the  economy  is  hard  to  figure. 
First,  the  U.  S.  may  go  ahead 
without  full  global  support, 
opening  questions  for  the  dol- 
lar, financial  markets,  and  oil 
prices.  Second,  retaliation  on 
American  soil  seems  likely. 
The  major  players  in  this 
economy — investors,  con- 
sumers, and  executives — aren't  just  waiting  for  the 
initial  assault  in  Iraq:  They're  wondering  where  and 
when  the  other  shoe  will  drop. 

Thus  it  doesn't  matter  that  profits  are  turning  up  or 
that  the  unemployment  rate,  at  5.6%,  is  the  lowest  for 
any  first  year  of  recovery  since  the  1960s.  Right  now, 
people  are  still  concentrating  on  the  risky  intangibles  of 
corporate  scandals  and  war.  Recent  upbeat  reports  on 
third-quarter  earnings  from  key  companies,  such  as 
General  Motors  Corp.  and  Citigroup,  have  encouraged 
investors  and  lifted  stock  prices  sharply.  But  uncer- 
tainty will  continue  to  weigh  heavily  on  the  markets 
and  the  economy  in  the  fourth  quarter,  holding  back  the 
growth  of  capital  spending  and  depressing  confidence, 
all  of  which  could  spill  into  2003  (page  34). 

HOWEVER,  WAR  UNCERTAINTY  may  also  translate 
into  an  upside.  What  if  the  war  goes  quickly  and  well? 
A  short  conflict  could  have  important  salutary  effects  on 
both  the  markets  and  the  economy.  Once  this  major 
source  of  risk  is  removed,  stock  prices  might  well  soar, 
business  plans  could  move  forward,  and  consumers  will 
no  doubt  feel  better  about  pumping  up  their  spending. 
A  key  driving  force  here  is  that  oil  prices  would 
likely  plummet.  Not  only  would  the  current  war  pre- 
mium in  petroleum  prices  evaporate,  but  if  Iraq's  oil 
fields  are  quickly  reopened  and  the  nation  is  free  to  re- 
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enter  world  oil  markets  at  its  full  potential,  then  prices 
could  also  dip  lower  in  the  long  run.  Iraq  holds  the 
world's  second-largest  proven  oil  reserves.  Oil  prices  are 
currently  more  than  60%  higher  than  they  were  at 
the  start  of  the  year,  a  factor  that  has  helped  to  slow 
global  growth  this  year. 

BUT  THAT'S  A  BIG  "WHAT  IF."  For  now,  steadfast 
consumers  remain  about  the  only  source  of  demand  in 
the  U.  S.,  a  factor  that  makes  both  the  U.  S.  and  glob- 
al economies  vulnerable  to  some  unforeseen  shock. 
Thanks  to  consumers,  U.  S.  import  growth  has  acceler- 
ated sharply  this  year,  helping  to  buoy  foreign 
economies.  And  consumers  keep  heading  to  the  malls 
even  as  they  tell  pollsters  how  depressed  they  are. 

To  be  sure,  consumers'  monthly  spending  patterns 
have  been  erratic  all  year,  and  that  was  true  again  in 
September.  Retail  sales  fell  12%  last  month,  but  the  de- 
cline was  concentrated  in  autos,  after  carmakers  had 
removed  their  sales  incentives.  Excluding  autos,  retail 
sales  rose  0.1%  in  September,  the  fourth  monthly  in- 
crease in  a  row  (chart,  page  31).  Real  consumer  spending 
on  goods  and  services  probably  grew  at  about  a  4% 
annual  rate  in  the  third  quarter.  And  weekly  surveys  of 
stores  indicate  that  October  sales  are  rising  as  well. 

Car  buying  may  be  set  to  pick  up.  Car  deals  had 
boosted  sales  sharply  early  in  the  summer  so  that  vehi- 
cle sales  for  the  entire  third  quarter  averaged  an  annu- 
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INVENTORIES  LOOK 
EXTREMELY  LEAN 


al  rate  of  17.8  million,  the  best  quarterly  rate  in  a  y< 
Now,  with  car  dealers  having  slashed  their  inventories 
2002  models,  car  companies  have  already  rolled  out 
new  round  of  sales  deals  for  October. 

Shrinking  car  inventories 
were  mainly  responsible  for 
the  0.1%  dip  in  August  busi- 
ness inventories.  Excluding 
autos,  inventories  held  by 
manufacturers,  wholesalers, 
and  retailers  ended  a  15- 
month  contraction  in  April. 
Since  then,  they  have  grown 
0.4%,  but  sales  are  up  more 
than  twice  as  fast.  In  fact,  in- 
ventories throughout  the  econ- 
omy are  exceptionally  lean.  The  ratio  of  stockpiles  I 
sales  fell  to  a  record  low  1.34  in  August,  far  below  i 
10-year  trend  (chart).  That  means  inventories  at 
businesses  are  too  low  relative  to  demand,  a  situati 
that  bodes  well  for  future  orders  and  output. 

However,  the  will  to  expand  inventories,  supplies, 
payrolls — so  crucial  to  taking  this  recovery  to  the  ] 
level — will  depend  as  much  on  the  mood  of  business 
as  on  the  thickness  of  their  order  books.  In  the  end, 
order  books  will  matter  the  most  in  convincing  exe 
tives  of  the  recovery's  sustainability.  But  until  then, 
national  mood  will  be  one  of  waiting  and  worrying 
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THE  PERILS  OF  A  FAST-SLOW  ECONOMY 


Britain's  two-speed  economy 
continues  to  challenge  both 
economic  forecasters  and  policy- 
makers. Consumer  spending  and 
services  are  running  fast,  while 
foreign  demand  and  manufactur- 
ing remain  stuck  in 
the  mire.  The  question 
now:  Will  this  year's 
nearly  30%  slide  in 
stock  prices  slam  the 
brakes  on  consumer 
spending  and  force  the 
Bank  of  England  to 
cut  interest  rates? 

So  far,  the  outlook 
for  consumer  demand 
remains  bright.  Bor- 
rowing is  strong,  as  consumer 
credit  rose  in  August  by  the  most 
in  20  months,  and  September  data 
were  broadly  upbeat:  House 
prices  kept  up  their  relentless 
surge,  providing  an  offset  for 


JOBLESSNESS  HOLDS 
AT  A  27-YEAR  LOW 


BRITISH 

UNEMPLOYMENT  RATE 
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wealth  losses  in  the  stock  market. 
Consumer  confidence  rose,  while 
surveys  show  continued  strong  ac- 
tivity in  the  service  sector. 

Moreover,  labor  markets  re- 
mained robust  in  September.  Al- 
though layoffs  in  man- 
ufacturing are  rising, 
retailers  are  hiring  at 
a  healthy  clip,  and  un- 
employment continues 
to  fall.  Also,  average 
earnings  are  rising 
3.8%  annually,  much 
faster  than  the  1.7% 
pace  of  retail  inflation. 

But  at  the  same 
time,  plunging  stock 
prices  and  a  deteriorating  global 
outlook  are  hammering  confidence 
among  manufacturers,  pushing 
down  business  investment  to  its 
lowest  level  since  1997.  August  in- 
dustrial production  was  especially 


disappointing,  reflecting  sharply 
weaker  exports  to  the  12-nation 
euro  zone,  which  accounts  for  half 
of  Britain's  foreign  trade. 

Indeed,  the  most  effective  mon- 
etary policy  for  Britain  might 
well  be  an  interest-rate  cut  by 
the  European  Central  Bank. 
Despite  factory  weakness,  the 
Bank  of  England  is  wary  that  a 
rate  cut  at  home  would  only  fur- 
ther fuel  the  unsustainable  hous- 
ing boom,  which  has  powered  do- 
mestic demand  and  helped  to 
push  service-sector  inflation  to 
4.8%,  even  as  goods  inflation  has 
fallen  to  -0.9%.  Plus,  the  bulk  of 
last  year's  rate  cuts  are  still  per- 
colating through  the  economy. 
The  ecb  is  still  talking  tough,  but 
economists  are  starting  to  expect 
a  euro  zone  rate  cut  by  yearend, 
a  move  Britain's  monetary  au- 
thorities would  welcome.  I 
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demand  projected  over  the  next  20  years 
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THE   FUTURE  IS  GROWING   BRIGHTER. 

Electricity  is  at  the  heart  of  innovation  in  the  American  economy.  And  electricity  will  continue  to  power  Americas  growth  for  years  to  come.  In  fact, 
electricity  demand  is  projected  to  grow  more  than  40  percent  over  the  next  two  decades. 

Shareholder-owned  electric  companies  are  doing  their  part  to  help  expand  the  economy.  Our  power  plants,  transmission  lines  and  distribution  systems  bring 
energy  to  America's  homes  and  businesses,  and  a  proud  history  of  innovation  and  service  keeps  us  looking  ahead  with  a  keen  sense  of  the  challenges 
facing  the  energy  marketplace.  While  we  work  dosely  with  regulators  and  policymakers,  we  are  committed  to  building  on  the  foundation  of  our  customers' 
and  investors'  confidence  as  we  serve  Americas  electricity  needs.  Most  important,  we  believe  in  the  future  of  America's  electric  power  industry. 
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News:  Analysis  &  Commentary 


THE  BULLS 
MAY  GET 

TRAMPLED 


Optimism  in 
stocks  is  growing, 
but  the  numbers 
remain  sobering 

There's  a  joke  on  Wall  Street 
these  days  that  the  stock  mar- 
ket is  sure  to  go  up — just 
don't  ask  when.  It  has  become 
especially  pertinent  since  the 
market  staged  a  strong,  four- 
day  turnaround  starting  on  Oct.  10, 
with  the  Dow  Jones  industrial  average 
and  the  Standard  &  Poor's  500-stock 
index  both  soaring  over  13%  before 
falling  back  3%  on  Oct.  16.  Investors 
want  to  know  if  the  worst  stock  mar- 
ket slide  since  the  Depression  is  finally 
over  or  whether  they're  just  seeing  an- 
other cruel  bear-market  rally. 

Despite  the  profit-taking  on  the  16th, 
market  soothsayers  of  all  stripes  are 
starting  to  convince  themselves  that  it's 
onward  and  upward  from  here.  For  in- 
stance, on  Oct.  10,  Morgan  Stanley  chief 
technical  analyst  Rick  Bensignor,  called 
a  bottom,  saying:  "I  think  we  will  stop 
the  downtrend  here." 

Don't  hold  your  breath,  though.  Sure, 
there  are  plenty  of  indicators,  such  as 
high  volatility  and  what  looks  like  a 
double-bottom  formation  on  stock  charts, 
that  technicians  say  often  signal  a 
trough.  Trouble  is,  this  is  at  least  the 
third  bottom  flagged  by  technicals  this 
year.  Says  Salomon  Smith  Barney  U.  S. 


equity  strategist  Tobias 
M.  Levkovich:  "The 
worst  could  be  over,  but 
we're  not  out  of  the 
woods.  We  never  migrate 
from  a  bear  to  a  bull 
market  overnight." 

Fundamental  factors 
still  weigh  heavily  on  the 
market — and  some  have 
reared  their  ugly  heads 
only  in  the  past  couple 
of  months.  Profit  expec- 
tations continue  to  be  re- 
vised downward;  the 
trustworthiness  of  ac- 
counting remains  a  worry;  the  threat 
of  war  with  Iraq,  as  well  as  separate 
acts  of  terrorism  such  as  the  recent  one 
in  Bali,  is  dampening  sentiment.  And 
there's  an  increasing  risk  that  consumer 
spending  could  erode  if  a  significant  rise 
in  unemployment  or  an  oil  price  shock 
produces  a  weaker  economy  than  many 
anticipate. 

Even  though  investor  sentiment 
seems  to  be  downright  dismal,  it  may 
still  not  be  dismal  enough.  "The  spec- 
ulative fervor  hasn't  been  removed," 
says  Richard  Bernstein,  chief  U.  S. 
strategist  at  Merrill  Lynch  &  Co.  "In- 
vestors are  chomping  at  the  bit,  wait- 
ing for  the  next  bull  market  to  start." 
At  a  real  market  bottom,  says  Bern- 
stein, "investors  believe  there  will  nev- 
er even  be  a  bottom."  In  fact,  many 
strategists  say  it's  likely  that  the  mar- 
ket is  in  the  midst  of  a  "bottoming- 
out  process"  which  could  last  well  into 
next  year.  That  means  the  market 
could  give  back  the  gains  of  recent 
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days  and  move  mostly  sideways 
while. 

What  will  turn  the  tide?  BasicaUJ. 
healthy  profit  numbers  that  prove  Ib 
investors,  once  and  for  all,  that  U.lji 
businesses  are  in  the  throes  of  a  gei 
uine  recovery.  But  such  a  prospect 
proving  as  ethereal  as  a  mirage  in 
desert.  Companies  are  putting  off  capit^ 
spending  because  of  the  uncertain  eo 
nomic  and  geopolitical  environment.  Tl 
likes  of  Citigroup,  General  Motors,  at 
Johnson  &  Johnson  are  reporting  it 
proved  net  profits.  But  that's  large 
because  last  year's  profits  were  so  we*  n 
that  companies  are  trumping  them  wil 
relative  ease. 

Analysts  aren't  giving  them  an 
credit  for  the  improvement.  Indee 
they  are  continuing  to  slash  their  e; 
ings  expectations  for  s&P  500  com 
nies.  On  July  1,  they  were  project! 
17%  earnings  growth  for  the  s&P 
the  third  quarter,  but  that  number  hs  I 
now  dwindled  to  around  5%,  accordir 


IN  REALITY 


The  healthy  profits  that  will  prove  that  a  recovery  is  ur 
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money  must  come  into  the 
market.  Instead,  since  mid- 
May,  investors  have 
yanked  $64  billion  out  of 
U.S.  equity  funds.  And 
there's  no  sign  they  are 
about  to  change  tack. 
Combine  that  with  in- 
vestors who  are  selling 
shares  into  any  strength, 
and  it's  a  recipe  for  anoth- 
er fizzled  rally. 

Also,  investors  could 
continue  to  choose  bonds 
over  stocks,  especially  if 
their  yields  start  to  rise. 
As  investors  have  sought 
out  safe  havens  away 
from  stocks,  Treasury 
bond  prices  have  risen 
over  10%  since  the  begin- 
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INDEX 
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Thomson  Financial/First  Call.  Ditto 
the  fourth  quarter,  for  which  the 
y  1  consensus  of  a  28%  gain  has 
unk  to  just  19%  now.  Profit  wor- 
,  say  experts,  have  already  started 
extend  to  the  first  two  quarters  of 
A  year.  Says  Brian  Belski,  market 
ategist  at  U.S.  Bancorp  Piper  Jaf- 
y:  "We're  seeing  some  positive  [earn- 
s]  growth,  but  not  the  kind  that  de- 
js  a  bull  market." 
Some  say  the  profit  concerns  could 
an  the  economy  has  simply  entered  a 
a  leg  of  the  bottoming  process. 
i  omas  McManus,  equity  strategist  at 
nc  of  America  Securities,  calls  this 
"anticipatory  phase."  where  the 
d  rket's  reaction  to  downward  earn- 
s  revisions  is  so  severe  that  investors 
ally  believe  expectations  are  being 
;  to  reasonable  levels.  For  example, 
Oct.  9,  General  Electric  Co.  shares 
lk  almost  6%  when  analysts  cut  their 
)3  profit  forecast.  The  same  day.  an 
dyst's  downward  revision  of  amr,  par- 
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ent  of  American  Airlines,  pushed  the 
stock  down  18%  and  punished  other  air- 
line stocks  including  United  Airlines. 
Such  a  process  could  last  for  weeks, 
warns  McManus. 

Sharp  rallies  of  the  sort  that  started 
on  Oct.  10  often  characterize  a  long 
bear  market.  From  January,  1974.  to 
August,  1982,  the  s&P  staged  six  major 
rallies,  each  with  an  average  gain  of 
32%,  according  to  Salomon  Smith  Bar- 
ney. In  fact,  in  the  first  rally,  which  be- 
gan in  October,  1974,  and  lasted  until 
July,  1975.  the  s&p  posted  a  53%  gain 
before  sinking  12%  in  the  subsequent 
two  months. 

These  days,  rallies  are  turbocharged 
by  the  huge  number  of  short-sellers. 
They  are  harvesting  profits  or  being 
forced  to  buy  back  shares  when  stocks 
rise  above  the  price  at  which  they  bor- 
rowed them.  Since  early  2000,  short  in- 
terest in  the  s&P  has  almost  doubled  to 
2.25%  of  all  shares  outstanding.  For  a 
rally  to  be  sustainable,  serious  new 
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ning  of  the  year,  making 
them  one  of  the  hottest 
investments  around.  But 
the  yields  have  been  at 
historic  lows.  If  stocks 
start  to  rise,  bond  yields 
will  likely  rise.  In  fact,  in 
the  course  of  the  recent 
stock  market  rally,  the  yield  on  a  10- 
year  Treasury  jumped  nearly  half  of  a 
percentage  point. 

To  make  matters  worse,  there's  still 
a  lingering  question  about  valuations. 
Although  stocks  aren't  hugely  over- 
priced these  days,  they're  still  not 
cheap.  The  s&p  is  trading  at  about  18 
times  projected  2003  earnings.  To  some, 
that's  fine,  given  the  current  low  infla- 
tion rates  and  taxes  (page  36).  But  his- 
torically, the  market  has  traded  around 
15 — and  in  typical  bear  markets,  the 
ratio  has  often  dropped  under  10,  and 
sometimes  as  low  as  8.  Of  course,  those 
low  valuations  generally  occurred  in 
high-interest-rate  environments;  given 
today's  low  rates,  such  a  steep  fall 
looks  less  likely. 

That's  one  reason  strategists  such 
as  Goldman,  Sachs  &  Co.'s  Abby 
Joseph  Cohen  haven't  been  deterred 
from  calling  the  market  "notably  un- 
dervalued." On  Oct.  9.  Cohen  forecast 
that  both  the  Dow  and  s&P  will  rise 


mven't  come  yet.  Meanwhile,  downward  earnings  revisions  continue 
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roughly  48%  over  the  next  12  to  18 
months  despite  "intense  risk  aversion" 
among  investors.  "The  worst  is  past." 
she  said. 

Maybe  Cohen  will  turn  out  to  be 
right.  But  some  critics  say  she  is  simply 
egging  on  the  chorus  of  investors  who 
are  still  overly  bullish.  Says  Belski:  "In- 
vestors need  to  stop  looking  for  the 


next  bull  market  and  recovery.  They 
need  to  focus  on  what  they're  doing  in 
this  market  first."  That,  he  says,  could 
mean  finally  dumping  losers,  especially 
tech  stocks  that  are  dogging  portfolios; 
practicing  sound  asset  allocation;  and 
seeking  out  solid  companies  selling  at 
reasonable  valuations.  They  also  need 
to  realize  that  when  the  market  does  fi- 


nally turn  around,  those  bubble  returd 
of  20%  or  more  a  year  won't  come  bad| 
A  much  more  likely  scenario  will  be 
or  6%  annual  gains. 

At  least  the  market  will  be  goii 
up  then — and  perhaps  the  jokes  d| 
Wall   Street   will   be   a   touch   moi| 
upbeat. 

By  Marcia  Vickers  in  New  Ycn\ 


DIVE  RIGHT  IN,  SIEGEL  SAYS,  THE  P-Es  ARE  FINE 


Thanks  to  the  stock  market's  big 
bounce  around  Columbus  Day, 
being  Jeremy  J.  Siegel  just  got  a 
lot  easier.  The  Wharton  School 
finance  professor  is  the  high  priest  of 
investing  in  equities,  thanks  in  no 
small  part  to  his  1994  bestseller 
Stocks  for  the  Long  Run,  now  in  its 
third  edition. 

Siegel  is  just  as  bullish  now  as  he 
ever  was,  insisting  that  investors  can 
confidently  expect  to  make  an  aver- 
age of  5%  a  year  after  inflation  over 
the  next  20  to  30  years.  The  main 
reason?  Today's  buyers  are  getting  in 
at  prices  more  than  40%  lower  than 
in  March,  2000.  That  matters  because 
the  five  big  market  busts  of  40%  or 
more  over  the  last  century  were  fol- 
lowed by  above-average  annual  real 
returns  of  8.6%  over  the  next  five 
years.  "You're  starting  from  a  much 
lower  base,"  says  Siegel.  "I  don't 
consider  this  market  to  be  dirt- 
cheap,  but  it  is  a  good,  if  not  better- 
than-average,  time  to  buy  equities." 

How  so?  First,  as  of  Oct.  15, 
stocks  were  about  20%  lower  than 
they  would  have  been  had  they  sim- 
ply matched  the  average  6.7%  annual 
returns  since  1801.  This  is  the  first 
time  the  market  has  been  significant- 
ly below  that  trend  since  the  end  of 
1994.  By  contrast,  at  the  end  of  1999, 
the  market  was  70%  overvalued. 
Furthermore,  argues  Siegel,  stocks 
now  deserve  a  price-earnings  ratio  in 
the  low  20s — vs.  an  historical  aver- 
age of  around  15 — because  in- 
flation, taxes  on  capital  gains, 
and  stock  trading  costs  are  all 
significantly  lower  than  they 
typically  have  been. 

Current  low  yields  on  Trea- 
sury bonds  are  making  the  call 
for  stocks  easier  as  well.  T- 
bonds  have  just  completed 
their  best  20-year  run  in  a 
century,  running  up  compound- 
ed annual  returns  of  8.5%,  af- 


STEADY:  Siegel  doesn't  predict  double-digit  returns 


ter  inflation,  from  1981  to  2002.  But 
the  recent  4%  nominal  yield  on  tax- 
able 10-year  Treasuries  now  makes 
them  "the  world's  worst  investment," 
says  Siegel.  Inflation  will  likely  eat 
up  more  than  half  the  yield,  he  says. 

Of  course,  plenty  could  go  wrong 
with  Siegel's  rosy  scenario.  For  one, 
what  he  calls  "irrational  despondency" 
could  break  out:  That's  when  in- 
vestors dump  stocks  again  and  again 
for  fear  of  new  losses.  Indeed,  Robert 
J.  Shiller,  author  of  Irrational  Exu- 
berance and  a  Yale  professor  specializ- 
ing in  behavioral  finance,  believes  in- 
vestors will  become  a  lot  more 
pessimistic  about  stocks.  "I  wouldn't 


STICKING  TO 
HIS  GUNS 

Siegel's  1994 
endorsement 
of  investing 
in  stocks  is 
now  in  its 
third  edition 


be  surprised  if  we  fell 
below  the  average  p-e 
of  15,  maybe  to  10," 
says  Shiller.  "That 
would  halve  the  market 
again." 

Failure  to  clean  up 
scandal-ridden  account- 
ing practices  could  also 
prove  fatal  to  solid 
stock  returns.  Unless 
businesses  consistently 
report  earnings  that 
can  be  compared 
against  past  perform- 
ance and  peers,  stocks 
won't  be  worth  20 
times  earnings,  Siegel 
concedes.  Nor  will  equi- 
ties do  as  well  as  he 
expects  if  terrorists  at- 
tack again  in  the  U.  S.  Says  Siegel: 
"If  what  happened  in  Bali  happens  in 
the  U.  S.,  then  the  bets  are  off." 

Despite  those  considerable  risks, 
he  doesn't  think  stocks  will  go  as  low 
as  they  did  in  1982,  when  p-e  ratios 
of  less  than  10  heralded  the  start  of 
an  18-year  bull  market.  "As  much  as 
everyone  is  discouraged  about  stocks, 
I  don't  think  investors  are  going  to 
let  the  market  get  as  cheap  as  it  has 
in  the  past,"  says  Siegel. 

That's  why  he  foresees  real  gains 
of  5%  a  year  in  the  future — a  lot  bet- 
ter than  recent  performance,  but  still 
nearly  two  percentage  points  less 
than  the  average  real  returns  over 
two  centuries.  In  other  words,  be- 
cause future  stock  buyers  won't  get 
shares  at  prices  as  cheap  as  in  the 
past,  they  won't  get  returns  as  rich 
as  in  the  past,  either. 

Keep  in  mind  that  when  Siegel  saysj 
long  run,  he  really  means  it.  Stock  in- 
vesting, he  insists,  needs  to  be  carried 
out  over  a  full  20  to  30  years.  And 
that's  a  time  frame  that  easily  out- 
strips most  investors'  patience. 

By  David  Henry  in  Neiv  York\ 
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THE  SAMSUNG  24"  LCD  MONITOR. 

To  avoid  the  distraction  of  fellow  admirers, 
you  may  need  to  close  your  door. 


•  HDTV  Ready  (1080i,  720p,  480i/p) 
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•  3D  Virtual  Dolby   Surround 
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George  W.  Bush  can  be  more 
stubborn  than  sagebrush,  espe- 
cially when  it  comes  to  sacking 
a  wayward  team  member.  The 
best  way  to  ensure  that  he  nev- 
er fires  a  lieutenant  is  for  a  Democratic 
critic  to  call  for  that  official's  ouster. 
Examples  of  the  President's  reluctance 
to  hand  out  pink  slips  abound.  There's 
Army  Secretary  Thomas  E.  White, 
whose  dealings  as  an  Enron  Corp.  exec 
fueled  calls  for  his  firing.  He's  still  on 
the  job.  So  is  Securities  &  Exchange 
Commission  Chairman  Harvey  L.  Pitt, 
whose  repeated  gaffes  led  Senate  Ma- 
jority Leader  Tom  Daschle  (D-S.D.)  and 
House  Minority  Leader  Richard  A. 
Gephardt  (D-Mo.)  to  demand 
his  scalp.  While  Bush  can't  fire 
Pitt,  an  independent  regulator, 
a  signal  of  displeasure  could 
cause  the  embattled  sec  head 
to  fall  on  his  sword.  But  even  if 
Bush  wanted  Pitt  out,  the 
President's  friends  say  he's  in- 
clined to  hold  off  now  to  spite 
the  Democrats. 

Still,  the  drumbeat  isn't  stop- 
ping. On  Oct.  10,  Daschle  and 
Gephardt  demanded  a  purge  of 
the  Bush  economic  team.  In- 
sisting   it's    time    to    "clean 


house,"  Daschle  derided  the  current 
econo-crew's  advice  as  running  the 
gamut  "from  bad  to  worse."  So,  does 
this  latest  salvo  mean  the  President's 
economic  brain  trust  looks  solid  for  the 
foreseeable  future? 

Maybe  not.  While  Bush  is  loath  to 
have  his  fractious  advisers  depart  at 
his  behest,  Wall  Street  and  Washington 
are  abuzz  with  talk  of  changes  to  come 
after  the  midterm  elections — if  only  to 
drive  home  the  message  that  the  White 
House  needs  to  show  it  cares  as  much 
about  the  economy  as  it  does  about 
overthrowing  Saddam  Hussein.  Al- 
though his  advisers  won  kudos  for  the 
lobbying  that  led  to  the  big  tax  cut  in 


ALL  THE  PRESIDENTS  MEN 
-FOR  NOW 

With  growth  anemic,  prospects 
for  a  2003  rebound  dicey,  and 
no  compelling  new  stimulus 
ideas  emerging  from  the  White 
House,  Washington  and  Wall 
Street  are  rife  with  rumors  that 
Bush's  less-than-effective  economic 
crew  may  be  in  for  a  shakeup. 
The  post-election  prospects: 


2001,  since  then,  the 
has  often  seemed  behin 
the   curve   when   dealin. 
with  the  sickly  expansion 
The  rumor-mongers  ma; 
be  on  to  something,  eve  ' 
if  Bush  doesn't  make  hi  " 
economic  advisers  walk  th 
plank.  Instead,  some  top 
siders  may  jump  ship  i 
2003  on  their  own,  citin 
factors  as  diverse  as  ej 
haustion,  political  ambitioi»; 
and  weariness  with  Was! 
ington's  blame  game 

Given  the   remarkabl 
constancy  of  the  Adminis '! 
tration's      "tax-cut      afl 
spend"    economics,    w] 
should  anyone  pay  heed  t 
speculation  about  change 
on  the  economic  team  nex 
year?  Simple:  The  econc 
my  may  need  an  A-Tear 
to  weather  2003's  sto 
If  the  recovery  flatlines  i 
the  first  quarter  and  Bus 
is  preoccupied  with  Ira 
the   economic   crew   ma; 
have  to  cobble  together 
new   stimulus   package- 
without  the  internal  wrarl: 
gling  that  has  slowed  thl. 
current  team's  reflexes. 
Most  current  speculation  center- 
outspoken  Treasury  Secretary  Paul  1 
O'Neill,  a  former  Alcoa  Inc.  ceo  who  if 
often    out    of   step    with    colleague 
O'Neill  aides  insist  he  is  "energizer 
and  raring  to  kick  off  a  new  tax-rfp 
form  push.  But  longtime  friends  c 
Bush  describe  O'Neill  as  a  liability  an 
predict  that  he'll  tire  of  the  snipi 
and  leave.  The  Treasury  chief  has  m 
aged  to  alienate  White  House  po 
Bush  friends,  and  supply-siders  by  p 
licly  voicing  his  eclectic  personal  op 
ions.  And  while  he's  still  a  board™ 
favorite,  O'Neill  long  ago  lost  bac 
on  Wall  Street  because  he  presid 
over  a  team  that  pales  in  comparison 
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■Vhat's  more,  O^Neill  is 

sidered  too  erratic  to  be 

eassuring    economic 

ikesman,  something  Bush 

Uy  needs  in  the  face  of 

jering  economic  malaise. 

eed,  some  White  House 

3  are  pushing  Commerce 

retary  Donald  L.  Evans 

•eplace  the  Treasury  chief 

the  microphone,  hoping 

might  boost  consumer 

1  investor  confidence. 

lo  will  O'Neill  walk?  "My  gut  tells 

he's  leaving,"  says  an  outside  advis- 

to  Bush.  "The  real  chore  now  is  fig- 

ng  out  who'll  replace  him."  That 

i   n't  be  easy  because  the  President 

j  not  be  able  to  turn  to  Wall  Street 

candidates.  Most  top  financial  execs 

under  fire  in  the  corporate  crime 

^a,  dodging  charges  of  suspect  initial- 

enan    )lic-offering  alloca- 
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ns,  shady  stock  research,  and  con- 
ts  of  interest.    "There's  not  a  single 
rson  with  Wall  Street  experience  who 
I't  tainted — to  my  mind,  legitimate- 
says  the  adviser. 
That's  a  bit  of  an  exaggeration,  but 
j    arly,  finding  a  white-hat  figure  among 
ill  Streeters  and  investment  bankers 
become  nearly  impossible  in  the 
jo'rfc-ent  climate.  Still,  the  rumor  mill  is 
^  zzing  over  New  York  Stock  Exchange 
airman  &  ceo  Richard  A.  Grasso, 
lose  pro-reform  appeals  might  soothe 
restors.  Some  capital  consultants  muse 
out  former  White  House  Chief  of 
aff  Howard  H.  Baker  Jr.,  currently 
nbassador  to  Japan.  He's  a  genial  con- 
nsus-builder,  but  conservatives  con- 
ler  him  too  moderate. 
If  all  else  fails,  the  White  House 
ght  promote  Commerce's  Evans,  a 
ish  pal  and  former  independent  oil- 
in.  Evans'  low-key  style  and  rigorous 
;  herence  to  the  Administration  script 
viewed  as  pluses  inside  Team  Bush. 
>t  he's  hardly  an  ideal  choice.  He  is 
t  well-versed  in  economics  or  global  fi- 
mce.  "He's  a  good  soldier  and  a  nice 
ce  on  TV,"  says  one  Bush  official.  "But 


every  question  he  gives  his 
staff  is:  'Has  the  White  House  seen  this, 
and  what  do  they  want  us  to  do?'" 

Of  course,  just  because  Evans  made 
his  millions  hunting  for  Texas  crude 
hardly  means  he's  a  hayseed.  Former 
Secretaries  James  A.  Baker  III  and 
Lloyd  M.  Bentsen,  both  Texas  pols,  cut 
a  big  swath  through  the  job.  But  both 
had  Washington  experience  and  sharp 
elbows;  Evans  doesn't.  In- 
deed, Evans  is  a  gun-shy 
man  who  is  comfy  at 
Commerce,  where  he  rel- 
ishes road  trips  that  extol 
free  trade.  "He's  resist- 
ing" being  pushed  deeper 
into  policymaking,  says 
one  Republican  insider. 

If  Evans  balks  at  a 
move,  Bush  could  be 
over  a  barrel.  The  Pres- 
ident might  have  to 
consider  Texas  Senator 
Phil  Gramm,  who  plans 
to  burnish  his  creden- 
tials by  signing  on  as  vice-chairman  at 
investment  bank  UBS  Warburg.  The 
scrappy  conservative  would  surely 
avoid  O'Neill's  tendency  to  wander 
across  the  ideological  map.  But  his 
head-butting  could  cost  Bush  on  Capitol 
Hill.  And  his  wife, 
Wendy,  is  an  ex-Enron 
director,  controversial  in 
her  own  right. 

Treasury  isn't  the  only 
slot  the  White  House  has 
to  worry  about.  Chief 
economist  Lawrence  B. 
Lindsey  won  kudos  ear- 
ly on  for  predicting  the 
Big  Bust  and  repackaging 
Bush's  $1.6  trillion  tax  cut 
as  "recession  insurance." 
And  he's  a  solid  analyst. 
But  Lindsey  runs  a  tiny 
White  House  National 
Economic  Council  that's  had  a  lot  of 
trouble  coordinating  policy.  Also,  his  ul- 
tra-bearish views  make  him  the  Vincent 
Price  of  economics — too  scary  to  appear 
regularly  on  TV. 

When  it  comes  to  the  short-term  out- 
look, "Lindsey  is  the  gloomiest  I've  ever 
seen  him,"  says  an  associate.  That  pes- 


simism consistently  drives  the 
onetime  Fed  governor  to  push 
for  short-term  stimulus,  only  to 
be  told  by  O'Neill  that  the  ideas 
are  too  costly  or  too  ill-timed. 
Not  surprisingly,  Lindsey  has 
been  musing  about  returning  to 
his  lucrative  consulting  business. 
But  Bush  might  be  reluctant  to 
have  Lindsey,  whose  ability  to 
fuse  economics  and  politics  he 
values,  head  for  the  exit.  If  he 
leaves,  Council  of  Economic  Ad- 
visers Chairman  R.  Glenn  Hubbard,  a 
savvy  tax  economist  who  has  been  par- 
tially eclipsed  by  Lindsey,  would  likely 
play  a  larger  policy  role. 

Office  of  Management  &  Budget  Di- 
rector Mitchell  E.  Daniels  Jr.  is  another 
Bush  favorite  and  a  rising  star.  But  the 
tug  of  politics  may  lead  the  ex-Reagan 
political  director  to  head  home.  Indiana 
GOP  leaders  are  pressing  Daniels  to 
mount  a  2004  governor's  run.  "He  needs 
to  make  a  decision  early,"  says  one  state 
pol.  If  Daniels  moves  on,  Bush  could 
turn  to  Federal  Trade  Commission 
Chairman  Timothy  J.  Muris  or 
G.William  Hoagland,  Republican  staff 
director  of  the  Senate  Budget  Commit- 
tee. Both  are  able  numbers-crunchers 
and  would  garner  bipartisan  support. 

Of  course,  with  an  Iraq  showdown 
looming,  dealing  with  wholesale  shifts 
in  his  economic  team  isn't  at  the  top  of 
the  President's  to-do  list  right  now. 
"Wartime  is  not  the  time"  for  a  shake- 
up,  cautions  one  Bush  adviser.  "When 
the  Commander-in-Chief  gives  an  order, 
you  don't  leave  your  post." 

That  may  be  true  over  at  the  Penta- 
gon. But  Bush  may  have  no  choice  but 
to  rush  in  economic-policy  reinforcements 
in  2003.  So  if  the  Commander-in-Chief 
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emerges  from  the  White 
House  Situation  Room  and  still  finds 
economic  wreckage  on  the  horizon,  don't 
be  surprised  to  see  some  new  faces  at 
key  Administration  posts.  The  unan- 
swered question:  Will  new  ideas  follow? 
By  Lee  Waiczak,  Richard  S.  Dun- 
ham, and  Rich  Miller,  with  Paul  Mag- 
nusson,  in  Washington 
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ELECTION  2002 


HEARTBURN'  RACES  THAT  KEEP 
BUSH  AND  DASCHLE  UP  AT  NIGH 

In  some  too-close-to-call  elections,  it's  gotten  personal  for  the  Prez  and  his  nemesis 


As  one  of  the  most  unpredictable 
midterm  elections  in  modern  his- 
tory minds  to  a  close,  both  parties 
are  in  a  state  of  high  anxiety.  De- 
mocrats are  nervous  about  fwlding  their 
one-seat  majority  in  the  Senate,  with 
seven  races  too  close  to  call.  Republi- 
cans, meanwhile,  are  seeing  their  grip 
on  the  nations  governorships  slip  away, 
which  could  complicate  President 
George  W.  Bush's  governor-centric  re- 
election strategy  in  2004-. 

No  wonder  Bush  and  his  Democratic 
nemesis,  Senate  Majority  Leader  Tom 
Daschle  (D-S.  D.) — a  possible  Presi- 
dential  candidate  in  200U — are 
traipsing  across  the  country  to 
buck  up  their  party's  candidates. 
Still,  a  few  match-ups  have  a 
special  resonance  for  America's 
most  powerful  Republican  and 
Democrat — contests  where  defeat 
would  spell  personal  repudia- 
tion. These  are  the  "heartburn 
races"     keeping     Bush     and 
Daschle  up  at  night: 

FAMILY  AFFAIR.  There's  more 
than  a  governor's  seat  at  stake  in 
Florida.  Also  on  the  line:  the  Bush 
family's  honor  and  bragging  rights 
to  the  state  that  put  George  W.  Bush 
over  the  top  in  2000.  A  year  ago,  the 
President's  younger  brother  Jeb  seemed 
to  be  sailing  to  reelection.  But  a  state 
budget  crisis,  a  second  election  plagued 
by  voting  snafus,  and  a  child- welfare 
scandal  have  propelled  Democratic  new- 
comer Bill  McBride  to  v/ithin  striking 
distance.  "A  lot  of  people  see  this  as  a 
surrogate  of  the  2004  election  or  as  the 
first  test  of  Bush's  strength,"  says  Susan 
A.  MacManus,  professor  of  political  sci- 
ence at  the  University  of  South  Florida 
at  Tampa. 

The  reason:  The  Sunshine  State  is 
vital  to  the  President's  reelection 
prospects.  With  California  and  New 
York  solidly  Democratic  in  national  elec- 
tions, Republicans  need  Texas  and  Flori- 
da to  remain  in  the  White  House.  With- 
out a  brother  running  the  state,  George 
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W  could  be  faced  with  a  hostile  Demo- 
cratic Secretary  of  State  filling  Kather- 
ine  Harris'  seat  at  the  recount  table 
next  time. 

The  President  has  pulled  out  all  the 
stops  to  help  Jeb  and  will  be  heading 
south  at  least  two  more  times  before 
Election  Day.  Bush  also  has  showered 
federal  funds  on  Florida.  Earlier  this 
year,  he  announced  that  Washington 


;  ft " 


would  spend  $235  million  to  buy  oil  an  i  centric" 
gas  rights  to  stop  drilling  off  the  Flor  it  . 
da  coast  and  in  the  Everglades.  Aj 
the  Administration  moved  several  hurnes 
dred  NASA  jobs  from  California  to  Flor 
da.  If  Jeb  gets  whupped  in  Novemr. 
about  the  only  upside  is  that  it  won't 
by  Janet  Reno. 

DEEP  IN  THE  HEART.  Former  Dall 
Mayor  Ron  Kirk  is  just  the  kind  of  caiiey'iv  e 


r 


,te  the  White  House  covets:  a  pro- 
ness  moderate,  a  former  big-city 
if  executive,  and  a  longtime  Bush 
There's  only  one  problem — Kirk  is  a 
nocrat.  And  he's  giving  Bush's  hand- 
ed choice  in  the  Texas  Senate  race 
e  of  a  contest  than  the  Bushies  had 
cipated  when  Senator  Phil  Gramm 
ounced  his  retirement. 
)espite  the  Lone  Star  State's  GOP 
clivities,  Kirk,  a  charismatic  African 
erican,  has  kept  on  the  heels  of  Re- 
lican  John  Cornyn  by  building  a 
ition  of  urban  minorities  and  subur- 
centrists.  But  Bush  is  doing  all  he 
to  give  his  candidate  an  edge.  He 
raised  millions  at  fund-raisers  and 


fd'f'    ears  in  TV  ads.  Family  members 

1  fi    e  also  been  springing  up  like  Texas 

,ve,r'i   'bonnets,  ranging  from  First  Lady 

ira  Bush  to  First  Mom  Barbara 

h.  Quips  University  of  Texas  gov- 

W  ment  professor  Bruce  Buchanan: 

J'(   tey're  essentially  sending  anyone 


who  can  walk,  run,  or  fly  to  campaign 
for  Cornyn." 

SURROGATE  SHOWDOWN.  The  Presi- 
dent isn't  the  only  one  who  faces  a  po- 
tential embarrassment  in  his  home  state. 
Daschle's  South  Dakota  Senate  colleague 
and  protege,  Tim  Johnson,  is  trying  to 
fend  off  a  strong  challenge  from  Re- 
publican Representative  John  R.  Thune. 
Bush  personally  recruited  the  congress- 
man to  run  for  the  Senate  over  a  cozy 
White  House  dinner,  sealing  the  deal 
with  a  dessert  of  chocolate  bonbons. 

Bush's  involvement  has  given  the 
Senate  race  an  added  dimension:  a  sur- 
rogate showdown  between  a  Presiden- 
tial wannabe  and  a  President  who  car- 
ried the  state  in  a  2000  landslide. 
"South  Dakotans  are  essentially  voting 
for  their  President  or  their  majority 
leader,"  says  Charles  E.  Cook  Jr.,  editor 
of  The  Cook  Political  Report,  a  non- 
partisan newsletter. 

It's  a  race  Daschle  is  taking  person- 
ally. In  an  effort  to 


remain  his  state's  favorite  son — and  re- 
tain his  job  as  Senate  leader — Daschle 
has  campaigned  frequently  alongside 
Johnson.  He,  too,  has  tried  to  channel 
legislative  favors  by  ushering  a  measure 
through  the  Senate  that  would  provide 
$6  billion  in  drought  relief  to  South 
Dakota  ranchers.  To  drive  a  wedge  be- 
tween Thune  and  Bush,  Daschle  is  quick 
to  point  out  how  Thune,  who  is  cam- 
paigning as  the  candidate  with  the  ear 
of  the  Prez,  failed  to  persuade  the 
White  House  to  back  the  massive  aid 
package.  Instead,  Bush  is  offering  a 
scaled-down,  $752  million  relief  plan. 

Meanwhile,  both  parties  are  spending 
money  hand  over  fist  to  promote  their 
candidates:  By  raising  more  than  $10 
million  combined  as  of  Sept.  30,  the 
matchup  is  on  track  to  be  the  most  ex- 
pensive per-capita  Senate  race  in  history. 
BURNED  BY  THE  TORCH.  On  Sept.  23, 
Daschle  traveled  to  New  Jersey  to  cam- 
paign on  behalf  of  embattled  incumbent 
Senator  Robert  G.  Torricelli.  He  might 
as  well  have  stayed  home.  Within  days, 
"the  Torch"  had  withdrawn  from  the 
race  amid  an  ethics  scandal  that  just 
wouldn't  go  away.  To  further  com- 
plicate matters,  Daschle  played 
a  key  role  in  the  embarrassing 
scramble  to  find  a  clean  can- 
didate willing  to  replace  Tor- 
ricelli on  the  ballot. 

Even  though  the  Dems' 
new  standard-bearer,  former 
Senator  Frank  Lautenberg,  is 
a  longtime  enemy  of  Torricel- 
li, Republican  Doug  Forrester 
argues  that  the  switcheroo 
ties  the  two  together  in  a  po- 
litical conspiracy.  "Forrester 
is  running  against  the  Torri- 
celli-Lautenberg  machine,"  says 
Jack  Oliver,  the  deputy  chair- 
man of  the  Republican  National 
Committee.  "This  is  a  great  opportunity 
for  New  Jersey  to  have  a  clean  break 
with  machine  politics." 

The  stakes  in  the  battle  for  the  Sen- 
ate almost  can't  be  overstated.  If  Dem- 
ocrats maintain  their  majority,  Bush  will 
have  enormous  difficulty  with  his  polit- 
ical agenda,  including  tax  reform,  a  pro- 
drilling  energy  plan,  and  a  conservative 
judiciary.  With  a  single  seat  separating 
the  parties,  tight  races  in  states  from 
Minnesota  (page  49)  to  New  Hampshire 
could  make  the  difference.  Daschle  and 
Bush  want  to  win  them  all.  But  for  rea- 
sons both  personal  and  political,  some 
states  are  more  important  than  others. 
Just  ask  Al  Gore,  who  lost  his  home 
state  of  Tennessee  in  2000,  and  with  it, 
the  Presidency. 

By  Alexandra  Starr  in  Washington 
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COMMENTARY 


By  Catherine  Yang 


AN  AIRWAVE  WINDFALL.  A  WHOLE  NEW  BALLGAME 


Supply  and  demand.  Few  com- 
modities have  been  so  subject  to 
the  market's  immutable  laws  in 
recent  years  as  has  the  earth's  elec- 
tromagnetic spectrum.  The  more  com- 
munications that  zing  through  the 
seemingly  limited  supply  of  usable 
spectrum,  the  more  valuable  it  be- 
comes— or  at  least  that's  what  phone 
companies  bet  when  they  spent  bil- 
lions of  dollars  in  recent  years,  buying 
up  slices  of  the  airwaves. 

Now,    technology    breakthroughs 
could  throw  the  spectrum  market 
for  a  loop — opening  up  a  vast 
new  supply,  revolutionizing  ^    -s^ 
mobile    communications, 
and  potentially  undercut- 
ting the  phone  compa- 
nies' huge  spectrum  in- 
vestments. As  early  as 
late  October,  the  Federal 
Communications  Com- 
mission will  release  a 
report     showing    that 
spectrum  may  not  be 
scarce   at   all.    In   fact, 
there  could  be  enough  for 
everyone — if  the  Feds  ^ 
find  a  way  to  open  up  the 
airwaves    to    new    players 
without  alienating  existing 
ones.      "Technology     is 
opening  the  door  to  fresh 
policies,"     says     Paul     J 
Kolodzy,  director  of  the  FCC 
Spectrum  Policy  Task  Force 

Why?  Think  of  the  airwaves  as 
highways.  In  the  current  system, 
commercial  and  government  opera- 
tors are  allowed  to  block  off  major 
lanes  of  spectrum  for  their  own  traf- 
fic. The  airwaves  are  often  underuti- 
lized, but  free  from  colliding  signals. 
Now,  nimble  new  technologies,  such 
as  smart  radio  devices  and  transmis- 
sion techniques,  will  allow  different 
wireless  services  to  share  the  same 
space  without  crashing  into  one  an- 
other. That  could  spur  the  develop- 
ment of  the  wireless  Internet. 

This  is  welcome  news  at  a  time 
when  the  nation's  most  readily  us- 
able airwaves  already  have  been  allo- 
cated. But  no  good  idea  goes  unchal- 
lenged. The  FCC  will  run  into  heavy 
static  if  it  tries  to  make  today's  spec- 
trum holders  share  their  coveted 


space.  The  cell-phone  operators,  for 
one,  will  lobby  heavily  to  prevent 
anyone  from  offering  competition  on 
the  cheap.  "The  debate  won't  be 
framed  by  science  but  by  politics," 
says  Dewayne  Hendricks,  ceo  of  the 
Fremont  (Calif. )-based  Dandin  Group 
Inc.,  which  promotes  wireless  tech- 
nology in  remote  areas. 

This  puts  the  FCC  in  a  delicate  spot. 
To  get  the  most  out  of  the  airwaves, 
it  will  have  to  convince  exclusive  li- 
censees to  allow  others  to  transmit  in 
their  vacant  spaces.  But  that  risks  an- 


WHY  SHARING  IS  GOOD 


Emerging  technologies  allow  more 

operators — cellular  carriers,  data 

networks,  wireless  innovators — to 

use  the  same  airwaves.  The  benefits: 


COMPETITION 


Small  operators  won't  have  to  pay 
billions  for  exclusive  spectrum 
licenses  to  get  into  the  market 


INNOVATION 


Money  no  longer  spent  on  spectrum 
licenses  can  be  pumped  into  new 
technology  and  services 


EFFICIENCY 


New  tech:  ilogy  that  transmits  in 
unused  aii  waves  allows  everyone 
to  get  more  out  of  the  same  space 


gering  the  phone  companies.  "It's  an 
issue  of  parity  if  we  have  to  pay  for 
our  spectrum  and  others  do  not,"  saj 
Brian  F.  Fontes,  vice-president  of  fed- 
eral relations  at  Cingular  Wireless. 
To  balance  these  two  concerns, 
the  FCC  should  create  a  secondary 
market  for  spectrum,  one  in  which 
airwave  licensees  rent  out  spots 
they're  not  using  to  others.  Some- 
times companies  planning  on  expan- 
sion don't  use  their  spectrum  right 
away,  for  example.  They  could  rent 
it,  say,  to  a  convention  planner  who 
needs  extra  airwaves  for  all  the  cell 
phones  his  event  will  bring  to  town. 

Even  as 
the  FCC  for- 
mulates new  I 
^y^oioioywM.oioio.uy  policy,  innova-f 


the 
unregulated 
airwaves.  In 
the  range  of 
the  spectrum 
long  dominat- 
ed by  garage- 
door  openers, 
microwave  ovens,  and  baby 
monitors,  researchers  have  come 
up  with  wireless  fiber  (WiFi)  broad- 
band technology.  In  homes  and  cof- 
fee shops,  WiFi  local  networks  are 
giving  users  a  heady  taste  of  the 
high-speed  mobile  Net  long  before 
the  telcos  roll  out  their  own  pricey 
systems.  Another  innovation:  Ultra- 
wideband,  which  may  provide  fast 
Net  links  between  such  home  enter- 
tainment devices  as  the  camcorder 
and  TV. 

While  it  will  take  at  least  five  years 
before  many  of  the  new,  efficient  tech- 
nologies are  perfected,  the  FCC  should 
put  the  right  policies  in  place  now. 
The  agency  needs  to  set  aside  more 
airwaves  for  unlicensed  uses  and  give 
new  operators  access  to  the  airwaves. 
Both  could  produce  loads  of  new  serv- 
ices. Sure,  the  phone  companies  will 
gripe.  But  the  fcc  needs  to  encourage 
the  sharing  of  one  of  America's  most 
coveted  natural  resources. 


Yang  covers  the  fcc  from 
Washington. 
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BOTTOM  OF  THE  9™ 

4,H  AND  GOAL. 

LAST  SHOT  BEFORE  THE  BUZZER 


IT  ALL  COMES  DOWN  TO  THE  WINNING  PLAY. 


GET  THE  FREE  PLAYBOOK  FOR  E-BUSINESS.  ONLY  FROM  IBM. 

Welcome  to  the  big  leagues -in  the  game  of  e-business. 
There's  more  money  on  the  line  in  this  game  than  in  any 
other.  So  who's  going  to  sit  this  one  out?  Not  you,  if  you 
want  to  increase  margins,  improve 
your  customer  service  and  squeeze 
every  last  cent  out  of  operations. 
Not  you,  if  you  want  to  build  up  rela-  T  m^^Z 

tionships  between  customers  and  m         \  PLMB0<J 

employees,  vendors  and  suppliers. 


Not  you,  if  you're  going  to  integrate  department  with 

department,  company  with  company,  and  subsidiary 

with  subsidiary.  Of  course,  you'll  need  to  start  with  a 

game  plan.  Like  the  Strategy  Play.  The  Solutions 

,^_  Play.  The  Integration  Play.  And  the 

somebody-threw-me-a-curve-what- 

do-l-do-next  play.  Get  the  free  Official 

Playbook  for  e-business.  It  puts  the 

CEO,  CIO,  CFO  and  everyone  else  on 

the  same  page.  And  ready  to  huddle. 


MAKE  THE  CALL.  GET  THE  BOOK. 


1  800  426-7080  (Ask  for  win)    ibm.com/e-business/playbook4 


(e)  business  is  the  game.  Play  to  win7 

,  the  e-business  logo  and  e-business  is  the  game.  Play  to  win  are  trademarks  of  International  Business  Machines  Corporation  in  the  United  States  andtor  other  countries.  ©  2002  IBM  Corporation 
ights  reserved.  Limit  one  book  per  respondent.  Respondents  will  be  required  to  complete  a  registration  form  in  order  to  participate  in  this  offer.  Offer  ends  12/31/2002.  Offer  available  only  in  the 
and  Canada.  Please  allow  4-6  weeks  for  delivery. 
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COMMENTARY 

By  Linda  Himelstein 

IN  TECH,  ONE  CORK  POPPING 
DOES  NOT  A  PARTY  MAKE 


Silicon  Valley  is  buzzing  about  Sea- 
gate Technology  Holdings  Inc.  On 
Oct.  11,  the  computer  disk-drive 
maker  stepped  forward  with  plans  to 
raise  up  to  $1  billion  in  an  initial  pub- 
lic offering.  Given  the  dearth  of  tech 
ipos — there  hasn't  been  one  since 
June — many  Valleyites 
are  downright  giddy 
over  the  possibility  that 
Seagate  might  bring 
the  dormant  market 
back  to  life. 

Such  hopes  seem  far- 
fetched. While  Wall 
Street  may  give  Sea- 
gate a  warm  welcome, 
there  is  little  enthusi- 
asm for  tech  ipos  in 
general.  "We're  taking  little  bites  here 
and  there,"  says  Michael  Sutton,  chief 
investment  officer  at  Pilgrim  Baxter  & 
Associates  Ltd.,  an  institutional  invest- 
ment firm.  "To  say  we're  ready  to 
gorge  ourselves  wouldn't  be  accurate." 

Why?  The  combination  of  weak 
prospects  for  the  tech  industry,  the 
stock  market  doldrums,  and  the  dearth 
of  tech  underwriters  means  that  even 
promising  companies  are  having  a 
hard  time  going  public.  The 
numbers  tell  the  story:  So  far 
this  year,  just  10  tech  firms 
have  gone  public — com- 
pared with  250  in  1999. 
Fact  is,  Seagate  is  a 
Techland  anomaly:  It's  doing 
far  better  than  most  of  the 
beaten-down  sector.  The  Scotts 
Valley  (Calif.)  giant,  which 
went  private  in  2000  to 
restructure  its  opera- 
tions, posted 
more  than  $6 
billion  in 
revenue  for 
its  fiscal 
year  end- 
ing in  June, 
a  2%  gain. 
At  the  same 
time,  it  improved 

its  gross  profit  margin  from  16.9%  to 
26.2%.  In  Seagate's  most  recent 
quarter,  which  ended  in  September, 
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net  income  jumped  from  $34  million  - 
a  year  ago  to  $110  million.  Moreover, 
analysts  expect  demand  for  Seagate's 
data-storage  markets  to  increase  ex- 
ponentially as  consumers  flock  to 
handhelds,  wireless  devices,  and  oth- 
er cutting-edge  technologies. 


ENDANGERED  SPECIES 


'00      '01      '02* 
'THROUGH  OCT.  16 
Data:  Thomson  Venture  Economics 


Luczo's  Seagate  is  a 
Valley  anomaly: 
Few  private  outfits 
boast  prospects 
good  enough  to 
attract  investors 

<&  Seagate 


Still,  why  would  Seagate  consider 
going  public  with  tech  valuations  so 
low?  Chief  Executive  Stephen  J. 
Luczo  isn't  talking,  but  industry  ex- 
perts say  the  reasoning  goes  some- 
thing like  this:  Given  the  disk-drive 
industry's  ongoing  consolidation,  it 
makes  sense  to  raise  capital  now  so 
Seagate  can  outflank  rivals.  With 
$801  million  in  cash  currently,  the 
company  could  use  a  heftier  war 
chest.  It  plans  to  invest  in  new- 
generation  products  and  to  ac- 
quire new  technologies — espe- 
cially in  the  burgeoning 
markets  for  handhelds,  digi- 
tal entertainment,  and  au- 
tomobile computers. 
Naturally,  Seagate's 
investor  group,  which 
includes  Silver 
Lake  Partners 
and 


Texas  Pacific  Group,  is  also  itching 
for  payday.  Having  laid  out  $1.8  bil- 
lion to  buy  the  disk-drive  business 
two  years  ago,  they'll  pocket  a  hefty 
return.  And  some  of  the  cash  raised 
would  go  to  a  deferred  compensation 
bill  of  up  to  $147  million. 

So  will  a  successful  Seagate  offer- 
ing help  jump-start  the  IPO  market? 
There's  evidence  that  Wall  Street  is 
not  totally  allergic  to  tech:  Anteon,  a 
technology  and  systems-engineering 
and  integration  company,  ipo'd  in 
March  at  $18  a  share.  It  now  trades 
for  around  $28.  Other  recent  ipo  win- 
ners: the  enterprise-software  compa- 
ny Altiris  and  network-security 

provider  Veridian,  both 
also  trading  above  their 
offering  prices.  "The 
window  is  open  to  good 
companies,"  says  John 
Dennis  Delafield,  presi- 
dent and  ceo  of  Seattle 
investment  banking 
boutique  Delafield 
Hambrecht  Inc. 

But  that  hardly 
means  Silicon  Valley 
should  break  out  the  bubbly.  For  now, 
profitable,  private  tech  companies  re- 
main few  and  far  between.  Although  a 
record  5,380  tech  startups  got  venture 
capital  in  2000,  few  have  enough  blue- 
chip  customers  or  revenue  traction  to 
meet  the  Street's  higher  bar.  Aside 
from  a  handful  of  companies,  such  as 
search  engine  Google,  the  crop  of 
fledglings  is  pretty  green.  "The  cup- 
board is  bare,"  says  Bradford  Koenig, 
head  of  tech  investment  banking  at 
Goldman,  Sachs  &  Co. 

Then  there's  the  problem  of  finding 
underwriters.  Several  investment 
banks  whose  bread  and  butter  was 
servicing  small  to  midsize  tech  outfits 
have  gone  the  way  of  dot-coms,  while 
big-time  IPO  jockeys  such  as  Morgan 
Stanley,  Goldman,  and  Merrill  Lynch 
have  shrunken  tech  practices.  "The 
distribution  system  is  as  big  a  prob- 
lem as  the  economy,"  says  venture 
capitalist  C.  Richard  Kramlich  of  New 
Enterprise  Associates. 

Bottom  line:  A  Seagate  deal  will 

provide  some  much-needed  good 

news  in  Silicon  Valley.  But  the 

idea  that  it  will  help  revive 

a  moribund  IPO  market  is 

just  wishful  thinking. 

Himelstein  writes 
about  technology 
from  San  Mateo, 
Calif. 
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PICTURING  MARTHA- 
MINUS  MARTHA 


If  Stewart  were  forced  out,  how  strong  would  the  company  be? 


q; 


uick,  who's  the  editor-in- 
chief  of  Martha  Stewart 
iving  magazine?  No,  it's 


not  the  famed  founder  whose 
name  is  on  the  cover.  It's  long- 
time staffer  Margaret  Roach. 
She  may  be  a  talented  editor, 
but  Roach's  relative  anonymity 
points  to  a  basic  weakness  in 
parent  company  Martha  Stew- 
art   Living   Omnimedia    Inc. 
With    the    investigation    of 
Chairman  and  Chief  Executive 
Martha  Stewart  for  obstruc- 
tion of  justice  and  insider  trad- 
ing coming  to  a  head,  the  ques 
tion  arises:  Can  a  media 
company    founded    on    a 
celebrity  personality  survive 
the    possible  ^„. 
downfall  and  de-  \ 
parture    of  that 
personality? 

That  question 
becomes  more  ur- 
gent in  the  wake 
of  former  Im- 
Clone  Systems  ceo 
Samuel  D.  Waksal's 
guilty  plea  on  Oct. 
15  to  charges  of  se- 
curities fraud.  True, 
Waksal  did  not  implicate  Stewart. 
But  the  assistant  to  Stewart's  broker  at 
Merrill  Lynch  &  Co.  pled  guilty  to  mis- 
demeanor charges  two  weeks  earlier, 
admitting  that  he  withheld  information 
about  the  circumstances  surrounding 
Stewart's  sale  of  ImClone  stock  last  year. 
Now  he  is  cooperating  with  investiga- 
tors, and  in  the  coming  weeks  they  will 
decide  whether  enough  evidence  exists 
to  charge  her. 


ROUT:  Stock  in  Omnimedia 
has  fallen  by  two-thirds 


Company  execs  are 
quick  to  point  out  that 
Stewart  remains  very 
much  the  ceo  and 
chairman.  In  any  case, 
they  insist,  she  has  a 
strong  bench.  The  com- 
pany "has  a  deep  man- 
agement and  creative 
team,"  says  President 
and  Chief  Operating 
Officer  Sharon  Patrick. 

Still,  investors  haven't  waited  to  see 
how  things  play  out.  Omnimedia  shares 
have  plunged  by  two-thirds  since  news 
of  the  probe  leaked  in  March,  to  a  re- 
cent $7.  With  fall  ad  buying  all  locked 
up  last  summer,  it  won't  be  clear  until 
early  next  year  whether  advertisers  will 
continue  to  support  the  magazine.  Sim- 
ilarly, circulation  through  June,  when 


(BDf 


% 


be 

35H 


sf 


l'affaire    Martha    was    far    from 
crescendo,  was  down  5%,  but  new  si 
month  figures  won't  be  available  un 
early  next  year. 

If  Stewart  is  forced  out,  the  med 
businesses  will  likely  be  hardest  hit.  Tl 
TV  programs  and  the  magazine,  whi< 
alone  accounts  for  some  60%  of  the  coi 
pany's  $320  million  in  annual  sales,  a 
the  most  direct  reflection  of  her  persor 
At  the  magazine,  a  first-hs 
drop  in  newsstand  sales  ai 
paid  circulation  has  been  ma 
nified  by  signs  that  fans  a 
pulling  back.  The  Waldenboo 
store  in  the  West  Ridge  M; 
in  Topeka,  Kan.— once  a  Marti 
Stewart  stronghold — has  set 
a  drop  in  demand  for  the  cor 
pany's  books  and  magazine 
"She  had  a  strong  followin 
but  it's  tapering  off,"  says  ma 
ager  Stephanie  Johnson. 

The  bigger  worry  is  adve 
tisers.  Double-digit  gains  fro- 
early  this  year  are  alreaf 
gone,  and  if  Stewart  is  charge 
advertisers  will  bolt.  Sa; 
Robin  Steinberg,  vice-preside: 
at  media  buyer  Carat  USA:  "I'm  tellic 
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Where  Stewart  Is  Vulnerable 


PUBLISHING 

JAN-JUNE  2002  REVENUES 

$90.4  million 
Double-digit 
advertising  gains 
are  gone  as  ad 
buyers  take  a 
more  cautious 
approach. 


MERCHANDISING 

JAN -JUNE  2002  REVENUES 

$27  million 
Its  high-quality  prod- 
ucts are  least  likely 
to  be  affected.  But 
Kmart  could  demand 
a  sweeter  deal  if 
Stewart  is  indicted. 


E-C0MMERCE 

JAN-JUNE  2002  REVENUES 

$15.1  million 
Hurt  by  an  industry 
downturn,  it 
could  suffer  further 
damage  from 
Stewart's  tarnished 
image. 


TELEVISION 

JAN.-JUNE  2002  REVENUES 

$13.9  million 
No  stations  have 
dropped  her 
syndicated  show 
yet,  but  that  could 
change  if  advertising 
starts  to  dry  up. 


my  clients  to  take  a  cautious  approach 
Meantime,  viewership  for  Stewart 
syndicated  TV  show,  which  has  bet 
dropping  for  four  years,  fell  from  i 
average  of  1.7  million  in  May,  to  1 
million  lately,  says  Nielsen  Media  R 
search.  The  even  larger  danger  is  lo 
exposure  and  brand-building  if  she  i  _ 
longer  makes  frequent  TV  appearance     3E 

By  contrast,  the  merchandising  bus 
ness — built  on  sheets,  paint,  and  oth« 
household  items  that  offer  tangible  vi 
ue  beyond  their  association  with  Stc\ 
art — is  likely  to  be  more  stable.  TT 
wild  card  is  Kmart  Corp.,  which  cou. 
try  to  renegotiate  a  contract  that  gua 
antees  Omnimedia  an  increasing  royall 
each  year.  "She's  got  the  best  contra 
in  the  business  but  may  have  to  go  bat  |j 
to  a  more  normal  contract,"  says  Burt 
Flickinger  III,  a  consultant  at  Rea( 
Marketing  Inc.  in  Westport,  Conn. 
If  Stewart  takes  a  fall,  her  emph 
won't  go  away.  But  it  could  be  s 
verely  diminished.  Indeed,  tl 
question  of  whether  Omnimed 
could  thrive  without  Martha  Ste\ 
art  has  troubled  investors  since  tl 
company  went  public  in  1999.  Rig) 
now,  no  one  else  at  Omnimedia  has  an 
thing  approaching  a  public  profile.  Th 
will  make  building  Brand  Martha  mu< 
harder  if  she's  not  around  to  help. 

By  Gerry  Khermouch,  with  To. 

Lowry  in  New  York  and  Joan 

Muller  in  Detrc 


Data:  Martha  Stewart  Omnimedia 


■:■ 


nm 


m 


r 


In  Business  This  Week 


iDITED  BY  MONICA  ROMAN 


ML  SHOOTS  DOWN 
TS  POP-UPS 

HK     REVILED     POP-UP     AD 

nay    be    seeing    its    last 
ays.  America  Online  CEO 
Jonathan  Miller  announced 
he  phase-out  of  one  of  aol's 
least  favorite  features  at  the 
bet.  15  launch  of  AOL  8.0. 
jlie  move  is  part  of  aol's 
irusade  to  stem  defections 
Jo    rival    ISPs.    Meanwhile, 
jrchrival  MSN  has  said  it  will 
[noderate  the  use  of  pop-ups. 
Vhile  many  Web  sites  accel- 
rated  their  use  of  pop-ups 
^  ad  sales  plummeted,  they 
.re  discovering  new  promo- 
tional tools,  such  as  longer 
J^anner  ads.   Hmmm.   That 
'tnay  make  some  Net  surfers 
~jrish  for  the  return  of  the 
rai  '<>p-ups. 
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1  WORLD  SERIES 
N  NEED  OF  VIEWERS? 


VITH  TWO  CALIFORNIA  TEAMS, 

ie  Anaheim  Angels  and  the 
San  Francisco  Giants,  headed 


nana 
igba 
did 


CLOSING    BELL 


SPOILSPORT 

Intel  sure  knows  how  to  rain 
J  on  Wall  Street's  parade.  The 
chipmaker  took  the  sizzle  out 
of  a  four-day  stock  rally  with 
weaker-than-expected  third- 
l  quarter  profits  and  a  warning 
that  holiday  PC  sales  will  be 
|  slow.  Shares  promptly  tum- 
j  bled  18%  on  Oct.  16,  to 

$13.54,  as  investors  made 
I  sure  to  kill  the  messenger. 


STOCK  PRICE 


OCT.  9.  '02  OCT.  16 

n  JH  Data:  Bloomberg  Financial  Markets 


for  the  World  Series,  network 
TV  executives  don't  expect  this 
year  to  be  a  ratings  blowout. 
Ratings  for  the  autumn  classic 
had  their  steepest  fall  in  2000, 
dropping  24%,  to  an  average 
of  18  million  viewers,  in  the 
series  featuring  two  New 
York  teams,  the  Yankees  and 
the  Mets.  By  comparison,  last 
year's  cliffhanger  Yankees- Ari- 
zona Diamondbacks  series 
drew  an  average  of  24.5  mil- 
lion viewers,  according  to 
Nielsen  Media  Research. 

Despite  lower  expectations, 
Fox  has  sold  out  the  first  five 
games  at  an  average  of 
$325,000  for  30-second  spots, 
up  8%  from  last  year.  Even  if 
much  of  the  country  tunes 
out,  viewing  is  expected  to 
be  huge  in  L.A.  and  San 
Francisco. 


THE  SILVER  LINING 
FOR IMCLONE 

SAMUEL    WAKSAL,    FORMER 

chief  executive  and  founder 
of  ImClone  Systems,  may 
have  done  the  company  a  big 
favor  by  pleading  guilty  to  6 
of  13  federal  charges  against 
him  on  Oct.  15.  By  taking  re- 
sponsibility for  insider  trad- 
ing and  bank  fraud,  Waksal 
has  removed  much  of  the 
onus  from  ImClone,  now 
headed  by  brother  Harlan. 
Although  the  New  York  com- 
pany will  still  have  to  con- 
tend with  shareholder  law- 
suits, ImClone  will  now  be 
freer  to  focus  on  getting  its 
experimental  cancer  drug  Er- 
bitux  back  on  track. 

ImClone  is  about  to  start 
enrolling  several  thousand 
patients  in  Phase  3  clinical 
trials  for  the  drug  and  is 
awaiting  the  results  of  a 
Phase  2  trial  conducted  by 
its  German  partner,  Merck, 
expected  by  yearend.  There 
is  still  an  outside  chance,  say 
analysts,  that  the  Food  & 
Drug  Administration  could 
act  on  Erbitux  by  the  mid- 
dle of  next  year  if  the  re- 
sults from  the  Merck  tests 
are  acceptable. 


HEADLINER:   BILL   FORD 


A  TOUGH  TEST  COURSE 


Ford  Motor  ceo  William  C. 
Ford  Jr.  is  kicking  off  an- 
other round  of  cost-cutting 
to  offset  the  lower  auto- 
industry  sales  expect 
ed  in  2003.  Anxiety 
about  the  pace  of 
Ford's  turn- 
around and  its 
ability  to  endure 
a  tougher  econo- 
my has  roiled  the 
carmaker's  stock 
and  bond  prices  re- 
cently. So  the  ceo  is 
anxious  to  reassure  in- 
vestors. "I  don't  think  we 
can  count  on  a  buoyant  in- 
dustry next  year,"  he  said. 
"We're  re-attacking  our 
nonproduct  costs,  because 
who  knows  what  the  next 
year  will  bring?" 

Ford  reported  a  $220 
million  operating  profit  for 


the  third  quarter,  vs.  a  loss 
of  $502  million  a  year  earli- 
er. Nearly  all  of  the  profits 
came  from  embattled 
Ford  Credit,  which  is 
on  the  rebound. 
Still,  the  company's 
net  loss  was  $326 
million  for  the 
quarter,  compared 
with  a  $692  mil- 
lion loss  a  year 
ago.  The  auto  gi- 
ant expects  annual 
operating  earnings  of 
about  $750  million,  vs.  last 
year's  $782  million  loss. 

Despite  Bill  Ford's  de- 
termination to  cut  costs, 
Standard  &  Poor's  put 
Ford's  bonds  on  Credit 
Watch  because  of  operating 
worries  and  underfunding 
in  its  pension  plan. 

Kathleen  Kerwin 


INVESTORS  TUNE  OUT 
ON  MOTOROLA 

DESPITE      HALTING      A      SIX- 

quarter  string  of  losses  with 
third-quarter  net  income  of  5<2 
a  share,  Motorola  shares  tum- 
bled 22%,  to  $7.85,  on  Oct.  16. 
Investors  were  disappointed 
by  the  company's  bleak  fore- 
cast. Blaming  slowing  demand 
in  the  broadband,  semiconduc- 
tor, and  wireless  markets,  Mo- 
torola expects  to  post  a  fourth- 
quarter  profit  of  lOtf  a  share, 
excluding  special  items,  instead 
of  the  140  previously  project- 
ed. In  what  Chief  Operating 
Officer  Mike  Zafirovski  called 
a  "tough  environment,"  the 
company  estimates  2003  sales 
of  $27.5  billion,  down  from  its 
earlier  forecast  of  $29  billion. 


ANGTHER  ENERGY 
TRADER  CRIES  UNCLE 

A  ONETIME  ENRON  WANNABE, 

ailing  Dynegy,  announced  Oct. 
16  that  it  will  dump  its  ener- 


gy-trading business  and  de- 
centralize. President  Steve 
Bergstrom,  one  of  the  archi- 
tects of  the  trading  unit,  is 
leaving.  He  had  been  viewed 
as  a  possible  candidate  to  re- 
place former  ceo  Chuck  Wat- 
son, who  left  in  May.  Hous- 
ton-based Dynegy,  which 
expects  to  name  a  CEO  in  a 
few  weeks,  says  the  restruc- 
turing will  reduce  its  collat- 
eral requirements.  The  move 
follows  similar  efforts  to  re- 
duce or  exit  energy  trading 
by  Dynegy's  rivals  such  as 
Aquila,  Williams,  and  others. 


ETCETERA... 

■  A  federal  judge  ruled  that 
Arthur  Andersen  must  pay 
$500,000  for  obstructing  the 
government's  Enron  probe. 

■  Credit-card  issuer  Capital 
One  Financial  sees  fourth- 
quarter  growth  slowing. 

■  Reuters  warned  that  it  ex- 
pects sales  to  decline  6%-7% 
in  the  second  half  of  the  year. 
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Can  your  software  help  keep  your  business  up  and  running  no  matter  what? 
Ours  can. 

Your  company's  infrastructure  is  far  too  important  to  risk.  That's  why  our  full  range  of  business  continuity  solutions  ensures  you're 
able  to  handle  anything.  BrightStor "  storage  solutions  provide  the  most  comprehensive  data  backup  and  recovery.  eTrust™  security 
solutions  provide  total  protection  for  your  entire  enterprise,  not  just  pieces.  And  Unicenter  infrastructure  software  keeps  your  whole 
business  up  and  running  24x7.  As  your  business  grows  and  becomes  more  complex,  you  need  software  solutions  you  can  rely  on. 
You  may  still  not  know  what's  coming.  But  you  will  know  you're  prepared.  ca.com/continuity 
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HTED  BY  RICHARD  S.  DUNHAM 


HE  GREENS  VS.  THE  OEMS: 

NOTHER  NIGHTMARE  ON  ELECTION  STREET? 


In  2000,  many  Democrats  blamed  Ralph  Nader  for  letting 

George  W.  Bush  take  the  White  House.  This  year,  Dems 

I  fear  a  replay  of  the  nightmare  in  Florida,  where  Green 
^rty  nominee  Nader  siphoned  off  2%  of  the  vote  and  set  the 

age  for  the  recount  debacle.  With  the  Senate  nearly  evenly 
and  a  number  of  races  quite  close,  Dems  are  growing  in- 
leasingly  worried  that  Green  spoilers  could  take  enough 
}eral  votes  from  their  candidates  to  tip  control  to  the  GOP. 

In  six  hotly  contested  states  from  New  Hampshire  to  Mis- 
luri,  Naderite  nominees  are  raiding  the  political  base  of 
mate  Democrats.  While  the  Greens  are  a  mere  blip  in  most 
tils,  their  votes  could  be  pivotal  in  photo- 

ish  races.  And  nowhere  are  Democrats 

)re  worried  than  in  Minnesota. 

No  one  gives  Green  Party  standard- 
fearer   Ray   Tricomo,   a   blind    former 
|acher  with  just  $55  in  his  campaign  cof- 
a  chance  of  defeating  Democrat  Paul 

Wellstone.  But  in  this  maverick  state, 

lere  an  Independent  could  replace  third- 
krty  Governor  Jesse  Ventura,  Tricomo 
ks  registered  up  to  3%  in  polls.  And 
|ith  Wellstone  in  a  dead  heat  with  Re- 
lblican  moderate  Norm  Coleman,  losing 
(small  number  of  left-wing  votes  could 
the  two-term  senator. 

Wellstone's  predicament  is  deliciously  ironic,  considering 
lat  he  is  perhaps  the  most  liberal  member  of  the  Senate  and 
1  devout  environmentalist.  But  his  100%  ratings  from  the 

iague  of  Conservation  Voters  and  the  AFL-CIO  weren't 
|iough  for  the  Greens.  "Wellstone  can  be  progressive,  but  he 

sn't  gone  far  enough,"  Tricomo  insists. 

The  Green  Party's  kamikaze  campaigns  have  raised  ques- 
ms  about  its  motives  and  relevance.  With  its  dismal  record 

winning  elections,  the  Greens  seem  destined  to  be  known 
fostly  for  the  Dems  they  have  undermined.  Says  Don  Kettl, 

professor  of  public  policy  at  the  University  of  Wisconsin: 


NADER:  The  spoiler  of  2000  is  back 


"The  Greens  tend  to  be  true  believers.  They  think  Democrats 
aren't  pure  enough.  They  don't  care  if  they  give  elections  to 
Republicans." 

But  the  thought  of  unseating  liberal  icon  Wellstone — and 
throwing  control  of  the  Senate  to  the  gop — is  too  much  for 
some  Greens.  Nader's  2000  running  mate,  Winona  LaDuke, 
unsuccessfully  urged  Minnesota  Greens  to  forgo  the  Senate 
race.  Nader  appeared  with  Tricomo  at  a  September  cam- 
paign event  but  shied  away  from  an  outright  endorsement. 
Nader  may  be  hedging  on  Wellstone,  but  he  still  would  be 
happy  to  see  other  Dems  fall.  Chief  among  them:  California 
Governor  Gray  Davis,  whom  he  sees  as 
soft  on  business  and  weak  on  the  envi- 
ronment. Polls  give  Green  candidate  Peter 
M.  Cameho,  a  Venezuela-born  '60s  radical 
whom  Ronald  Reagan  once  called  one  of 
the  10  most  dangerous  people  in  Califor- 
nia, up  to  5%  of  the  vote.  The  bulk  of 
those  voters  are  leftists  and  Latinos  who 
might  otherwise  be  expected  to  favor 
Davis.  Republican  Bill  Simon  fought — but 
failed — to  have  Cameho  included  in  an 
Oct.  7  debate. 

While  the  Greens  are  earning  few 
Democratic  friends,  Republicans  may  have 
a  third-party  problem  of  their  own.  In 
New  Hampshire,  some  hard-right  supporters  of  Senator  Bob 
Smith — ousted  in  the  gop  primary  by  Representative  John  E. 
Sununu — are  threatening  to  conduct  a  write-in  campaign. 
That  would  improve  the  chances  of  the  Democratic  nominee, 
Governor  Jeanne  Shaheen. 

The  major  parties  are  seeking  to  marginalize  these  ideo- 
logical zealots.  But  they  can't  completely  ignore  them.  Despite 
the  tens  of  millions  of  dollars  the  Democrats  and  Republicans 
are  spending  in  the  battle  for  the  Senate,  in  the  end  it  could 
be  a  few  thousand  fringe  voters  who  control  their  destiny. 

By  Alexandra  Starr 


CAPITAL  WRAPUP 


THE  SEC'S  CASH  CRUNCH 


►  When  corporate  crime  was  crowding 
every  other  story  off  Page  One,  Wash- 
ington seemed  eager  to  pump  money 
into  the  Securities  &  Exchange  Com- 
mission. The  Sarbanes-Oxley  Act 
promised  a  67%  boost  in  funding,  but 
because  of  the  budget  impasse,  the  sec 
hasn't  seen  a  dime  of  it — even  as  its 
expenses  are  rocketing  up. 

With  Congress  funding  most  of  the 
government  one  week  at  a  time,  spend- 
ing has  been  held  to  last  year's  lev- 
els— about  $460  million  at  the  sec,  far 


short  of  the  promised  $766  million.  The 
sec  added  100  new  lawyers  and  ac- 
countants last  summer,  but  if  the  stale- 
mate continues,  it  has  no  hope  of  hir- 
ing the  300  to  400  staffers  necessary  to 
meet  Sarbanes-Oxley's  mandate  for 
new  rules  and  tougher  enforcement. 

The  one  bright  spot:  Congress  prom- 
ised to  bring  sec  salaries  up  to  the  lev- 
el of  those  at  the  Fed  and  other  finan- 
cial regulators,  and  it  will  fund  at  least 
a  first  round  of  raises.  But  a  bigger  risk 
looms.  In  November,  when  the  new  ac- 
counting oversight  board  starts  staffing 
up,  its  first-year  costs  of  $25  million  to 


$50  million  will  be  drawn  from  the  sec's 
budget.  Congress  designed  this  loan  as 
a  quick  way  to  get  the  board  running — 
but  with  funding  frozen,  that  will  leave 
the  sec  even  more  strapped. 

SEC  Chairman  Harvey  L.  Pitt  wants 
more  money  but  won't  buck  the  White 
House,  which  insists  that  no  agencies 
get  increases  until  Congress  passes  its 
regular  spending  bills.  That's  battering 
the  morale  of  overworked  lawyers  and 
accountants  investigating  corporate 
fraud.  If  cash  doesn't  come  soon,  the 
the  sec  crunch  could  become  a  crisis. 
By  Mike  McNamee 
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LOOK  OUT,  BOEING 

Airbus  is  grabbing  share,  but  can  it  make  money  this  way?  !.;; 


There's  a  ton  of  bad  news  in  the 
commercial  jet  business  these 
days — but  most  of  it  seems  to  be 
coming  from  Boeing  Co.  Orders 
for  Boeing  planes  have  dropped  by  al- 
most half  this  year.  Boeing  unions  are 
up  in  arms  as  the  company  cuts  pro- 
duction in  half  and  slashes  30,000  jobs 
from  the  93,000-strong  workforce  that 
makes  commercial  aircraft.  On  Oct.  16, 
Boeing  said  its  third-quarter  earnings 
fell  42%  to  $372  million,  as  sales  of  com- 
mercial jets  sank  25%  to  $6.1  billion 
compared  with  the  same  quarter  last 


year.  "The  downturn  is  severe,"  Boeing 
Chairman  and  Chief  Executive  Philip 
M.  Condit  said  in  a  conference  call. 

Yet  while  Boeing  nurses  its  injuries, 
archrival  Airbus  is  forging  ahead.  On 
Oct.  14,  Airbus  announced  that  low-cost 
British  carrier  easyJet  Airline  Co.,  for- 
merly a  loyal  Boeing  customer,  would 
buy  120  Airbus  A3 19s,  with  an  option 
for  120  more.  "It  hurts  to  lose  this  one," 
a  Boeing  insider  concedes. 

The  deal  brings  Airbus  orders  this 
year  to  276,  compared  with  186  for  Boe- 
ing. Most  analysts  expect  that  Airbus 


will  deliver  nearly  300  planes  next  ye. 
just  surpassing  Boeing.  Only  three  y 
ago,  Airbus  was  delivering  fewer  th 
half  as  many  planes  as  its  U.  S.  rival. 
Airbus  is  feeling  pain,  too.  Sales  a 
expected  to  slump  5%  this  year,  to  $1(. 
billion,  with  operating  profits  sinking 
much  as  30%  to  $1.1  billion.  But  in  e 
trasi  to  the  massive  job  cuts  at  Boeir 
Airbus  has  laid  off  only  a  few  hunch-' 
employees  this  year.  And  there's  no  m 
taking  the  air  of  excitement  at  Airb 
headquarters  in  Toulouse,  France,  whe    : 
construction  crews  are  hard  at  work 
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r/        ,    AT  WORK  IN  TOULOUSE: 

A  big  new  deal  should 
protect  Airbus  jobs 


a  factory  where  the 
newest  Airbus  plane,  the 
555-seat  superjumbo 
A380,  will  be  built.  It's  set 
to  roll  off  production  lines 
by  2006,  ending  the  Boe- 
ing 747's  hammerlock  on 
the  market  for  the  biggest 
aircraft. 

All  that's  in  the  future, 
of  course.  Right  now,  the 
easyJet  deal  gives  Airbus 
a  coveted  ticket  into  the 
fast-growing  discount  air- 
line market  that  Boeing 
has  dominated  with  its  ef- 
ficient 737.  Meanwhile, 
Airbus  sold  54  of  its  mid- 
size A330  and  A340 
planes  last  year,  not  far 
behind  the  69  orders 
booked  for  the  competing 
Boeing  767  and  777.  "We 
have  successfully  attacked 
the  three  bastions  of  our 
competitor,"  Airbus  CEO 
Noel  Forgeard  says. 

Clearly,  Airbus  is  gain- 
ing altitude  over  Boeing. 
But  at  what  price?  The 
easyJet  sale,  described  as 
a  "stunning  deal"  by  the 

ti-^^  ▼»>    I  carrier's  ceo,  Ray  Web- 
'  I    ^^.       I  ster,  raised  fresh  ques- 
Dns  about  whether  Airbus  is  sacrificing 
^ofitability  for  market  share.  Although 
frms  weren't  disclosed,  most  analysts 
plieve  Airbus  slashed  at  least  40%  off 
le  A319's  $50  million  list  price,  and 
irew  in  sweeteners  such  as  a  promise 
cover  any  added  operating  expenses 
uised  by  the  changeover  to  Airbus, 
hose  concessions  could  weigh  heavily 
Airbus  if  airlines  don't  pull  out  of 
ieir  slump  soon,  and  other  customers 
,()  scide  to  cancel  or  delay  their  orders. 

Still,  Airbus  was  especially  eager  for 

-le  deal  because  until  now,  it  has  been 

ozen  out  of  the  European  discount- 

rline  business.  Only  a  few  months  ago, 

Joeing  offered  generous  discounts  to 

pare  an  order  of  up  to  150  planes  from 

1-ish  carrier  Ryanair.  But  the  even  big- 

.]j  er  easyJet  deal,  along  with  earlier  sales 

)  U.S.  no-frills  carrier  JetBlue  Air- 

rays   Corp.,   gives   Airbus   bragging 


e 


•  ghts  on  both  sides  of  the  Atlantic. 
,n  What's  more,  as  the  easyJet  deliver- 
j  (s  begin  late  next  year,  Airbus  will  be 
■  ble  to  cushion  itself  against  politically 
ifficult  job  cuts.  That  prospect  looms 
.'.  irge  because  the  aviation  business 


ensnared  by  tough  European  anti-layoff 
laws,  hires  a  lot  of  temporary  workers, 
accounting  for  as  much  as  15%  of  its 
workforce.  Airbus  earlier  this  year  said  it 
has  cut  the  equivalent  of  5,000  jobs  by 
dropping  temporary  and  part-time  work- 
ers. Suppliers  say  Airbus  farms  out  far 
more  work  to  subcontractors  than  Boeing 
does.  "When  the  economy  is  down,  it's 
the  contractors  who  lay  off,"  says  Jean 
Luminet,  head  of  European  aerospace 
operations  for  Goodrich  Corp. 

Airbus'  product  line  is  also  a  strong 
point.  Because  most  of  its  aircraft  were 
introduced  in  the  1980s  and  '90s,  they 
boast  technological  advances  such  as 
digital  flight  controls,  and  passenger- 
pleasing  features  like  wider  cabins. 
Moreover,  Airbus  cock- 

AIRBUS'  ADVANTAGE  ^^ ?»t«*  <*** 

features     are 
standardized, 
so    that    pilots 
can  easily  switch 
from    one    Airbus 
model  to  another, 
giving      airlines 
added  scheduling 
flexibility  and  re- 
ducing        pilot 
training.    Boe- 
ing has  an  as- 
sortment      of 
planes  with  few- 
er design  similarities. 
One    of    Boeing's 
most  urgent  tasks  is  to 
revitalize  its  product 
line  while  cutting  costs. 
It  failed  to  find  any 
buyers  for  a  stretch 
version  of  the  747  it 
offered  to  match  the 
Airbus  superjumbo, 
and  its  proposal  for  its 
Boeings  hybrid  fleet  high-speed        Sonic 

INNOVATION  Airbus'  super-         Cruiser  has  drawn  so 

jumbo  jet  has  booked  95  firm  "teres 

orders,  while  Boeing's  Sonic 

Cruiser  is  stuck  on  drawing 

boards 
with    the    discounts      most  Boeing  can  do  is 


won't  begin  recovering  before  the  end  of 
2004.  Airbus  is  predicting  about  300  de- 
liveries in  each  of  the  next  two  years. 
Without  easyJet,  analysts  think  that 
number  would  drop  below  275  in  2004. 
"The  apparent  desperation  to  win  this 
contract  seems  indicative  of  the  indus- 
try's parlous  state,"  says  analyst  Charles 
Armitage  of  Merrill  Lynch  &  Co. 

Airbus  bristles  at  such  criticism.  "The 
contract  is  profitable,"  Forgeard  says 
of  the  easyJet  deal.  He  says  Airbus  is 
on  track  to  boost  its  operating  margins 
to  10%  by  the  end  of  2004,  but  most 
analysts  think  the  company  will  be  hard- 
pressed  to  meet  that  target.  For  now, 
though,  the  markets  are  rewarding  Air- 
bus for  the  easyJet  deal.  Shares  in  the 
European  Aeronautics 
Defense  &  Space  Co., 
which  owns  80% 
of  the  unlisted 
Airbus,  climbed 
11%  after  the  agree- 
ment. Airbus  account- 
ed for  64%  of  EADS' 
$30  billion  in  sales  last 
year,  and  near- 
ly 100%  of 
its  profits.  In 
vestors  are  relieved 
that  Airbus  won't 
provide  easyJet  fi- 
nancing, and  that  the 
carrier  will  make  a 
relatively  generous 
20%  upfront  payment. 

Another  worry  is 
the  A380.  True,  Air- 
bus has  booked  95  or- 
ders for  the  superjum- 
bo— it  probably  needs 
250  orders  to  break 
even.  But  A380  devel- 
opment costs  weigh 
heavily  on  Airbus'  bot- 
tom line,  with  more 
than  $1.2  billion  slat- 
ed for  research  and 
development  spending 
next  year.  Combined 


14  boosts  Airbus' 
backlog  to  1,700  planes,  500 
more  than  Boeing 

RESILIENCE  Airbus  is  avoid- 
ing job  cuts  in  industry  down- 
turn, while  much-larger 
Boeing  is  laying  off  30,000 

TECHNOLOGY  Airbus'  stan- 
dardized aircraft  design  saves 
training  and  maintenance 
costs,  compared  with 


could  be  scrapped. 
With  cash  flow  slump- 
ing now,  probably  the 


given  on  the  easyJet 
deal,  that  could  put  a 
big  squeeze  on  profits. 
Still,  Airbus  has  rea- 
sons for  optimism.  It's 
a  surprisingly  lean  and 
flexible  operation,  with 
only  45,000  workers, 
compared  with  slightly 
more  than  60,000 
who'll  be  left  at  Boe- 
ing's commercial  divi- 
sion after  layoffs.  Air- 
bus,  to   avoid   being 


Data:  BusinessWeek 

AIRBUS  VS.  BOEING: 
THE  GAP  CLOSES 
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hold  on  until  better 
times.  "They  have  to 
make  money  with 
what  they've  got,  de- 
spite shrinking  market 
share,"  says  Richard 
Aboulafia,  an  analyst 
with  Fairfax  (Va.)- 
based  Teal  Group. 
Looks  like  the  bad 
news  isn't  over  yet. 

By  Carol  Matlack 
in  Paris,  with  Stanley 
Holmes  in  Seattle 
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AUTOS 


HAS  GM  PULLED  OPEL 
OUT  OF  ITS  SKID? 


Not  necessarily.  It  has  new  models  just  as  Europe  is  slumping 


General  Motors  Corp.  executives 
think  they  are  finally  getting  some 
traction  in  Europe.  To  reverse 
nearly  $2  billion  in  accumulated  losses 
over  the  past  three  years,  GM  has  axed 
15,000  jobs  and  slashed  one-third  of 
production  at  its  Adam  Opel  subsidiary 
in  Germany.  The  next  phase,  an  all-out 
product  blitz,  began  this  year  with  the 
launch  of  the  stylish  Vectra  midsize  car 
and  soon  the  beefed-up  Saab  9-3  sport 
sedan.  Next  year,  the  U.  S.  auto  maker 
redoubles  its  assault  with  the  upscale 
Opel  Signum  sport  wagon  and  the  Meri- 
va,  gm's  entry  in  the  fast-growing  sub- 
compact  mini  van  market.  Says  GM  Eu- 
rope President  Michael  J.  Burns:  "We 
may  be  on  the  top  of  the  heap  in  terms 
of  new  product  [launches]." 

Is  this  the  end  of  Opel's 
woes?  Not  quite,  gm's 
earnings  announcement  on 
Oct.  15  made  it  abundantly 
clear  just  how  far  the  gi- 
ant has  to  go  in  Europe. 
European  operations  lost 
$180  million  in  the  third 
quarter,  while  a  $1.4  bil- 
lion writedown  of  gm's  ill- 
starred  investment  in  Fiat 
Auto  more  than  erased  the 
strong  results  in  the  U.  S. 
gm's  Europe  recovery, 
then,  remains  very  much 


a  work  in  progress.  Opel  is  hitting  the 
accelerator  in  Europe  just  as  the  Ger- 
man economy  has  hit  the  skids.  Car 
sales  are  down  3%  in  Germany  and  4% 
in  Europe.  What's  more,  the  new  mod- 
els won't  add  much  to  the  bottom  line 
until  late  next  year,  when  they  reach 
full  production.  The  company's  travails 
could  be  compounded  if  Italy's  Fiat 
Auto,  which  is  20%-owned  by  GM,  exer- 
cises an  option  to  stick  GM  with  the 
rest  of  the  company  in  early  2004.  For 
all  of  2002,  the  auto  maker  is  expected 
to  make  $3.8  billion  in  operating  profit 
as  U.  S.  truck  sales  soar,  but  that  figure 
would  approach  $4.3  billion  if  it  could 
just  break  even  in  Europe. 
"There  is  still  a  lot  of 
work  ahead  of  us,"  says 


DOWNDRAFT  AT  GM  EUROPE 
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PROFIT/LOSS 

Opel   Chairman   Carl-Peter   Forsteij 

Early  signs  aren't  good,  gm's  marke 

share  in  Europe  has  fallen  half  a  poinlj 

to  8.6%  this  year.  Executives  admi 

their  goal  of  slashing  last  year's  $76 

million  loss  in  half  is  out  of  reach.  Am 

lysts  estimate  that  GM  Europe  will  los 

another  $500  million  this  year  on  sale 

of  $22.4  billion.  Forster,  48,  says  GM  wil 

ride  out  of  the  red  in  2004;  some  think 

could  take  longer. 

A  recovery  may  never  materializ 

if  GM  is  forced  to  acquire  the  rest  ( 

Fiat.  The  Turin  auto  maker  is  a  wrecll 

Fiat  sales,  including  its  Alfa  Rom' 

and  Lancia  brands,  are  down  20%  t 

year,  setting  the  stage  for  anothe 

PARIS  SHOW:  $*  billion  annual  los: 

The  Meriva  Fiat's  value  is  plurrl 

minivanwill         meting  by   the    da;.| 

debut  next  year    but    GM    would    81 
have  to  shell  out  bi 

lions  to  restructure  the  company. 

Forster   admits   that   some   of  hi 

moves  won't  show  results  for  sever 

years.  Take  the  dealer  network.  Op« 

has  suspended  the  contracts  of  all  of  i 

German  dealers  and  will  cut  the  numb 

of  outlets  to  about  1,800  from  2,30( 

Forster  claims  that  move  will  curb  con 

petition  and  improve  profitability.  Bu 

he  adds,  "We  won't  have  an  effecth 

dealer  organization  until  2004." 

In  the  meantime,  Forster,  a  BM1 

veteran,  is  leaning  hard  on  his  eng 

neers  to  get  products  to  market  fas 

"We  still  have  a  lot  of  inefficiency  i 

our  system,"  he  says.  Opel  has  alread 

accelerated  development  of  its  new  A 

tra  compact — a  key  car  in  its  Europe; 

lineup — by  12  months,  for  a  late  2004  c 

early  2005  launch. 

Improving  Opel's  image  is  anothe 

challenge.  It  has  managed  to  pull  eve 

with  Ford  Motor,  Peugeot,  and  Renauj 

in  reliability  surveys,  thanks  to  its  dis 

ciplined  engineering  and  design.  But  th 

old  taint  lingers.  "Perception  can  1 

reality  by  5  or  10  years,"  says  Davi 

Sargent,  director  of  European  open 

tions  for  J.  D.  Power  &  Associates 

New    models,    such    as    th 

$24,000  Vectra  and  its  sibling,  th 

Signum  due  out  next  year,  hav 

garnered    early    praise.    Saj{ 

Forster:  "If  we  come  up  wit 

great  products  and  the  qualit 

and  image  is  right,  we  will  gai 

market  share."  ( 

course.  But  gettirl 

everything     riglj 

has  not  been  Opel| 

trademark. 

By  Dav> 

Welch   \ 

Par\ 
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.agilent.com 


Our  communications  customers 

dream  of  a  world  that's  always  on 


Uninterrupted  access,  any  time,  any  place.  That's  the  world 
our  customers  are  dreaming  of.  And  Agilent  is  helping  them 
get  there  faster  than  ever  before.  By  providing  technologies 
that  enable  broadband  wireless  devices  to  run  longer,  even 
as  they  shrink  in  size.  Helping  equipment  manufacturers 
build  optical  networks  that  run  without  bottlenecks.  Helping 
service  providers  avoid  network  breakdowns.  Helping  to 
keep  the  lines  of  communication  perpetually  open. 


Agilent  Technologies 


dreams  made  real 


International  Business 


IRELAND 


WHY  IRISH  EYES 
AREN'T  SMILING 

Voters  are  up  in  arms  over  the 
mismanaged  economy 

Has  the  once-ferocious  Celtic  Tiger  fi- 
nally been  tamed?  After  a  two- 
decade  boom,  Ireland's  heady  days 
of  double-digit  growth  appear  to  be 
over.  This  $115  billion  economy,  which  is 
heavily  dependent  on  agriculture,  tech- 
nology, and  tourism,  has  endured  a  se- 
ries of  plagues  in  the  last  few  years: 
mad  cow,  foot-and-mouth  disease,  the 
post-September  11  travel  slump,  and 
the  bursting  of  the  tech  bubble.  Growth 
is  slated  to  drop  to  3%  this  year,  and 
analysts  don't  expect  it  to  climb  above 
5%  for  the  rest  of  the  decade:  A  rate  of 
9%  or  more  was  once  the  norm.  "Ire- 
land is  going  through  a  very  significant 
slowdown,"  says  Robert  Watt,  senior 
economist  at  Idecon  International  Eco- 
nomic Consultants  in  Dublin. 

Compared  with  the  euro  zone's  ex- 
pected growth  of  just  0.6%  in  2002,  Ire- 
land still  looks  robust.  But  the  country 
faces  a  peculiar  dilemma:  After  years 
of  extraordinary  growth,  wages  have 
been  rising  8%  or  9%  annually  in  the 
past  few  years,  especially  in  key  service 
industries.  That  has  kicked  off  a  stub- 
bornly high  rate  of  inflation,  double  the 
European  Union  average.  And  though 
the  economy  is  cooling  off,  it's  not  doing 
so  fast  enough  to  create  the  needed 
slack  in  the  labor  market.  Higher  in- 
terest rates  would  curb  this  inflation. 
But  Irish  rates  are  now  set  by  the  Eu- 
ropean Central  Bank,  which  shows  no 
sign  of  tightening.  "There  is  growing 
concern  from  Irish  businesses  that  wage 
costs  are  accelerating  too  rapidly,"  says 
Brian  Geoghegan,  director  of  economic 
affairs  at  the  Irish  Business  &  Employ- 
ers Confederation  in  Dublin.  "We  have 
lost  some  competitiveness." 

Now,  the  Irish  are  fuming,  and  the 
fear  in  Dublin — and  in  Brussels — is  that 
voters  will  vent  their  frustrations  at  the 
polls  on  Oct.  19.  That's  when  Ireland 
holds  its  second  referendum  on  the  Nice 
Treaty,  the  EU  accord  that  opens  the  way 
for  its  expansion  to  the  East.  Plenty  of 
Irish  don't  like  the  idea  of  expansion  to 
begin  with,  but  they're  also  upset  that 
Prime  Minister  Bertie  Ahern — a  big  Nice 
backer — has  mismanaged  the  economy. 
A  "no"  vote  on  Nice  would  be  a  good 
way  to  slam  Ahem  for  his  performance. 
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IRELAND'S  DILEMMA 


GROWTH  IS 
SLOWING... 


...WHILE  INFLATION 
IS  REVIVING 
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A  PERCENT  CHANGE 

Data:  Bloxham  Stockbrokers.  Idecon 

To  be  fair,  Ahern  makes  a  compelling 
argument  that  Ireland's  export-driven 
economy — the  country  ships  out  73%  of 
what  it  produces — has  much  to  gain 
from  an  expanded  EU.  This  nation  al- 
ready has  reaped  enormous  benefits 
from  EU  membership,  primarily  in  the 
form  of  development  grants,  generous 
farm  subsidies,  and  privileged  access  to 
the  world's  largest  market. 

But  a  win  for  the  government  on 
Nict  will  do  little  for  the  economy  im- 
mediately, although  it  might  help  Ireland 


in  the  long  run.  It  won't  d 
much  for  Ahern,  either.  Th 
government's  approval  rating 
have  plummeted,  to  34%  froT 
more  than  53%  in  May,  whe 
voters  extended  the  rulin 
coalition's  five-year  mandate 
"The  public  feels  it  wa 
conned,"  says  Alan  McQuaic 
chief  economist  for  Bloxhai 
Stockbrokers  in  Dublin.  "At  th 
time  of  the  election,  economist 
said  things  were  getting  wors4 
but  the  politicians  insisted  th 
economy  was  doing  just  fine.' 
It  is  now  clear  that  th 
slowdown  wa 
VACANCY:  obscured    b 

The  bursting     massive  gov 
of  the  tech  e  r  n  m  e  n  < 

bubble  spending  in  rjj 

hit  hard  runup    to    th 

May  poll, 
generous  five-year  savings  pla 
launched  before  the  electio 
chips  in  $1  from  the  govern 
ment  for  every  $4  a  citizen  cor 
tributes.  The  scheme  will  cos 
the  state  $500  million  a  yea 
through  2007.  Meanwhile,  ir 
come  taxes  were  cut  to  thei 
lowest  levels  in  years,  with  t 
top  rate  falling  to  40%.  Witi 
tax  revenue  further  crimped  b 
the  slow  economy,  the  Iris 
treasury  is  facing  a  $750  mii 
lion  shortfall  for  the  current  fis 
cal  year — its  first  since  199 
The  deficit  is  set  to  balloon  t 
$3  billion  by  2003,  unless  t 
government  acts. 

To  help  plug  the  gap,  o: 
cials  are  considering  boostinji 
excise  taxes  on  booze,  gasoline] 
and  cigarettes.  A  proposed  309 
hike  in  cigarette  taxes  wouli 
price  a  pack  at  $7.  Yet  econc 
mists  warn  that  the  highe 
levies  would  stoke  inflation. 

Irish  taxpayers  are  endur 
ing  a  hangover  from  the  boor 
in  other  ways.  Housing  price 
have  tripled  in  the  pas 
decade,  and  many  families  find  them 
selves  priced  out  of  the  market.  Road 
are  congested,  public  transportation  i 
poor,  and  the  health  service  is  under 
funded.  High  wages  are  already  drivin;. 
some  companies  to  seek  out  lower-cos 
locales  in  Asia  and  Eastern  Europe 
Foreign  investment  fell  to  $9.8  billioi 
in  2001  from  $24  billion  the  previou 
year.  If  policymakers  don't  act  quickl; 
to  bolster  competitiveness,  the  Celti 
Tiger's  roar  may  turn  into  a  whimper 
By  Kerry  Capell  in  Londvi 
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Is  there  something  you  don't  know 
about  your  cost  structure? 


Are  there  leaks  in  your  cost  structure?  Do  you  know  where  those  leaks  are?  If  you're  working  with 
Business  Objects,  you'll  know.  Our  business  intelligence  software  gives  you  instant  visibility  on  costs 
throughout  your  organization,  and  in  all  your  customer  and  supplier  relationships.  So  you'll  have  the 
intelligence  you  need  to  keep  your  costs  under  control.  And  your  profits  from  trickling  away.  Business 
Objects  is  the  world  leader  in  business  intelligence  software,  with  over  15,000  customers.  To  find  out  what 
they  know  that  you  may  not,  visit  www.businessobjects.com/finance.  And  download  our  free  white 
paper  "Business  Intelligence  -  Now  More  Than  Ever."  Or  call  Business  Objects  at  1-800-527-0580  ext.  35. 


Business  Objects 

Business  Intelligence.  If  you  have  it,  you  know! 
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Introducing  the  BlackBerry™  handheld  with  a 
built-in  phone  from  T-Mobile.  Now  you  can 
send  and  receive  company  e-mail  and  make 
phone  calls  wherever  you  go.  All  because  we 
have  the  only  trans-Atlantic  GSM/GPRS 
wireless  network.  See  for  yourself  at 
t-mobile.com  or  call   1-866-GO-4-TMOBILE. 

T  ■  -Mobile 

Get  more  frc 


T-Mobile  is  a  registered  trademark  of  Deutsche  Telekom  AG. 
The  RIM  and  BlackBerry  Families  of  related  marks,  images 
and  symbols  are  the  exclusive  properties  of  and  trademarks 
of  Research  In  Motion  Limited  -  used  by  permission. 
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FALLOUT  FROM  BALI 

IAY  CLOBBER  SOUTHEAST  ASIA 


housands  of  vacationers  fled  Bali  after  a  car  bomb 
killed  nearly  200  people — mostly  Western  tourists — at  a 
beachside  nightclub  on  Oct.  12.  But  that  was  just  the 
beginning.  On  Oct.  14,  the  first  day  of  trading  after  the 
ck,  the  Jakarta  stock  market  plunged  10%.  The  Indonesian 
Thai  baht,  Singapore  dollar,  and  Philippine  peso  all  slid 
s  against  the  U.  S.  dollar.  Despite  a  vow  by  Indonesian 
sident  Megawati  Sukarnoputri  to  track  down  the  terror- 
investors  decided  it  was  panic  time.  "We  knew  the  mar- 
reaction  would  be  bad,"  says  David 
ang,  president-director  of  Paramitra 
ties  in  Jakarta,  "but  it  was  much 
>rse  than  we  expected." 
The  markets  have  since  recovered  a 
.  But  fears  are  growing  that  the  blast 
Bali  could  touch  off  an  economic  crisis 
Indonesia,  political  upheaval  in  Jakar- 
and   even  a  regional  investment 
p.  Although  Southeast  Asia  has  ex- 
rienced  a  recovery  this  year,  policy- 
kers  have  been  worried  that  foreign 
estors  had  fixed  on  China — with  its 
;ap,  talented  labor  and  huge  mar- 
s — as  the  only  place  to  be.  The  blast 
ild  chase  more  investment  dollars  to  ~ 
i  mainland.  "The  whole  of  Southeast  Asia  will  feel  some  neg- 
ve  impact,"  predicts  P.  K.  Basu,  chief  economist  for  South- 
st  Asia  for  Credit  Suisse  First  Boston  in  Singapore. 
Nowhere  is  the  connection  between  politics  and  economics 
jre  important  than  in  Indonesia.  Since  the  fall  of  Suharto,  in 
98,  the  country  has  seen  net  outflows  of  capital  averaging 
billion  a  year.  More  terror  could  send  more  money  packing. 
le  economy,  which  is  expanding  by  about  3%  a  year,  needs 
grow  almost  twice  as  fast  to  provide  jobs  for  young  people 
tering  the  workforce.  Now,  the  probable  collapse  in  the  $6 
■lion  tourism  industry  is  likely  to  hurt  growth. 
I  So  the  pressure  is  growing  on  Megawati,  who  had  ignored 


MEGAWATI:  How  far  will  a  crackdoivn  go? 


warnings  from  the  U.S.  that  terrorist  cells  were  gathering 
strength  in  Indonesia.  She  promises  to  assist  foreign  intelligence 
agencies  in  bringing  the  perpetrators  to  justice.  But  how  far 
can  she  really  go?  Singapore,  Malaysia,  and  the  Philippines 
want  her  to  arrest  Abu  Bakar  Bashir,  a  cleric  believed  to  be 
the  spiritual  leader  of  Jemaah  Islamiyah,  an  Islamic  organization 
that  Indonesia's  neighbors  suspect  is  behind  thwarted  terrorist 
attacks  in  the  region.  But  on  Oct.  16,  an  Indonesian  official  de- 
clared that  there  was  not  enough  evidence  to  charge  Bashir. 
The  U.S.  wants  more  cooperation 
with  Indonesia  on  intelligence-gathering 
and  law  enforcement.  Yet  even  a  mod- 
erate tilt  to  the  U.  S.  could  cause  com- 
plications for  Megaw'ati.  The  rivalry  be- 
tween military  factions  in  Indonesia  is 
intense.  Some  favor  cooperation  with 
the  U.  S.;  others  vehemently  oppose  it. 
Vice-President  Hamzah  Haz  is  also  like- 
ly to  resist  any  new7  tough  line.  Haz,  62, 
leader  of  the  United  Development  Par- 
ty, a  conglomeration  of  Muslim  groups, 
once  visited  the  jail  cell  of  a  prominent 
Islamic  militant  arrested  for  inciting 
violence  after  calling  for  Megawati's  as- 
sassination. Haz  is  seen  as  Megawati's 
most  likely  rival  in  presidential  elections  in  2004. 

In  many  ways,  the  attack  on  Bali  was  also  "an  attack 
against  Megawati  herself,"  notes  Catharin  E.  Dalpino,  a  spe- 
cialist on  Southeast  Asia  for  the  Brookings  Institution.  Bah  is 
considered  the  political  heartland  for  Megawati,  who  is  part 
Balinese.  It  also  was  one  of  the  few  places  in  Indonesia  that 
had  largely  escaped  communal  violence.  By  stirring  instabil- 
ity in  Bah,  says  Dalpino,  the  perpetrators  are  sending  the 
message  that  "it  can  happen  anywhere  in  Indonesia."  That's 
just  wrhat  the  wrorld  is  afraid  of. 

By  Michael  Shari  in  Jakarta,  with  Frederik  Balfour  in 
Hong  Kong  and  Stan  Crock  in  Washington 


GLOBAL  WRAPUP 


INDIA  PULLS  BACK 


►  Tensions  are  easing  slightly  along 
the  border  between  India  and  Pak- 
istan,  where  close  to  one  million  troops 
m  high  alert  have  been  facing  off 
nee  last  May.  On  Oct.  16,  the  Indian 
government  announced  it  would  begin 
pulling  back  some  of  its  forces.  But 
soldiers  will  remain  along  the  Line  of 
'  ontrol  dividing  the  Indian-  and  Pak- 
/Jistan-administered  parts  of  the  disput- 
jed  state  of  Kashmir.  One  reason  may 
^be  Indian  concerns  over  the  success  of 
an  alliance  of  six  religious  parties  in 


Pakistan's  Oct.  10  national  elections. 
The  alliance,  which  opposes  compro- 
mise on  Kashmir,  will  be  the  third- 
largest  grouping  in  the  new  Parlia- 
ment. It  will  also  likely  form  the 
governments  in  two  provinces  border- 
ing Afghanistan,  where  it  is  expected 
to  oppose  the  U.  S.  antiterror  effort. 

HOLLANDS  POLITICAL  MESS 

►  Could  the  fall  of  the  Dutch  govern- 
ment on  Oct.  16  lead  to  a  delay  in 
European  Union  enlargement?  Sources 
in  the  Hague  doubt  a  caretaker  gov- 
ernment would  try  to  veto  expansion 


plans,  but  they  don't  rule  anything 
out.  Jousting  over  expansion  helped 
bring  Prime  Minister  Jan  Peter  Balke- 
nende's  government  down.  But  the 
main  problem  w-as  infighting  in  the 
List  Pirn  Fortuyn  party,  whose  leader, 
the  anti-immigration  maverick  Pirn 
Fortuyn,  was  assassinated  before  the 
May  15  election.  Fortuyn 's  followers 
proved  to  be  impossible  coalition  part- 
ners. NewT  elections  are  expected  in 
mid-December  and  are  likely  to  favor 
Balkenende's  Christian  Democrats  and 
the  pro-business  Liberals,  the  third 
party  in  the  outgoing  coalition. 
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FOR  BIG  BLUE, 
THE  BIG  ENCHILADA 

Having  edged  out  other  software  rivals,  IBM  takes  on  Microsoft 


Growing  up  on  New  York's  Long 
Island  in  the  1960s,  Steve  Mills 
used  to  do  a  lot  of  home-renova- 
tion work  with  his  old  man.  A 
few  years  ago,  Mills  cooked  up  a  project 
that  would  make  Bob  Vila  proud.  He 
converted  the  attic  of  his  90-year-old 
Tudor  home  in  Bronxville,  N.  Y.,  into  a 
two-story  rooftop  library.  The  addition, 
which  took  two  years  to  complete,  fea- 
tures walnut  paneling 
and  a  spiral  staircase. 
"I  particularly  like  the 
more  complex  proj- 
ects," says  Mills,  an 
IBM  senior  vice-presi- 
dent who  heads  the 
software  division.  "I 
have  the  patience  to 
get  things  done." 

The  most  challeng- 
ing renovation  he  has 
taken  on,  however,  has 
been  at  the  office. 
Mills,  52,  has  led  an 
eight-year  makeover  of 
ibm's  $13  billion  busi- 
ness-software division.  In  1995,  he  and 
John  M.  Thompson,  then  head  of  the 
software  group,  prodded  Chairman  Louis 
V.  Gerstner  Jr.  to  create  a  stand-alone 
software  division  with  its  own  sales 
force.  Their  argument:  Focused  software 
companies,  from  Oracle  Corp.  to  Mi- 
crosoft Corp.,  were  growing  like  weeds 
at  20%  per  year,  while  slow-growing 
IBM,  clinging  to  its  mainframe  roots, 
risked  missing  out  on  one  of  the  indus- 
try's hottest  and  most  profitable  sectors. 
Gerstner  agreed.  Mills,  first  as  gener- 
al manager  and  since  July,  2000,  as  soft- 
ware chief,  has  focused  IBM  on  the  hid- 
den yet  critical  programs  that  make  up  a 
company's  computing  infrastructure.  He's 
making  headway.  In  the  third  quarter, 
IBM  registered  27%  growth  in  important 
Internet  software.  Problems  remain 
though.  Older  corporate  offerings 
dragged  down  total  software  sales  by 
3%,  to  $3.1  billion.  Still,  the  number's 
are  rosy  compared  with  rivals  Oracle 


WHERE  THE  GROWTH  IS 

While  IBM's  $30  billion  hardware 

business  is  in  decline  and  its  $35 

billion  services  unit  is  sputtering, 

the  giant's  $13  billion  software 

group  is  picking  up  steam 

,c GROWTH  IN  PERCENT 

SOFTWARE 


Data:  IBM.  Merrill  Lynch  &  Co 


and  BEA  Systems  Inc.,  whose  sales  both 
fell  by  more  than  23%  in  the  most  re- 
cent quarter. 

Indeed,  IBM  is  making  life  miserable 
for  many  of  its  rivals.  Thanks  to  its  July, 
2001,  acquisition  of  database  maker  In- 
formix, IBM  last  year  surpassed  Oracle 
as  leader  in  the  market  for  programs 
that  store  and  organize  corporate  data, 
snatching  a  35%  share  vs.  Oracle's  32%. 
It's  hot  on  the  tail  of 
BEA  Systems,  a  $1  bil- 
lion San  Jose  (Calif.) 
maker  of  software  that 
dishes  up  Web  applica- 
tions. And  it's  ramping 
up  to  challenge  Mi- 
crosoft for  sales  to 
midsize  businesses. 
"Software  is  becoming 
a  bigger  part  of  our 
story,"  says  Mills. 

Growth  from  soft-' 
ware  is  key.  IBM's  $35 
billion  tech-services 
juggernaut  has  slowed 
to  a  crawl  due  to  the 
anemic  economy.  And  hardware  sales, 
a  $33  billion  slice  of  the  computer  giant, 
have  been  falling  off  a  cliff  faster  than 
Wile  E.  Coyote.  Indeed,  CEO  Samuel  J. 
Palmisano  is  ditching  such  capital-in- 
tensive businesses  as  hard  drives  to  fo- 
cus on  software.  He's  spending  half  of 
IBM's  $5  billion  research-and-develop- 
ment  budget  on  it.  And  why  not?  Last 


SOFTWARE 
SURGE 

After  years  of  stumbling, 
IBM  has  focused  on  the 
hidden  yet  key  programs 
that  make  up  a  company's 
computing  infrastructure. 
Here  are  the  main  pieces: 


year,  software  ac- 
counted for  17%  of 
IBM's  sales  but  28% 
of  its  pretax  prof- 
its. Gross  margins 
in  IBM's  software 
have     topped    80% 
the  past  two  years, 
compared  with  30%  for 
hardware  and  20%  for 
services.    "Software    is 
where  the  profit  growth 
will  come  from  in  the  long 
term,"  says  Gartner  Inc.  ana 
lyst  Thomas  Bittman. 

Now,  IBM  is  taking  the  fight  to 
Microsoft's  home  turf,  the  $150  billioi 
market  for  software  to  run  midsize  con 
panies.  With  its  Office  suite,  datab 
and  computer-server  programs,  Micro: 
rules  here.  IBM,  which  has  long  targete 
big  corporations,  traditionally  struggl« 
with  smaller  companies.  But  in  Septer  i 
ber,  IBM  announced  a  partnership  wit  roson 
J.  D.   Edwards   &    Co.   in   which   tl  ere 
provider  of  tech  services  to  midsize  cor  k<  has 
panies  will  base  its  entire  software  mer  Bsumer 
on  IBM  programs.  And  on  Oct.  18,  IE 
will  release  scaled-down  versions  of  i 
application-server,  database,  e-mail,  arjK 
network-management  programs  that  a 
easier  to  maintain  and  are  up  to  80 


cheaper  than  IBM's  standard  version  id  solve 
the  company  says.  Eric  Shuster,  an  an  5  rival'; 
lyst  with  AMI-Partners,  says  the  effort   r 
"going  to  resonate." 

MIDDLEWARE 

IBM's  WebSphere  programs  serv 
Web  applications,  link  programs 
another,  and  process  transactior  i 


REVENUE 


OUTLOOK 


$1.8  billion 


"tra 
bey 

toe,  li 
Bs  pro 


Although  IBM  trails  BEA  Systen 
the  application  server  market,  irl 
broader  $5.1  billion  middleware 
market  IBM  dominates  with  a  3 
share  to  BEA's  11%.  Expect  IBP| 
rule  this  market. 
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■  Still,  unseating  Microsoft  is  a  tall  or- 
d  Br.  With  a  $5.2  billion  R&D  budget,  Mi- 
ll "osoft  is  the  only  company  spending 

iore  on  software  research  than  IBM.  It 
a  so  has  much  more  experience  with 
i  >nsumers.  Microsoft  Chairman  William 
Gates  III  says  IBM's  research  does 

3t     "translate  into  products  as  well, 

id  they  don't  package  stuff  as  high- 

u  i  olume,  low-price."  Mills  counters  that 

<i  Sm's  products  are  more  sophisticated 

(  nd  solve  more  complex  problems  than 

s  rival's.  "Microsoft  provides  simple 

rtjroducts  for  simple  problems,"  he  says. 

But  some  of  those  simple  programs 

lave  bruised  IBM.  Case  in  point:  ibm's 


RENOVATOR 

Software  chief  Mills 
has  plugged  product 
holes  and  put  a 
focus  on  service 


Lotus  Development 
Corp.,  which  it 
bought  in  1995  for 
$3.5  billion.  Lotus 
was  a  pioneer  in 
collaborative  soft- 
ware, which  com- 
panies use  to  ex- 
change and  store 
data.  But  IBM  has 
been  slow  to  re- 
make Lotus  for  the 
Web.  Last  year,  in 
the  collaboration 
market,  Microsoft's  ri- 
val Exchange/Outlook 
programs  claimed  a  40% 
share,  up  from  36%  in 
2000,  while  Lotus  slipped 
from  50%  to  49%.  In  the  most 
recent  quarter,  Lotus  sales  fell 
15%.  To  recoup,  in  September  IBM 
released  a  version  of  Lotus  to  help 
clients  cut  maintenance  costs  by  au- 
tomating such  tasks  as  desktop  upgrades. 
This  is  the  kind  of  competition  Mills 
thrives  on.  The  27-year  IBM  veteran 
wages  these  battles  by  busting  out  his 
toolbox.  Next  year,  he  plans  to  increase 
by  5%  his  10,000-strong  direct-sales 
force.  But  the  heart  of  Mills's  effort  is 
WebSphere,  a  group  of  programs  that 
link  computers,  serve  up  Web  applica- 
tions, and  process  online  transactions. 
In  the  fourth  quarter,  Mills  will  unveil 
the  first  WebSphere  release  in  almost 
two  years.  Big  Blue  is  counting  on  the 
new  version  to  power  it  past  bea,  its 
biggest  rival  in  this  category.  "BEA  does 
not  have  a  complete  set  of  products," 
says  John  A.  Swainson,  IBM  general 
manager  of  the  middleware  division.  BEA 
claims  that  Big  Blue  sells  on  the  basis  of 


relationships,  not  superior  software. 
"Customers  who  are  all  Blue  would  buy 
it,"  says  Alfred  S.  Chuang,  ceo  of  BEA. 

What  Mills  doesn't  develop,  he  buys. 
He  has  spent  some  $2  billion  on  acquisi- 
tions, including  the  $1  billion  Informix 
deal.  In  the  past  six  months,  he  has  pur- 
chased five  small  companies  that  should 
help  plug  holes  in  IBM's  growing  portfo- 
lio— and  he's  hunting  for  others.  "There 
are  many  smaller  companies  that  repre- 
sent interesting  opportunities,"  says  Mills. 

IBM  has  another  weapon:  It  smothers 
customers  with  tlc.  Mills  insists  senior 
engineers  spend  half  their  time  with 
clients.  Last  year,  IBM's  WebSphere  soft- 
ware was  tapped  for  one  of  the  Inter- 
net's toughest  tasks — running  eBay's  on- 
line auction  business.  Big  Blue  beat  out 
incumbents  Microsoft  and  Sun  Microsys- 
tems, even  though  eBay  had  never  be- 
fore bought  a  lick  of  IBM  software.  "They 
convinced  us  they  were  willing  to  stand 
by  us  no  matter  what,"  says  Maynard 
Webb,  president  of  eBay  Technologies. 

Now,  Mills  is  focusing  his  workforce 
on  a  new  project:  helping  companies  cut 
costs  by  automating  the  job  of  tying 
software  packages  together.  Connecting 
software  applications,  says  IBM,  accounts 
for  nearly  40%  of  all  tech  costs.  Sun  Mi- 
crosystems Inc.  and  Hewlett-Packard 
Co.  are  developing  similar  programs, 
but,  says  Gartner  analyst  Joanne  Cor- 
reia,  "IBM  has  a  leg  up  there." 

Panasonic,  for  one,  would  agree. 
Robert  Schwartz,  Panasonic's  chief  in- 
formation officer,  says  he  slashed  his 
tech  costs  by  15%  thanks  to  WebSphere. 
Panasonic,  which  switched  to  the  soft- 
ware about  18  months  ago,  now  uses 
it  to  run  its  e-commerce  system.  Over 
the  next  few  years,  Schwartz  expects 
savings  to  reach  25%.  "Anything  we 
buy  in  the  future  has  to  fit  with  Web- 
Sphere," he  says.  Those  words  bolster 
the  work  in  progress  at  IBM  software. 
But  Mills  will  need  more  such  testimo- 
nials to  finish  the  restoration. 

By  Spencer  E.  Ante 
in  New  York 


IASE 

i<  32  and  Informix  programs  store 
r  :rieve  corporate  data. 


NETWORK  MANAGEMENT 

Tivoli  software  manages  and  secures 
computer  networks  and  backs  up  data. 


COLLABORATION 

Lotus  programs  let  workers  senc 
e-mail,  swap  documents,  and 
coordinate  work  over  the  Internet. 


billion 


$992  million 


$833  million 


•uying  Informix,  IBM  has 
e  the  leading  database  player, 
35%  share  of  the  $8.8  billion 
:  to  Oracle's  32%.  IBM  is 
g  on  aggressive  sales  and 
ring  to  keep  grabbing  share. 


After  poor  products  in  1999  and  2000,      IBM  remains  the  leader  in  the  collabo- 


Tivoli  last  year  edged  past  Computer 
Associates  in  this  $7.1  billion  market 
with  a  13.9%  share  vs.  CA's  13.8%. 
But  it  dragged  down  the  group's  third- 
quarter  results,  falling  16%. 


ration  market,  with  49%  share  vs. 
Microsoft's  40%.  But  Microsoft  is 
catching  up,  and  analysts  expect  its 
less-expensive  Exchange  program  to 
pick  up  ground. 


Data  Gartner  Inc..  IDC 
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CEO  Bennett  has  crafted  a 
nifty  turnaround.  Now,  he's 
challenging  the  company's 
corporate  culture 

By  most  measures,  Nov.  29,  1999, 
was  already  a  stellar  day  for 
Stephen  M.  Bennett.  After  22 
years  at  General  Electric  Co.,  he 
was  promoted  to  executive  vice-presi- 
dent of  ge  Capital,  a  prize  for  boosting 
equipment-financing  profits  150%  and 
launching  two  ge  Capital  e-business 
units.  But  things  would  get 
even  better:  At  home  that 
night,  a  headhunter  called. 
Software  maker  Intuit  Inc. 
needed  a  chief  executive.  Ben- 
nett didn't  hesitate.  At  ge,  he 
says,  "I  wondered  how  much 
of  my  success  was  ge  and 
how  much  was  me." 

Three  years  later,  Bennett 
has  his  answer:  A  lot  was 
him.    After   stagnating   and 


stumbling  during  the  dot-com  boom,  In- 
tuit is  hitting  its  stride  in  the  tech  bust. 
The  48-year-old  GE  vet  has  done  a  major 
reshuffle  at  the  maker  of  QuickBooks 
small-business  programs  and  TurboTax 
consumer  software.  Out  went  a  raft  of 
mostly  money-losing  online  finance  busi- 
nesses. In  came  a  half-dozen  small  ac- 
quisitions in  the  past  year,  all  to  beef  up 
Intuit's  small-business  offerings. 

And  up  went  the  earnings:  Net  in- 
come went  from  an  $82  million  loss  in 
fiscal  2001  to  a  profit  of  $140  million  in 
fiscal  2002,  which  ended  in  July.  Pro 
forma  profits,  excluding  items  such  as 


the  costs  of  acquisiti 
BENNETT:  are   on   track   to  ji 

Following  the    50%   this   year.    M< 
GE  playbook     while,    revenue,    w 

shrank  1%  in  1998, 

|  up  18%  in  the  last  fiscal  year,  to  $ 
billion,  and  analysts  predict  it  will  g 
more  than  25%  this  year.  Intuit's  st 
is  up  13%  this  year  and  35%  over 
past  12  months,  even  as  major  inde 
have  lost  25%  to  35%. 

With  numbers  like  that  to  his  ere 
Bennett  is  emerging  as  a  managem 
role  model  for  Silicon  Valley  during 
bust.  Intuit  was  always  innovative,  ; 
its  products  were  easy  to  use — but  I 
nett  has  made  the  company  discipli 
and  results-focused,  too. 

That's  earning  him  admiring  revie 
even  from  competitors.  "The  key  w< 
there  is  definitely  discipline,"  s: 
Ronald  F.  Verni,  ceo  of  Best  Softw 
Inc,  a  maker  of  small-business  softwi 
And  Bennett's  fans  inside  Intuit  pr 
tively  gush  about  him.  "To  say  he's 
best  new  ceo  in  technology  damns  1 
with  faint  praise,"  says  founder  a 
Chairman  of  the  Executive  Commit" 
Scott  D.  Cook.  "The  question  is:  Is 
the  best  new  ceo  in  America?  And 
may  well  be." 

Much  of  what  Bennett  is  doing  con 
directly  from  the  GE  playbook.  He 
cruited  former  GE  subordinates  to  i 
both  of  Intuit's  major  divisions  and  < 
manded  better-thought-out  budgets  a 
clearer  objectives  from  all  of  his  ra; 
agers.  Like  GE  ex-CEO  Jack  Welch, 
teaches  management  seminars  to  i 
and-comers.  And  like  Welch,  he  insir 
on  sticking  to  businesses  where  Intv 
can  be  No.  1  or  No.  2.  "The  first  part 
strategic  rigor  is:  Are  you  in  a  bu 
ness  where  you  can  win?"  Bennett  sa; 
His  major  focus  is  small  business 
Intuit  already  has  about  85%  of  the  $2] 
million  market  for  accounting  softwa 
for  companies  with  fewer  than  20  ei 
ployees.  Now  Bennett  is  targeting 
much  larger  $4.8  billion  market  by  chut 
ing  out  new  versions  of  QuickBooks  f 
companies  with  up  to  250  employe* 
and  by  selling  new  software  apphcatioi 
He  has  spent  almost  $500  million  on  e 


BENNETTS  TURNAROUND  PLAN  FOR  INTUIT 


FOCUS  ON  SMALL- 
BUSINESS  SOFTWARE 

He  roiled  out  QuickBooks 
accounting  software  for 
customers  with  up  to  250 
employee       h  se  sales 
rose  16%  last  year. 


AX  BUSINESSES  THAT 
CANT  BE  INDUSTRY 
LEADERS 

He  curtailed  Intuit's  push 
into  online  finance,  dump- 
ing insurance  and  bill-pay- 
ment Web  sites  and  saving 
$25  million  a  year. 


REWARD  TOP 
PERFORMERS 

He  slashed  stock-option 
grants  30%  and  based 
them  on  job  performance. 
Stars  get  salary  raises 
up  to  2.5  times  the 
company  norm. 
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vj  yware-       True,  your  wardrobe  needed  some  updating.  But  priority  number  one  was  finding  an 
alternative  to  those  single-function  networked  color  printers.  And  then  eureka,  you 
found  it:  multifunction  color  printing  solutions  from  Canon,  the  leader  in  color  imaging  in  the  office*  Color  imageRUNNER™ 
fully  connected  and  expands  your  capabilities  across  your  network.  That  means  along  with  superior  image  quality  you  get  lower 
operating  costs.  All  of  which  results  in  a  faster,  better  alternative  to  outsourcing,  not  to  mention  increased  productivity.  So,  kudos. 
Thanks  to  Canon  know-how,  you  can  replace  those  printers  and  your  wardrobe.  1  -866-EZ-COLOR  www.usa.canon.com 
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Canon 


KNOW  HOW 


Exactly  where  would 


you  like  our  chauffeur 


to  pick  you  up; 
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Your 

Producer's 

Suite 


The  Director's 

Favourite 

Restaurant 


The  Set,  Scene  49. 
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Your  Private  • 
Screening  Studio 


When  you  fly  First  Class  or  Golden  Club  Class  with  us  from  New  York  or  Los  Angeles,  we'll  have  a  chauffeur  driven  sedan  pick  you  up  whf 
you  leave.  And  waiting  for  you  when  you  return.  This  service  extends  to  any  point  within  a  40  mile  radius  of  the  airport.  It's  our  way  of  ensurir 
you  have  a  smoother,  faster,  more  comfortable  flight.  Even  before  you  get  on  the  flight.  Malaysia  Airlines.  Going  beyond  expectation 


malagsU 


For  reservations,  please  call  Malaysia  Airlines  Premier  Desk  at  1  888  627  8477,  your  travel  agent  or  log  on  to  www.malaysiaairlines.com 


sitions — two  firms  that  handle  pay- 

and  automate  computer  help  desks, 

id  four  whose  software  helps  manage 

dustries  from  construction  companies 

nonprofit  agencies. 

Will  it  work?  Intuit  will  do  best  when 
s  selling  to  growing  companies  that 
ep  up  from  QuickBooks  or  similar 
roducts.  But  it  will  get  a  stiff  fight 
hen  it  tries  to  move  up  to  companies 
ith  hundreds  of  employees.  That's 

fere  Microsoft  Corp.  has  staked  out 
ground.  In  the  past  two  years,  the 
ftware  giant  shelled  out  $2.5  billion 
buy  small-business  software  compa- 
es,  and  this  fall  it's  coming  out  with 
pw  software  for  managing  relationships 
ith  customers.  Analysts  believe  there's 
enty  of  room  for  both  companies' 
nail-business  units  to  grow  at  more 
^an  20%  for  the  next  two  years,  but 
^e  competition  will  heat  up  after  that. 
For  now,  Bennett's  biggest  challenges 
e  internal.  He  intends  to  make  Intuit 
uch  more  efficient.  The  goal  is  to  de- 
fer operating-profit  margins  of  24% 
is  fiscal  year,  up  from  14%  the  year 
;fore  he  arrived  and  21%  last  year, 
jftware's  top  performers  deliver  mar- 
ns  of  more  than  30%.  To  achieve  that 
Intuit,  Bennett  is  working  to  improve 
scipline. 

To  get  employees  focused  on  the  bot- 
m  line,  he  adjusted  pay  incentives, 
orkers  with  top  performance  reviews 
t  annual  salary  raises  up  to  10%,  even 
hen  the  average  raise  is  4%  or  less, 
his  was  a  consensus  culture  where 
wards  were  spread  like  peanut  but- 
r,"  says  Jim  Grenier,  Intuit's  vice-pres- 
ent for  human  resources. 
Bennett  also  is  pushing  GE-like  pro- 
ams  to  boost  quality  and  trim  waste. 
e  result:  Error  rates  for  Quicken  per- 
nal-finance  software  shipments  fell  to 
%  during  the  release  of  the  2003  ver- 
on  from  22%  for  the  2002  edition.  In- 
it  says  its  quality  efforts  have  saved 
0  million  so  far,  with  an  additional 
0  million  due  from  projects  under  way. 
In  spite  of  the  strides  Bennett  has 
ade,  Wall  Street  has  mixed  feelings 
out  Intuit's  stock.  Ten  analysts  rate  it 
buy,  while  five  call  it  a  hold.  That's 
rtly  because  Intuit  shares  trade  at 
times  2003  estimated  pro  forma  earn- 
gs.  "Intuit's  a  great  company,  but  right 
w  the  stock  is  fully  valued,"  says 
dard  &  Poor's  analyst  Scott  Kessler. 
Bennett,  naturally,  thinks  otherwise, 
[is  target:  to  boost  Intuit's  stock  200% 
400%  over  the  next  several  years. 
My  dream  is  to  make  that  happen, 
len  go  to  the  beach,"  he  says.  Even 
ow,  he's  having  much  more  fun  than 
is  old  boss,  ge  ceo  Jeffrey  R.  Immelt, 
'hose  stock  is  down  35%  this  year. 

By  Timothy  J.  Mullaney 
in  New  York 
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PHARMACEUTICALS 


THE  CHOLESTEROL 
SWEEPSTAKES 

New  therapies,  higher  stakes,  more  at-risk  Americans 


The  pharmaceutical  industry  is  in 
dire  straits  these  days.  Devastat- 
ing patent  expirations  are  hitting, 
product  pipelines  are  virtually 
empty,  and  complaints  about  high  drug 
prices  keep  escalating.  Consequently, 
Big  Pharma  has  a  lot  riding  on  the  con- 
tinued demand  for  statins,  the  choles- 
terol-lowering drugs  that  are  the 
lifeblood  of  millions  in  this  overweight 
land.  These  heart-protecting  medicines 
are  money  machines,  bringing  in  $19 
billion  in  revenues  a  year. 

No  surprise,  then,  that  the  battle 
over  such  riches  is  about  to  intensify. 
Merck  &  Co.  and  Schering-Plough  Corp. 
have  joined  forces  behind  Zetia,  a  new 


type  of  cholesterol-lowering  drug,  meant 
to  work  with  statins,  that  could  win  ap- 
proval this  month.  The  two  companies 
will  market  Zetia  together  and  are  also 
readying  a  pill  that  would  combine  Zetia 
with  Merck's  Zocor,  a  statin  currently 
pulling  in  $7.5  billion  a  year  in  sales, 
to  create  a  superpotent  cholesterol-fight- 
ing agent.  This  combination  therapy, 
which  is  still  undergoing  clinical  test- 
ing, is  expected  to  hit  the  market  in 
2004.  To  fight  off  this  challenge,  Pfizer 
Inc  is  gearing  up  a  vigorous  defense  of 
Lipitor,  its  all-time  best-selling  product 
and  the  statin  leader  with  yearly  sales 
of  $7.9  billion. 

The  potential  spoiler?  AstraZeneca, 


The  liver 
produces  cholesterol 
and  releases  it  into  blood 
and  bile.  Existing  "statin" 
drugs,  such  as  Lipitor  and 
Zocor,  block  this  process 
by  taking  the  place  of 
an  enzyme  in  the  liver 
that's  key  to  cholesterol 
production. 


TEAMING  UP 
TO  FIGHT 
CHOLESTEROL 


The  drug 
Zetia,  now  under  FDA 
review,  targets  a  different 
pathway.  It  prevents  the 
intestine  from  absorbing 
cholesterol  from  food  or 
bile.  Both  approaches  have 
merits,  but  combining  the 
two  may  produce  the  best 
results. 


Data:  BusinessWeek 
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TODAY 


Encourage  our  engineers 
to  push  the  boundaries 


-A-ffc, 


*i_ 


V 


TOMORROW 


Cars  without  limits 


■ 


A  surfboard  you  can  ride  on  land. 

A  car  driven  by  sound. 

A  vehicle  powered  by  hamsters. 

At  Toyota,  we  value  ideas  no  matter  how 
silly  they  may  seem.  Like  the  inventions 
generated  by  our  annual  Idea  Expo  — 
a  unique  competition  that  encourages 
serious  technological  innovation  from 
our  employees  through  the  use  of  good 
old-fashioned  fun. 

For  example,  recent  winners  ranged 
from  a  whimsical  robotic  Santa's  sleigh  to 
a  wheelchair  that  can  be  driven  virtually 
anywhere  —  even  up  and  down  stairs. 

One  day,  advances  made  through  our  Idea 
Expo  may  be  applied  to  Toyota's  vehicles. 
So  we'll  keep  encouraging  our  engineers 
to  be  a  little  bit  out  there.  That  way,  the 
go  a  lot  further. 

yota.com/tomorrow 
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The  planned  marketing  pitch  for  a  Zetia  "combo" 
therapy:  Maximum  cholesterol  reduction,  minimal  risk 


which  has  a  potent  new  statin  called 
Crestor  that's  now  under  review  by  the 
Food  &  Drug  Administration.  An  ap- 
proval has  been  delayed  over  concerns 
about  possible  side  effects,  but  Crestor 
could  yet  become  a  contender  in  2003. 
"This  is  the  biggest  market  for  many 
major  pharmaceutical  companies,"  says 
Richard  T.  Evans,  an  analyst  at  San- 
ford  C.  Bernstein.  "There  will  be  a  fight 
for  survival." 

None  of  the  players  in  this  contest 
can  afford  to  lose.  For  Pfizer,  the  con- 
tinued growth  of  Lipitor  is  critical 
to  meeting  Wall  Street's  double- 
digit  earnings  growth  expecta- 
tions. Schering-Plough  desper- 
ately needs  Zetia  to  be  a  hit,  to     - 
partially  offset  the  expected  blow 
to  earnings  next  year  when  the 
company's   blockbuster   allergy 
medicine,    Claritin,    comes    off 
patent.  As  for  Merck,  the  success 
of  Zetia-Zocor  may  soften  the 
blow  when  Zocor's  patent  expires 
in  2006.  "This  Zetia  franchise  is 
everything  for  Merck,"  says  Dr. 
John    R.    Borzilleri,    portfolio 
manager  at  State  Street  Research  & 
Management. 

The  contenders  also  are  hoping  that 
the  new  drugs  will  put  an  end  to  a  wor- 
risome trend  in  statin  demand.  Market 
research  firm  IMS  Health  says  that 
growth  in  U.S.  statin  prescriptions 
slowed  to  8% 


only  lowers  bad  cholesterol  by  an  addi- 
tional 6%  or  so,  according  to  doctors. 
High  statin  doses  can  also  cause  a  rare 
but  potentially  life-threatening  side  ef- 
fect called  rhabdomyolysis,  in  which 
muscle  cells  break  down,  causing  pain 
and,  in  rare  cases,  organ  failure.  Adding 
Zetia  to  a  low  statin  dose  can  tur- 
bocharge  its  efficacy,  bringing  choles- 
terol down  an  additional  25%  or  more. 
Merck  and  Schering-Plough  hope  to 
market  the  Zetia-Zocor  combination  as  a 
superstatin,  offering  maximum  choles- 
terol reduction  with  minimal 
risk.    "The    timing    for    Zetia 
couldn't  be  better,"  says  Dr. 
Michael  H.  Davidson,  director 
of  preventive  cardiology  at  Rush 
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Lipitor 

(Atorvastatin 
Calcium)  Tablets 

10  mg 

«■* 

90  TABLETS 


Lipitor 


(Pfizer)  A 
$7.9  billion 
blockbuster,  it's  the  market 
leader  in  a  class  of  drugs 
known  as  statins 


benefit  will  become  evident  over  tim 
Many  on  Wall  Street  are  skeptic* 
Sanford  C.  Bernstein's  Evans  wan 
that  without  a  study  proving  that  pom 
the  FDA  may  still  require  a  warnir 
about  muscle-related  side  effects  whe 
Zetia  is  used  with  a  statin.  And  that,  1 
contends,  could  threaten  Zetia's  succes 
Stephen  M.  Scala,  an  analyst  at  s 
Co  wen  Securities  Corp.,  expects  tote 
Zetia  and  Zetia-Zocor  sales  to  hit  jus 
$1.3  billion  in  2006.  "Zetia  won't  ha\ 
the  same  impact  on  this  field  that  ft 
statins  did,"  says  Dr.  Irving  M.  He 
ling,  associate  professor  at  the  Univei 
sity  of  Pennsylvania  School  of  Medicin< 
The  wild  card  in  the  statin  equation 
AstraZeneca's  Crestor.  The  drug  ha 
been  delayed  at  the  FDA,  analysts  figur 
because  of  worries  about  the  risk  c 
rhabdomyolysis.  Still,  many  on  Wa 
Street  are  betting  that  Crestor  hits  th 
market  in  the  second  half  of  2003.  But 
side-effect  concerns  lead  the  FDA  to  aj 
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!  prove  only  low  doses,  "competitors 


Zocor 


(Merck)  The 
second-biggest 
statin,  it  generates  about 
$7.5  billion  a  year — but  will  lose 
patent  protection  in  2006 


Zetia 


(Schering-Plough/ 
Merck)  Not  yet  ap- 
proved, Zetia  differs  from  statins 
but  could  be  a  big  seller  when 

this  year,  from  20%  just       „u sed. . ' .n . ^^ b.' _n .^ '.°.ri ..VV.'.t.h.. .thl ern. .        i  o^ 


Jocor*  40  mg 


two  years  ago.  This  comes  despite  a 
recent  revision  in  guidelines  from  the 
National  Institutes  of  Health  that  near- 
ly tripled  the  number  of  Americans  suit- 
able for  cholesterol-lowering  therapy,  to 


Crestor  ££, 

May  be  the  most  powerful 
statin  yet,  but  approval  has  been 
delayed  by  safety  concerns 


Wll 

try  to  make  mincemeat  of  the  product.! 

warns  Norman  M.  Fidel,  healtrj 

care  portfolio  manager  at  A{ 

fiance  Capital  Management  Li 

First  in  line  with  such  al 

assault  would  likely  be  Pfize] 

which  is  determined  to  pre 

tect  Lipitor's  lead  position. 

company  spent  nearly  $60 

Hon  advertising  Lipitor  to  corl 

sumers  in  the  first  half  ol 

2002,  vs.  $26  million  in  thj 

same  period  last  year.  MoH 

than  200  studies  of  Lipitor 

under  way,  examining  everything 

from  whether  the  compound  can  reversl 


also 


36  million.  Analysts  attribute  the  slow- /  the  effects  of  heart  disease  to  whether  i 


down,  in  part,  to  higher  co-payments 
for  prescriptions. 

Merck  and  Schering  are  counting  on 
an  exciting  new  way  to  fight  cholesterol 
to  reignite  demand.  Statins  work  by 
blocking  the  action  of  an  enzyme  that 
plays  a  critical  role  in  producing  cho- 
lesterol in  the  liver,  while  Zetia  pre- 
vents the  absorption  of  cholesterol  in 
the  intestine.  But  Zetia  on  its  own  is 
not  as  powerful  as  the  statins,  which 
can  lower  blood  levels  of  LDL  choles- 
terol— the  "bad  cholesterol" — by  40%  or 
more.  Zetia  lowers  LDL  by  just  18%. 

Many  observers  believe  the  real  med- 
ical— and  financial — payoff  for  Zetia  is 
likely  to  come  from  combining  it  with 
statins.  Doubling  the  dose  of  a  statin 


Data:  BusinessWeek,  SG  Cowen  Securities  Corp. 
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Presbyterian  St.  Luke's  Medical  Cen- 
ter in  Chicago,  who  has  conducted  some 
Zetia  trials. 

The  two  companies  still  face  a  mar- 
keting challenge,  however.  They  believe 
a  therapy  of  Zetia  plus  a  low-dose 
statin  poses  less  risk  of  muscle  side  ef- 
fects than  a  high-dose  statin.  But  Cecil 
B.  Pickett,  head  of  Schering's  research 
and  development  operation,  acknowl- 
edges that  no  study  has  been  done  yet 
proving  this  claim.  Because  deadly  mus- 
cle side  effects  are  so  rare,  it  would 
be  difficult  and  costly  to  construct  such 
a  trial,  requiring  20,000  or  more  pa- 
tients.   Pickett    believes    the    safety 


can  fight  osteoporosis.  On  Oct.  10,  datl 
from  a  20,000-patient  study  were  rej 
leased  showing  that  Lipitor  reduce*! 
heart  attacks  and  strokes  in  people  witlf 
only  slightly  elevated  or  normal  cholesj 
terol  but  with  high  blood  pressure. 

And  Pfizer  may  have  another  weapoJ 
in  its  arsenal.  The  company  is  develop! 
ing  a  compound  that  raises  levels  ol 
hdl,  the  good  cholesterol,  in  patients] 
Analysts  expect  a  pill  combining  thaj 
drug  with  Lipitor  could  be  launched  b; 
2006,  creating  what  Alliance's  Fidel  calll 
"the  ultimate  drug  for  this  class."  That'j 
sure  to  trigger  yet  another  round  ill 
this  high-stakes  battle  over  patients| 
hearts. 

By  Amy  Barrett  in  PhiladelphuX 
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What  are  9  out  of  10  of  the  world's  largest  telecom  carriers 
building  into  their  business? 
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They're  building  in  Level  3  Communications.  For  the  network  capacity  they  need  when  they 
need  it.  From  a  network  company  they  can  rely  on  to  deliver  a  full  range  of  communications 
services  over  the  world's  most  advanced,  continuously  upgradable  network.  To  learn  more, 
call  us  at  1-877-2LEVEL3  or  visit  www.Level3.com.  L©V©I    3 


COMMUNICATIONS 


n  be  easier  whe 
mne  source. 


i 


,«** 


Security  &  Safety 
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Proven  Source.  Proven  Solutions. 


Our  network  of  consultants  and  distribution  partners  offers  the  most  extensive  security  and 
safety  solutions  in  the  industry.  With  22  consulting  and  spec  writing  offices  throughout  the  U.S. 
and  Canada,  we  can  provide  the  services  you  need— from  access  and  egress  control  to  time  and 
attendance,  as  well  as  asset  tracking  and  personnel  scheduling.  IR  Security  &  Safety, 
known  for  more  than  75  years  for  its  leading  brands,  is  now  providing  biometric, 
electronic  and  mechanical  security  solutions,  as  well  as  software  network  integration. 
To  learn  more,  visit  irsecurityandsafety.com  or  call  1-877-840-3621  to  contact  one 
of  our  22  Security  &  Safety  Consultant  offices. 


SCHLAGE  •  VON  DUPRtlM 


•  LOCKNETICS  'RSI'  FALCON  •  MONARCH 


IVES  •  DOR-O-MATIC  •  1 


5.2002  INGERSOLL-RAND 


•  KRYPTONITE  •  STEELCR 

An       Ingersollfiand  business 


Special  Advertising  Section 


"^TW 


Setting 


l 


Intrusion  Protection,  Confidentiality,  Business  Continuity 
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Creating  A  Community  of  Trust 

"The  National  Strategy  to  Secure  Cyberspace"  report,  issued  by  the  White 
House  in  September  2002,  served  as  a  rallying  cry  for  companies  in  the 
business  of  protecting  information  assets.  Ranging  from  intrusion  detection, 
to  safeguarding  confidentiality,  to  the  business  of  insuring  business  continu- 
ity, suppliers  of  information  security  products  and  services  are  working  to 
frustrate  attackers  and  repel  intruders — to  create  a  community  of  trust. 

The  Cyberspace  report  describes  a  society  that  has  grown  increasingly 
dependent  on  networked  computer  systems  and,  of  course,  proportionately 
vulnerable  to  attacks  from  cyber  terrorists,  hackers  and  destructive  computer 
viruses  and  worms.  The  report  emphasizes  the  importance  of  education  for 
all  segments  of  society,  since  industry,  small  businesses  and  home  users  are 
all  faced  with  security  challenges. 

"The  most  valuable  thing  about  the  report  is  that  it  is  raising  awareness  that 
companies  need  to  behave  proactively,  says  Patrick  McBride,  CTO  and  founder 
of  the  Meta  Security  Group  in  Herndon,  Virginia.  "Many  businesses  are  overly 
confident  about  their  security  because  they  have  firewalls,  virus  protection 
and  intrusion  detection.  But  nothing  could  be  further  from  the  truth." 

Companies  need  to  think  about  security  as  a  set  of  interrelated  problems — 
and  that  includes  risk  management,"  McBride  suggests.  "Security  is  not  just 
about  keeping  the  bad  guys  out,  it's  also  about  letting  the  right  people  in," 
says  Bill  Fasig,  senior  vice-president  of  worldwide  corporate  marketing  for 
VeriSign.  "The  ability  to  authenticate  identities,  to  establish  for  certain  who 
you  let  in,  begins  to  create  an  environment  of  trust.  Too  often,  it's  thought 
that  erecting  a  firewall  and  the  right  kind  of  perimeter  defense  is  enough. 
But  maybe  it  isn't,"  he  adds. 


You  have  made  significant  investments  in  your  network  and  security  infrastructure. 


But  are  you  getting  the  most  out  of  the  whole  ensemble? 
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Are  you  getting  all  you  can  out  of  your  investments  in  network  and  application  security?  Or  is  the  pre  i 
of  a  truly  secure  e-business  environment  somehow  still  lacking?  With  VeriSign  Enterprise  Solutions,  your 


Learn  why  so  many  companies  in  the  Fortune  500  use  VeriSign.  Download  our  analysis  on  the  impact  of  the  new  White  House 
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Dmers,  and  partners  can  conduct  high-value  communications  and  commerce  in  a  trusted  environ- 
t.  So  businesses  can  extend  the  value  of  their  e-business  investments  and  maximize  their  return. 

yber  security  and  how  it  will  effect  your  IT  investment.  Visit  www.verisign.com/security  or  call  1-800-593-9136. 
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DIGITAL  BRAND  MANAGEMENT 
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VeriSign  offers  a  certificate  that  Web 
site  operators  can  obtain  after  a  back- 
ground check.  It  verifies  that  the  site 
operator  is  a  trusted  party  and  not 
"spoofing"  it  in  order  to  commit  fraud, 
like  collecting  credit  card  numbers. 
VeriSign  suggests  that  consumers 
look  for  its  seal  on  the  Web 
sites  on  which  they  conduct 
business.  Some  20,000         1 
merchants  currently 
display  the  VeriSign  seal. 

The  market  for  security 
authentication,  administration 
and  authorization  products  is 
expected  to  grow  to  a  robust  $9.4  billion 
by  2005,  according  to  researchers  at  IDC, 
of  Framingham,  Massachusetts.  "While 
the  state  of  security  products  is  good, 
there  still  needs  to  be  improvement  in 
manageability  and  scaleability,"  says 
Charles  Kolodny,  research  manager 
with  the  IDC  security  program. 

For  example:  Improved  manageability 
would  mean  that  fewer  "false  positives" 
would  set  off  alarms  in  your  intrusion 
detection  system,  sending  managers 
scurrying — and  losing  valuable  time — 
for  absolutely  no  reason  at  all. 

The  drive  to  create  a  community  of 
trust  is  also  reflected  in  the  efforts  of 
companies  in  the  business  of  physical 
security,  including  access  control 
systems,  locks,  doors  and  biometric 
recognition  systems.  Ingersoll-Rand 


safety  and  security  arena.  These  include 
iR  Security  &  Safety,  which  offers  door 
hardware  and  electronic  access  control, 
and  Electronic  Technologies  Corporation, 
whose  products  include  remote  man- 
aged security  services,  closed  circuit 
television  and  covert  surveillance 
^^   and  anti-terrorism  safeguards. 
The  attacks  of  September 
,    2001  swiftly  and  forcefully  " 
j   underlined  the  need  for 
f   physical  security  and  busi- 
ness continuity  planning. 
'But  there  is  not  an  easy 
translation  to  the  digital  environ- 
ment," says  Paul  Kurtz,  senior  director 
for  cyberspace  security  with  the 
National  Security  Council,  Washington, 
D.C.,  who  was  involved  in  the  drafting 
of  the  White  House  Cyberspace  Secu- 
rity report. 

"The  report  is  reaching  out  to  corpo- 
rate leadership  to  ask  what  they  are 
doing  in  cybersecurity  and  how  they 
are  organized,"  Kurtz  says.  "We  are 
encouraging  companies  to  make  some- 
one responsible  and  to  have  a  clear 
reporting  line  to  senior  management." 
The  White  House  is  also  advising 
companies  to  form  security  councils 
where  IT  managers,  physical  security    . 
managers  and  operations  staff  can 
discuss  security  and  coordinate  efforts. 
Kurtz  urges  companies  to  seek  audits 
of  security  systems  from  highly  trained 


third  parties.  In  this,  the  age  of  the 
unsleeping  eye,  the  effort  to  create 
a  community  of  trust  may  be  more 
important  than  ever  before. 

Key  Trends  in  Security  Services, 
Software  and  Hardware 

The  market  for  high  technology 
security  products  and  services  is 
showing  plenty  of  muscle.  IDC,  projects 
revenues  of  $46  billion  by  2005,  more 
than  tripling  the  $14  billion  reported  in 
2000.  The  market  looks  like  this: 
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Security  Services 

Because  employees,  customers,  part- 
ners and  suppliers  all  have  increased 
access  to  internal  corporate  information 
the  opportunities  for  security  service 
suppliers  have  predictably  expanded. 

•  Viruses  spread  by  e-mail  have  attractec  : 
the  vigilance  of  both  enterprises  and 
law  enforcement.  As  a  result,  security 
policies  are  being  reviewed  and  vulner 
abilities — both  internal  and  external — 
are  being  aggressively  reassessed. 
McAfee.com  and  Symantec.com  repon  • 
both  an  increased  request  for  informa- 
tion during  virus  attacks,  and  a  strong 
follow-up  demand  for  security  assess- 
ment and  integration  services. 

•  Information  Technology  departments,  i 
often  operating  with  tight  budgets,  are 
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being  asked  to  provide  higher  levels  of  es- 


ter example,  the  U.S. 

industrial  manufacturer,  information  Technology  departments,  often  operating  with  tight 

budgets,  are  being  asked  to  provide  higher  levels  of  network  securi 


operates  a  number 
of  companies  in  the 


network  security.  Many  IT  managers  fine  teunty 
that  hiring  outside  information  providers 
is  a  cost-effective  solution. 

•  Security  training  and  education  pro- 
grams are  also  on  the  rise,  expected  to 
reach  $913  million  in  revenue  by  2005. 
Once  again,  leading  security  product 
providers  often  employ  the  services  of 
independent  training  firms. 

•  Profit  margins  are  challenged  as  com- 
petition increases.  As  a  result,  suppliers 
routinely  integrate  the  latest  security 
software  into  hardware  offered  in  the 
marketplace  today.  For  example,  Gilliar 
Technologies  now  features  an  appliance 
that  prevents  Web  site  defacement. 
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wryption  software  has  become 

a  foundation  of  security  and  privacy 


urity  Software 

ntivirus  software  has  become  a  stan- 

d  component  of  computer  architecture, 
sure  content  management  technologies 
tt  scan  e-mail  for  malicious  codes, 
\n  frequently  complement  intrusion 
lection  and  firewall  tools.  This  is  one 
ample  of  a  quickly  developing  trend. 
Encryption  software  has  become  a 
indation  of  security  and  privacy.  Gov- 
iment  regulations,  such  as  the  Health 

urance  Portability  and  Accountability 
t  (HIPAA),  and  the  Gramm-Leach- 

ey  Act  (GLBA),  require  encryption 

compliance. 

-irewalls  are  the  mainstay  of  most 
I  :urity  programs.  Always-on  Internet 
xss  like  DSL  lines  and  cable  modems 
rease  the  need  for  personal  firewalls. 
The  security  management  market  is 

ly  to  grow  for  some  time,  as  more 
mpanies  seek  security  management 
it  can  survey  the  entire  enterprise 
m  a  single  point  of  control. 
<\fter  last  year's  terrorist  attacks, 
C  projects  that  the  security  bound- 
es  between  physical  and  information 
}  likely  to  dissolve,  that  industry  and 
vernment  will  cooperate  on  critical 
rastructure  security  and  that  privacy 
I  suffer  as  a  result.  Methods  of  iden- 
/  verification — ensuring  that  you  are 
10  you  say  you  are — will  evolve  and 
ui  Dliferate  widely. 


curity  Hardware 

Biometrics  hardware  and  software 
lutions  are  likely  to  be  applied  to  the 
oblem  of  identity  authentication.  But 
mvenience,  installation  and  portability 
II  be  challenges  to  adoption.  If  bio- 
etric  security  is  not  as  portable  as 
e  device  it's  being  used  with,  such 
a  personal  digital  assistant,  compli- 
ice  is  likely  to  suffer. 
Physical  and  network  access  ID  cards 
II  be  more  widely  adopted  in  the  corpo- 
te  market.  Smart  card  readers  will  be 
erged  by  computer-makers  into  key- 
Dards  or  network  cards  to  eliminate 
e  cumbersome  separate  reader. 


•  Firewall  security  appliances  will  merge 
with  intrusion  detection  and  content  secu- 
rity software  to  become  a  single  piece  of 
equipment.  And  suppliers  are  beginning 
to  produce  higher-speed  appliances  in 
response  to  corporate  demand. 

•  As  more  network  traffic  becomes 
encrypted,  cryptographic  acceleration 
products  will  become  more  popular. 
Specialized  chips  to  perform  this  task 
will  begin  to  appear  in  a  variety  of 
devices,  including  security  equipment. 
And  encryption  features  are  likely  to 
be  added  to  load  balancers  and  other 
peripherals  that  currently  have  no 
such  features. Smaller,  faster,  smarter, 
cheaper — some  things  never  change. 

An  Expert's  Advice: 
Protect,  Detect,  Respond 

Businesses  that  want  to  assemble  a 
quick  game  plan  for  securing  their 
organization  can  apply  this  three-point 
framework  offered  by  Patrick  McBride, 
Meta  Security  Group's  CTO  and  founder. 

Protection 

There  are  a  number  of  simple  things  you 
can  do  to  protect  yourself  from  attack. 
Of  course,  networks  need  firewalls  and 
intrusion  detectors  to  keep  their  perime- 
ters secure.  However,  companies  also 
need  to  protect  their  back  doors — such 
as  field  offices.  "The  entire  environment 
has  to  be  locked  down  appropriately," 
says  McBride. 

According  to  the 
Center  for  Internet 
Security  (CIS),  be- 
tween 80  and  90 
percent  of  known 
vulnerabilities  can 
be  blocked  by  fol- 
lowing the  Center's 
recommendations. 
Visitors  to  the  CIS 
Web  site  can 
download  scoring 
tools  and  security 
benchmarks  free 


of  charge.  These  benchmarks  have 
been  developed  in  cooperation  with 
170  CIS  member  companies. 

Detection 

Some  security  technologies,  including 
intrusion  detection,  are  still  fairly  imma- 
ture, and  so  much  volume  is  heard  that 
managers  risk  missing  the  real  alarm.  This 
problem  has  led  to  the  rise  of  manage- 
ment services  that  can  help  filter  alarms. 
One  such  company  is  Counterpane, 
which  closely  monitors  a  client's  net- 
works for  suspicious  activity.  In  the  first 
quarter  of  2002,  Counterpane's  monitors 
processed  31  billion  network  events,  and 
its  analysts  investigated  57,000  separate 
security  incidents.  Of  that  total,  14  per- 
cent were  actual  attacks,  according  to 
the  company's  operations  center.  Only 
.006  percent  of  the  attacks  penetrated 
the  security  systems,  and  no  losses  were 
suffered.  The  FBI  estimates  that  one  per- 
cent of  all  Internet  attacks  are  successful. 

Response 

Many  companies  lack  an  effective 
response  capacity,  but  some  new 
equipment  is  currently  available.  Gillian 
Technologies  offers  an  automatic  anti- 
defacement  appliance,  which  employs 
a  mathematical  hash  method  to  com- 
pare the  normative  page  with  real  world 
transmissions.  If  no  match  can  be  made, 
the  system  retrieves  and  publishes  the 
correct  replica  page  and  stops  the 
hacked  page  from  being  sent  out. 

The  Veterans  Administration  San  Diego 
Healthcare  System  successfully  used 
the  Gillian  equipment  to  foil  a  recent 
virus  attack — and  no  visitors  to  its  hospi- 
tal site  ever  knew  it  had  been  hacked. 
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MUSIC 


ISLAND  DEF  JAM 
BRINGS  ON  DA  NOISE 

How  Lyor  Cohen  is  cranking  up  the  volume  in  a  downbeat  market 


Lyor  Cohen  couldn't  help  himself. 
Speaking  at  a  September  marketing 
conference  sponsored  by  Rolling 
Stone,  the  imposing  6-foot,  5-inch  ceo  of 
Island  Def  Jam  Music  Group  let  loose. 
"Our  industry  is  run  by  fat,  lethargic, 
incompetent  people,"  he  snarled.  "And 
that's  how  we  got  into  trouble  in  the 
first  place.  If  you  put  our  executives 


against  the  Fuller  Brush  men,  I  would 
choose  the  Fuller  Brush  men  any  day." 
Needless  to  say,  Cohen  is  persona  non 
grata  among  industry  brass.  But  it's  not 
just  because  of  his  incendiary  tongue. 
Cohen,  43,  has  thumbed  his  nose  at  the 
status  quo  ever  since  he  came  on  the 
scene  in  the  early  1980s  as  a  road  man- 
ager for  Run-DMC  following  a  successful 


SOUNDING  OFF 

"Our  industry  is  run  by  fat,  lethargic, 
incompetent  people,"  snarls  CEO 
Cohen.  "And  that's  how  we  got 
into  trouble  in  the  first  place" 


stint  promoting  rap  acts  on  the  street 
of  Los  Angeles.  Now,  as  head  of  a  thriv 
ing  collection  of  labels  whose  70  artist 
range  from  R&B  newcomer  Ashanti  t 
Jersey  rock  icons  Bon  Jovi,  he's  goosin; 
revenues  in  new  ways  while  the  rest  c 
the  industry  continues  to  feel  victimize 
by  CD  piracy  and  Web  file-sharing.  Tote 
U.  S.  music  sales  were  down  13%  on  t 
unit  basis  in  the  first  half  of  2002,  afte 
an  11%  drop  for  all  of  2001,  according  t 
music-sales  tracker  Soundscan. 

Cohen  isn't  one  of  those  wringing  hi 
hands.  Instead,  he's  fashioning  himself  a 
a  sort  of  post-Napster  music  exec,  fc 
cusing  less  on  what's  being  lost  ove 
the  Net  and  more  on  promoting  his  tal 
ent  in  ways  fans  will  pay  to  hear.  He  i 
cutting  prices  on  new-artist  CDs  to  hel; 
generate  buzz.  While  most  competitor 
are  cutting  back,  he  has  opened  office 
worldwide  for  Island  Def  Jam,  part  c. 
Vivendi  Universal's  Universal  Musi 
Group.  And  he's  creating  nontraditiona 
units  that  promote  his  artists  aggres 
sively,  including  a  movie  soundtrack  arr 
and  a  branding  unit  that  will  seek  coi 
porate  tie-ins.  Says  Michael  Nathansor 
an  analyst  at  Sanford  C.  Bernstein  i 
Co.:  "Somebody  is  finally  realizing  th 
model  is  broken  and  needs  fixing." 

The  risk,  of  course,  is  that  eommer 
cializing  his  artists  too  much  will  alienat 
fans.  "It's  a  tightrope  walk,"  says  Si 
mon  Williams,  ceo  of  brand  consultan 
Sterling  Group.  "You  have  to  wrestl 
with  whether  you're  in  business  for  th 
sheer  magic  of  the  music  or  the  shee 
need  to  make  money.  It's  all  abou 
what's  credible  to  fans."  So  far,  Cohei 
has  proved  he  can  read  fans'  appetites 
Born  in  New  York  to  Israeli  parent 
but  raised  mostly  in  Los  Angeles,  hi 
founded  Def  Jam  with  rap  impresari 
Russell  Simmons  and  producer  Rick  Rv 
bin  in  1984  and  sold  it  to  Universal  1 


LYOR'S  WAY 

Island  Def  Jam  CEO 
Lyor  Cohen  thinks  his 
industry  is  worrying  too 
much  about  Internet 
piracy  and  not  enough 
about  ways  to  sell 
music  where  it  can. 
His  new  strategies: 


PRICE 


Cohen  is  slashing 
prices  on  the  CDs  of 
new  artists  to  jump- 
start  sales.  After  the 
initial  rebate,  he 
hikes  prices  back  up. 
The  plan  has  helped 
Ashanti  sell  3  million 
CDs  since  April. 


HOLLYWOOD 


He  launched  a 
movie  soundtrack 
division,  an  industry 
first — and  a  high- 
profile  marketing 
vehicle  for  his 
artists,  producing 
Hero,  the  lead  song 
for  Spider-Man. 


A  separate  branding 
unit  gives  artists 
greater  exposure  with 
advertising  and  spon- 
sorship deals.  The 
unit  also  will  take 
fees  from  companies 
to  place  their  prod- 
ucts in  artists'  videos. 


REACH 


Island  Def  Jam  has 
recently  set  up 
new  offices  in 
Atlanta,  Berlin, 
London,  and  Tokyo 
— at  a  time  when 
most  rival  music 
companies  are 
cutting  back. 
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Troy  gives  110%.  Troy  keeps  his  eye  on  the  ball. 

Too  bad  Troy  keeps  missing  the  latest  information 
when  he  leaves  his  office. 

Troy  needs  PCS  Vision"  from  Sprint.  The  power 
behind  the  PCS  Clear  Wireless  Workplace. 


Introducing  PCS  Vision" 

Now  your  employees  can  access  the  real-time  information  they  need  from  the  company  network,  right 
on  select  PCS  Phones  from  Sprint.  They  can  send  and  receive  email  as  well  as  get  updated  calendars, 
contacts  and,  of  course,  clear  calls  on  our  enhanced  nationwide  PCS  network.  Our  customized 
wireless  products  give  them  everything  they  need  to  be  more  productive  when  they're  away  from  the 
office.  Only  Sprint  built  the  largest  all-digital,  all-PCS  nationwide  network  with  advanced  multimedia 
services  reaching  more  than  230  million  people  for  clarity  you  can  see  and  hear.  See  the  power  of 
PCS  Vision,  and  get  a  special  limited-time  offer  by  calling  877-723-8777  or  at  sprintpcs.com.  <W> 
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PCS  Business 
Connection* 


^Sprint 


One  Sprint.  Many  Solutions. 


Voice/Data 


PCS  Wireless 


Internet  Services 


E-Business  Solutions 


Managed  Services 


Service  requires  Vision-enabled  equipment.  Capabilities  vary  by  model.  Additional  service  fees  apply.  Screens  are  simulated.  Copyright  ©2002 
Sprint  Spectrum  LP.  All  rights  reserved.  Sprint,  the  diamond  logo  and  PCS  Vision  are  trademarks  of  Sprint  Communications  Company  LP 


years  later  for  $120  million.  Rock  label 
Island  was  added  to  his  mix  after  Uni- 
versal bought  Polygram.  Market  share  of 
current  albums  by  Island  Def  Jam  has 
grown  from  5.4%  in  1999  to  8.23rr  *o 
far  this  year — and  sales  are  expected  to 
rise  25%  this  year,  to  about  $700  million. 

That's  a  bright  spot  in  a  rather  bleak 
music  scene,  but  Cohen's  latest  initia- 
tives are  still  roiling  the  industry.  For 
one  thing,  cutting  prices  sends  out  a 
message  that  music  isn't  worth  much, 
say  critics.  "I  don't  grasp  the  econom- 
ics," sniffs  one  music  exec.  But  Cohen 
says  he's  out  to  make  a  splash  and  get 
his  artists  recognized  even  in  today's 
cacophonous  music  market.  "Remember, 
it's  all  about  breaking  acts,"  he  says. 

So  on  some  releases  for  new  artists, 
he's  offering  a  $2  rebate  to  customers — 
and  a  rebate  to  retailers  as  an  incentive 
to  go  along.  Then,  after  two  weeks, 
when  the  discount  has  presumably 
spurred  sales,  he  jacks  up  the  price  to  an 
even  higher  level  than  normal  for  a  new 
artist.  Ashanti's  debut  CD  sold  523,000 
units  in  the  first  week  under  this  scheme 
in  April,  the  single  largest  debut  of  a 
female  artist.  Fans  in  the  first  two  weeks 
paid  only  about  $12,  depending  on  the 
store,  but  latecomers  have  paid  about 
$17  ever  since.  Ashanti  has  gone  triple 
platinum,  with  3  million  CDs  sold  so  far. 

Movie  soundtrack  sales  were  down 
last  year,  but  Cohen  decided  it  made 
sense  to  start  up  a  soundtrack  division 
anyway.  The  idea  is  that  Island  Def 
Jam  can  help  studios  hype  flicks  ahead 
of  their  release,  and  movies  can  help 
promote  artists  and  their  songs.  It 
worked  with  the  song  Hero,  written  and 
performed  for  Spider-Man  by  Island 
artists  Chad  Kroeger  and  Josey  Scott. 
Released  on  Apr.  8,  it  made  the  Top 
Five  before  the  movie  opened  in  May. 

Cohen's  separate  branding  unit  is  an- 
other first.  Already,  Island's  Hooba- 
stank's  Crawling  in  the  Dark  was  used 
in  a  Mountain  Dew  commercial  that 
started  airing  in  June,  and  Island's  An- 
drew W.  K.  has  had  songs  in  two  Coors 
beer  spots.  "Lyor  helped  create  a  huge 
platform  for  all  of  us,"  says  Tracy  Perl- 
man,  director  of  entertainment  pro- 
gramming for  the  National  Football 
League.  It  was  Cohen  who  hatched  the 
idea  of  having  Bon  Jovi  kick  off  the 
NFL  season  with  a  nationally  televised 
concert  in  Times  Square  on  Sept.  5. 

But  what  about  competing  with  free 
tunes  on  the  Net?  Cohen  shrugs.  "The 
answer  isn't  going  to  come  from  some  fi- 
nance type  in  a  suit,"  he  says.  "So  we 
better  start  listening  to  the  kid  with 
the  braces,  pockmarks,  hair  down  to  his 
shoulders — who  wears  the  Slayer  T- 
shirt.  That's  where  the  answer  is."  So 
far,  Cohen  is  all  ears. 

By  Tom  Lowry  in  New  York 
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STRATEGIES 


GETTING  DOWN  AND  DIRTY 
WITH  THE  DISCOUNTERS 

Delta  has  to  stop  the  exodus  of  business  travelers,  but  how? 


in 
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As  the  airline  industry  struggles 
through  its  worst  slump  ever,  At- 
lanta-based Delta  Air  Lines  Inc. 
appears  to  be  in  the  best  shape  of  the 
big  carriers.  But  while  the  No.  3  air- 
line may  have  the  resources  to  wTeather 
the  economic  slide,  it's  far  less  clear 
whether  it  can  handle  a  longer-term 
threat:  discount  competition. 

Like  the  other  majors,  Delta  is  ex- 
pected to  end  up  with  a  big  loss  for 


petition  than  any  of  the  seven  biggesi 
airlines.  Nearly  30%  of  Delta's  domestiq 
revenue  comes  from  markets  that  are 
under  assault  by  low-cost  rivals  suchj 
as  JetBlue  Airways  Corp.  and  South- 
west Airlines  Co.,  a  major  competitor  in 
Florida,  industry  experts  say.  And  the 
threat  is  growing  daily  as  business  trav^j 
elers,  who  represent  two-thirds  of  any1 
airline's  profits,  in 
creasingly  resort 


the  year  (see  chart,  page  78). 
But  it  has  far  fewrer  labor 
problems  than  the  No.  1  air- 
line, United  Airlines — mostly 
because  only  pilots  are  union- 
ized at  Delta.  And  its  operat- 
ing costs  are  14%  lower  than 
those  of  No.  2  American  Air- 
lines. Moreover,  with  $1.7  billion  in  cash 
on  hand.  Delta  also  has  a  stronger  bal- 
ance she  ?t.  That's  why,  unlike  United  or 
US  Airways  Group  Inc.,  it  has  not 
asked  for  any  federal  loan  guarantees. 

But  in  truth,  Delta  may  have  more  of 
its  revenues  targeted  by  discount  corn- 


to  the  low-cost  carriers 

Eventually  the  economy 
rebound — but  w^hen  it  d( 
chances  are  good  that  manjj 
business  travelers  won't 
back  to  paying  $1,000  to  boot 
a  flight  on  a  day's  notice  be-J 
tween  New'  York  and  Atlant 
Public  relations  consultant  Jody 
berg  of  Atlanta  is  the  type  of  customeil 
wTho  will  probably  never  return  to  Delta! 
Now  she  flies  on  discount  canier 
tran  Airways  whenever  she  can.  Delta's 
low-cost  flights  are  few  and  far  betwe 
complains  Steinberg:  "Airtran  is  jusij 
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)  server 


The  new  IBM  (©server  BladeCenter.™  Now  you  can  remotely  deploy  new  servers  in 
minutes  rather  than  hours  or  days.1  Inside  the  new  BladeCenter,  individual  blade  servers 
can  be  hot-swapped  in  and  out  of  a  single  chassis?  And  because  BladeCenter 
uses  Intel®  Xeon™  processor-based  blades,  you  get  flexibility  without  sacrificing  the 
performance  you  need  for  your  data  center.  The  result  is  an  incredibly  dynamic  systems 
environment,  one  that  lets  you  easily  manage  and  integrate  your  storage,  network  and 
applications.  You  can  scale  out  to  add  capacity,  reconfigure  on  the  fly  and  create  an 
infrastructure  with  no  single  point  of  failure.  To  get  an  interactive  demo  on  BladeCenter,  or 
for  special  financing  information,  visit  ibm.com/eserver/bladecenter  or  call  1 800  426-7777 
and  mention  priority  code102AX004.  (©^ste»//7fe^**f.  F«*1t>«/ti 


% 

m 

■=,= 

- 


i  inj  i   I  '■• 

llH'S      " 


The  Corporation 


Nearly  30%  of  Delta's  domestic  revenue  comes  from 
markets  that  are  under  assault  by  no-frills  carriers 


less  expensive  across  the  board.  I  know 
Delta  likes  to  say  'more  seats  at  lower 
prices,'  but  try  to  find  one." 

For  Delta,  the  challenge  is  to  find  a 
discount-fighting  strategy.  Chief  Exec- 
utive Leo  F.  Mullin  is  marshaling  re- 
sources for  a  major  counterassault.  And 
its  centerpiece  could  be  the  establish- 
ment of  Delta's  own  low-cost  airline, 
built  around  an  expansion  of  the  ex- 
isting Delta  Express  service  that  now 
shuttles  vacationers  from  the  North- 
east to  Florida.  Heading  Delta's  team 
on  the  project  is  Senior  Vice-President 
John  Selvaggio,  the  former  ceo  of  Mid- 
way Airlines.  Midway  is  in  bankruptcy 
and  suspended  operations  this  summer. 
But  within  the  industry,  Selvaggio  is 
considered  a  pioneer  in  developing  the 
low-cost,  no-frills  airline  model  that 
companies  such  as  Southwest  have 
exploited. 

Selvaggio's  team  is  considering  sev- 
eral options.  Insiders  say  Delta  could 
build  a  discount  network  parallel  to  the 
company's  existing  hub-and-spoke  sys- 
tem, anchored  in  Atlanta.  Or  it  may 
choose  a  radical  alternative,  creating  a 
separate  company  altogether,  staffed 
with  independent  management  and 
maintaining  only  a  passive  stake.  Nei- 
ther Mullin  nor  Selvaggio  would  com- 
ment. But  details  are  expected  to  be 
announced  before  the  end  of  the  year, 
says  a  consultant  familiar  with  the  in- 
house  debate. 

To  see  why  Delta  is  being  forced  to 
think  outside  of  the  box,  just  look  at 
the  mess  in  Florida,  a  market  that  ac- 
counts for  25%  of  Delta's  total  rev- 
enues. New  York-based  JetBlue  has  in- 
creased systemwide  capacity  75%  in 
the  past  year,  mostly  on  its  New  York- 
to-Florida  routes.  And  Southwest, 
which  already  has  13.7%  market  share 
in  Orlando,  has  steadily  added  flights 
over  the  years  in  a  bid  to  erode  Delta's 
26.3%  share  there.  The  same  dynamic 
holds  true  in  Tampa,  where  Southwest 
has  boosted  daily  departures  from  12  to 
56  since  1996. 

Delta  is  all  too  aware  of  the  implica- 
tions. In  a  speech  to  employees  on  Sept. 
18,  President  Frederick  W.  Reid  said 
discounters'  national  market  share  "will 
grow  from  20%  today  to  40%  in  the  near 
future."  What  was  left  unsaid  is  that 
Delta  could  be  the  biggest  loser.  "Dis- 
counters are  a  real  thorn  in  the  side  of 
Delta,  and  the  wound  is  only  going  to 


GROWING  THREAT 


The  discounters'  national  market 
share  will  double  to  40%  in  the  near 
future,  says  Delta  President  Reid 

grow,"  says  Fred  AUvine,  a  marketing 
professor  who  specializes  in  airlines  at 
Georgia  Institute  of  Technology. 

The  challenge  couldn't  come  at  a 
worse  time.  Delta's  insurance  and  se- 
curity costs  have  ballooned  to  $700  mil- 
lion this  year,  from  $100  million  a  year 
earlier.  That  figure  alone  wipes  out  any 
chance  of  profitability,  say  analysts. 
Delta's  losses  expanded  to  $326  million 
in  the  third  quarter  ended  Sept.  30  from 
$259  million  the  year  before.  Quarterly 
revenues  were  stagnant,  at  $3.4  billion. 
In  the  past  nine  months  alone,  Delta 
has  lost  $908  million. 

Delta  won't  break  out  figures  for  its 
six-year  old  low-cost  operation,  Delta 
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Express,  which  ferries  passengers  froi 
New  York,  Washington,  and  Boston  1 
Florida.  Michael  Miller,  of  the  Milh 
Consulting  Group  in  Falls  Church,  V* 
says  he  thinks  it  makes  a  profit.  Wii  ft| 
the  lowest  debt-to-equity  ratio  of  tl 
majors — 2.59  vs.  an  industry  average 
13.52 — Delta  should  be  able  to  finance 
discount  expansion.  And  with  a  le: 
unionized  workforce,  Delta  has  moi 
flexibility  to  deploy  smaller,  more  eft 
cient  regional  jets.  But  critics  say  Del 
Express  is  still  hobbled  by  higher  O] 
erating  costs  than  discounters  JetBh, 
and  Southwest.  And  they  point  to  tl 
dubious  record  of  big  carriers  reii 
venting  themselves. 

In  fact,  Delta  is  the  only  major  st; 
mnning  a  separate  discount  line.  Met 
Jet,  the  US  Airways  unit  that  wJ 
based  at  Baltimore-Washington  Intef 
national  Airport  and  served  the  Ej 
closed  last  December.  It  was  done  in  t|| 
costs  that  were  still  too  high,  even 
labor  concessions.  Moreover,  discoui] 
ters  usually  prosper  by  flying  point 
point,  negating  the  need  for  expensh 
hubs  and  their  high  fixed  costs.  Bi 
Delta  would  still  retain  hubs  such 
Atlanta — where,  for  instance,  it  mail 
tains  a  fleet  of  $300,000  de-icing  trucl 
that  sit  idle  nine  months  of  the  yes 
Says  Gary  C.  Kelly,  chief  financial  oft 
cer  at  Southwest:  "We  are  radically  di 
ferent  than  our  competitors.  It's  hai 
for  me  to  imagine  how  they  [the  m. 
jors]  can  come  close  to  matching  oi 
cost  structure." 

Most  industry  observers  think  Dell 
should  concentrate  on  making  its  exis 
ing  system  more  efficient.  In  the  en 
it's  all  about  hanging  on  to  busine* 
travelers.  Even  a  few  dollars  off  a  fai 
in  a  key  market  can  make  a  differenc 
say  the  experts.  That's  why  investo; 
applauded  when  the  company  announce 
on  Oct.  15  that  it  would  save  more  thi 
$1  billion  by  deferring  delivery  of  '< 
Boeing  jets  scheduled  for  delivery  : 
2003  and  2004.  Meanwhile,  Delta  is  bet  fe:.  - 
ing  up  its  frequent  flyer  program,  c 
fering  more  opportunities  to  keep  but 
ness  flyers  loyal. 


For  now,  though,  there  are  few  sigi 


those  efforts  will  reverse  the  steady  e 
odus  of  business  travelers  to  discou 
ters.  That's  why  Delta  may  yet  deck 
that  its  best  bet  is  to  join  the  crowd. 
By  Charles  Haddad  in  Atlanta,  wi 
Wendy  Zellner  in  Dallas 
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\t  the  beginning  of  the  day,  it's  all  about  possibilities 
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At  the  end  of  the  day,  it's  aJI  about  results. 


And  everything  in  between  is  about 
how  we  can  heip  you  get  there. 


%  Mellon 


The  difference  is  measurable. 


HIGH  TECH 


Is  it  a  threat  to 
Silicon  Valley? 

Tang  Tingao  is  apologetic  as  he  guides  a 
visitor  through  his  lab  at  Fudan  Univer- 
sity in  Shanghai.  This  is  one  of  China's 
top  institutions,  and  as  head  of  Fudan's 
microelectronics  institute,  the  63-year-old 
Tang  oversees  some  of  the  most  advanced 
semiconductor  research  in  the  country.  But  by 
global  standards,  the  conditions  are  primitive.  The 
embarrassed  scientist  points  to  a  row  of  old  made- 
in-China  furnaces  for  silicon  preparation.  In  any 
other  country,  they  would  be  obsolete. 

Well,  they  will  soon  be  passe  in  Shanghai,  too. 
Despite  a  global  technology  slump,  this  city  is 
in  the  middle  of  a  high-tech  spending  binge.  Gov- 
ernment-linked Chinese  companies  and  foreign 
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multinationals  are  lavishing  billions  of  dollars  on 
new  facilities.  Chinese  chip  plants  are  mushrooming 
in  a  new  science  park  just  across  the  Huangpu 
River  from  the  Fudan  campus.  In  return  for  a 
toehold  in  the  Chinese  market,  foreign  companies 
are  helping  Tang  upgrade  the  equipment  in  his  in- 
stitute and  train  his  staff.  Such  assistance  could  one 
day  help  Fudan  become  a  semiconductor  research 
hub  for  Shanghai,  Tang  says — "just  like  Stanford  or 
Berkeley  in  Silicon  Valley." 

A  Chinese  Silicon  Valley.  A  few  years  ago,  the 
idea  would  have  been  laughable.  China  was  a  place 
to  make  sneakers,  not  semiconductors.  But  to  many 
of  Silicon  Valley's  movers  and  shakers,  the  specter  of  Chinese 
competition  is  no  longer  a  joke.  Recent  developments  inside 
China — and  a  few  beyond  its  borders — have  reshaped  the  lens 
through  which  foreign  multinationals  view  the  world.- 
populous  country.  Over  the  next  10  years,  China  will  be- 
come "a  ferociously  formidable  competitor  for  companies  that 
run  the  entire  length  of  the  technology  food  chain,"  predic  s 
Michael  J.  Moritz,  a  partner  at  Sequoia  Capital  in  Men; 
Park,  Calif.,  one  of  the  Valley's  premier  venture-capital  firm- 

Consider  some  of  China's  milestones  in  science  and  tech: 
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■  Chinese  universities  granted  465,000  science  and  enginee)] 
ing  degrees  last  year — approaching  the  total  for  the  U.  S. 

■  There  are  plans  to  crank  out  chips  from  seven  new  sei 
conductor  plants  by  2004,  putting  China  on  track  to  be 
world's  second-largest  chip  producer. 

■  A  team  at  the  Beijing  Genomics  Institute  was  among  thl 
first  of  several  scientific  teams  to  decode  the  rice  genomf 
landing  on  the  cover  of  the  journal  Science. 

■  Tut  homegrown  vendors  of  network  switches,  Huaw«| 
Technologies  Co.  and  zte  Corp.,  have  opened  offices  in  til 
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gr;  :unded  by  multinationals  hoping  to  tap  Chinese  talent  and  markets 


S.  and  Europe  and  snatched  contracts  from  the  likes  of 

3co  Systems  and  Nortel  Networks. 

China  has  been  launching  satellites  for  years  and  intends  to 

gin  manned  space  missions  next  year. 

China's  growing  high-tech  prowess,  and  its  ability  to  apply 

expertise  to  defense  matters,  are  bound  to  be  topics  of  dis- 
ssion  this  month  when  Chinese  President  Jiang  Zemin  ar- 
es in  the  U.  S.  for  a  summit  at  President  Bush's  ranch  in 
awford,  Tex.  Beijing's  tech  stature  adds  a  new  element  to 

often-troubled  relationship  with  Washington.  Bush  wants 


China's  support  in  the  war  on  terrorism  and  the  campaign 
against  Saddam  Hussein.  At  the  same  time,  GOP  hawks  see 
China  as  one  of  the  biggest  long-term  threats  to  U.  S.  security 
and  economic  preeminence.  The  hawks  are  opposed,  however, 
by  many  executives  from  Corporate  America  who  regard 
China  as  a  lucrative  market  and  are  eager  to  offer  the  equip- 
ment and  expertise  it  needs  to  meet  its  technological  goals. 
Mind  you,  China's  achievements  don't  make  it  a  high-tech 
superpower  today.  Despite  scientific  coups  like  the  rice 
genome,  China's  companies  can  boast  of  little  useful  intellec- 
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tual  property  and  no  paradigm-bending  industrial  innova- 
tions. China's  equity  markets  are  still  largely  closed  to  private 
startups,  starving  entrepreneurs  of  capital.  Its  software  in- 
dustry pales  beside  India's,  not  to  mention  Silicon  Valley, 
and  its  stunted  pharmaceutical  sector  hasn't  come  up  with  a 
single  blockbuster  drug.  The  country  has  yet  to  curb  wide- 
spread piracy,  a  step  that  is  essential  for  innovation  to  flour- 
ish. It  also  continues  to  suppress  free  speech  and  censor  the 

Internet.  And  even 
now,  says  Andy  Xie, 
managing  director  of 
Morgan  Stanley  in 
Hong  Kong,  "America  is  sucking  away  all  the  best  and  the 
brightest  in  China." 

Furthermore,  by  most  standards  of  comparison,  China's 
high-tech  output  doesn't  measure  up.  Total  research  spend- 
ing hovers  at  about  $11  billion,  vs.  more  than  $233  billion  for 
the  U.S.  China's  semiconductor  production  came  to  $2.9 
billion  last  year,  compared  with  $71.2  billion  in  the  U.  S.  PC 
ownership  and  Internet  penetration  both  hover  at  2%  of  the 
population — far  below  Japan,  South  Korea,  and  most  West- 
ern countries. 

Nevertheless,  China's  early  tech  successes  have  convinced 
many  Western  executives  that  there  are  greater — and  more 
worrisome — things  to  come.  Even  without  strokes  of  innova- 
tive genius,  China's  energetic  engineers  can  continue  to  clone 
the  world's  most  advanced  telecom  and  computer  gear,  as 
Huawei  has  done  so  successfully  with  network  devices,  and 
market  them  globally  at  rock-bottom  prices.  The  total  cost  of 
an  engineer  in  China,  including  benefits,  is  about  $15,000  per 
year,  notes  Michael  E.  Marks,  ceo  of  contract  manufacturer 
Flextronics  International  Ltd.  In  Silicon  Valley,  the  cost  is  10 
times  that.  For  now,  management  at  most  Chinese  companies 


WHY  CHINA  IS  SPOOKING 
SILICON  VALLEY 

PRECEDENTS  Chinese  manufacturers  have 
successfully  made  the  leap  from  electronic  toys  to 
chips,  telecom,  and  software 

SILICON  Their  progress  has  been  especially  rapid  in| 
semiconductors,  which  are  the  building  blocks  for 
all  other  tech  products 

PARTNERSHIPS  To  play  in  China's  huge  domestic 
market,  Western  companies  must  partner  with  Chines*| 
players,  speeding  their  advance  up  the  tech  ladder 

HUMAN  CAPITAL  China  boasts  a  huge  pool  of  brighl 
techies  who  work  at  a  fraction  of  what  their  counter! 
parts  in  Silicon  Valley  are  paid 

SPIRIT  Shanghai,  in  particular,  boasts  entrepreneurial 
energy,  fine  universities,  and  increasingly,  an  inter- 
national climate — just  like  the  Valley 

is  too  weak  for  them  to  compete  globally  with  Cisco,  Intel,  I 
Microsoft,  Marks  believes.  Still,  he  says,  "China  has  en  j 
mously  talented  engineers,  and  they  all  want  to  work, 
are  adding  experience  very  rapidly.  I  would  understand 
U.  S.  electronics  companies  would  be  worried." 

Most  business  folks  already  appreciate  China's  arm 
achievement  in  manufacturing,  raising  itself  from  a  M; 
backwater  in  the  late  1970s  to  the  world's  most  prodigious 
porter  today.  And  China  isn't  content  to  be  a  subcontract 
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HOW  CHINA  STACKS 


Taking 
advantage  of 
its  immense 
size  and 
consumer 
clout... 


CHINA      U.S.    JAPAN      EU 
▲  BILLIONS 

Data:  World  Bank.  Eurostat, 
U.S.  Census  Bureau 
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...but  it  still  trails  far  behind  the  Wes 
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fter  more  than  a  century  of  backwardness,  the  Chinese,  who 
i  vented  gunpowder,  paper,  and  the  compass,  intend  to  regain 
-i  leir  tech  primacy.  "You  can't  be  economically  very  powerful 
7  ut  technologically  very  backward,"  says  Wang  Mingwei, 
i  Bad  of  the  Chinese  National  Center  for  Drug  Screening  in 
hanghai.  "China  is  a  proud  nation  and  wants  to  have  a  say 
amaa  i  the  science  arena,  rather  than  be  dominated  by  the  West- 
Tiers  and  the  Japanese." 
Foreign  companies  privately  might  like  to  put  the  brakes 


on  the  Asian  giant.  But  economics  dictate  that  they  do  the  op- 
posite. To  secure  access  to  China's  huge,  growing  market, 
dozens  of  foreign  multinationals  are  entering  research  part- 
nerships that  are  certain  to  upgrade  the  country's  capabilities. 
Such  pressure  is  frowned  upon  by  the  World  Trade  Organi- 
zation, but  try  telling  that  to  General  Electric,  Intel,  Mat- 
sushita Electric,  and  Siemens,  all  of  whom  have  shared  valu- 
able tech  knowhow.  Most  recently,  Microsoft  Corp.  announced 
plans  to  spend  $750  million  on  a  far-ranging  research  and 
training  program.  "China  has  discovered  its  leverage,"  says 
Erhfei  Liu,  Hong  Kong-based  chairman  of  Merrill  Lynch 
China.  "The  Chinese  say,  'If  you  want  market  access,  give  us 
technology.' " 

In  public,  executives  at  Western  companies  make  no  apolo- 
gies for  technology  transfer.  "China  is  the  most  vigorous 
market  for  the  U.S.  [and]  its  most  vigorous  competitor," 
declares  Intel  Corp.  Chairman  Andrew  S.  Grove.  But  behind 
closed  doors  in  Silicon  Valley,  Brussels,  and  Tokyo,  China's 
science-and-technology  agenda  has  become  a  sort  of 
Rorschach  test.  For  every  executive  like  Grove  who  looks  at 
the  inkblots  and  sees  opportunities  outweighing  risks,  another 
senses  palpable  danger  to  Western  interests.  This  camp  is  in- 
fluenced by  a  variety  of  disturbing  defense  issues.  A  July  re- 
port by  the  U.S. -China  Security  Review  Commission,  a 
committee  composed  of  a  dozen  congressional  appointees, 
noted  ominously  that  Beijing  is  hard  at  work  acquiring 
"dual-use"  technology  that  can  not  only  boost  the  economy 
but  also  enhance  the  military  and  challenge  American  dom- 
inance in  Asia  (page  86). 

Both  responses  to  the  Chinese  Rorschach  test — allure  and 
alarm — are  justified.  And  if  there  were  only  two  viewpoints, 
the  China-technology  debate  would  be  relatively  clear-cut.  But 
there  are  mitigating  arguments  that  challenge  the  simple 
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...  especially  in  scientific  output. 
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friend-or-foe  construct.  First,  China's  low-cost  manufacturing 
base  has  driven  down  the  price  of  consumer  gadgets  and 
all  manner  of  industrial  components.  So  shoppers  in  U.  S. 
malls  can  take  home  $70  made-in-China  dvd  players,  and  in- 
dustrial manufacturers  such  as  GE  can  slash  prices  on  every- 
thing from  light  bulbs  to  aircraft  engines.  Second,  as  the 
world's  scientific  community  grapples  with  overwhelming 
problems  such  as  cancer,  aids,  and  global  warming,  China's 
armies  of  newly  trained  scientists  will  be  an  important  asset. 

Individuals  may  at- 
tach different  priori- 
ties to  each  of  these 
points.  But  however 
you  rank  them,  they  lead  to  the  same  conclusion:  China  is  des- 
tined to  become  a  science-and-tech  superpower.  It  won't  hap- 
pen in  2003  or  even  2005.  But  in  the  words  of  Gordon  Astles, 
president  of  Asian  operations  for  Cisco  Systems  Inc.,  China 
has  "the  sheer  size,  the  will,  the  economic  growth,  and  the 
openness  to  being  part  of  the  world.  That  says  that  they  have 
a  greater  opportunity  than  ever  before." 

Beyond  consumer  gadgets  and  electronic  components,  Chi- 
na's impact  on  global  technology  is  most  evident  in  the  ultra- 
competitive  world  of  network  equipment.  Manufacturers  such 
as  Huawei  and  zte,  which  have  long  competed  capably  inside 
China,  have  targeted  the  breadbaskets  of  Western  network- 
ing giants  (page  91). 

Huawei,  which  notched  $2.4  billion  in  2001  sales,  recently 
won  deals  in  Britain  and  Germany  and  in  June  launched  a 
U.S.  subsidiary  dubbed  Future  Wei  Technologies.  Huawei's  in- 
ternational revenues  rocketed  210%  in  the 
first  half  o^  2002 — an  otherwise  dismal  peri- 
od for  equipment  vendors.  The  company  is 
counting  on  overseas  sales  to  offset  disap- 
pointing results  in  China,  where  the  reor- 
ganization of  state-owned  China  Telecom  has 
stalled  demand,  zte,  meanwhile,  has  opened 
research  and  development  centers  in  New 
Jersey,  California,  and  Texas  and  is  targeting 
sales  in  Russia,  India,  and  other  emerging 
markets  that  are  still  growing  despite  the 
telecom  depression  in  the  West.  "We  are  not 
as  sophisticated  as  Lucent,  Ericsson,  or  Cis- 
co, but  the  gap  has  shrunk  a  lot,"  says  Sun 
Zhenge,  director  of  zte's  technology  center  in 
China.  "We  will  have  the  ability  to  exceed 
them  in  three  to  five  years." 
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25         CHINA'S  DEMAND  FOR 
CHIPS  IS  SOARING 
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Networking  executives  in  the  We 
should  not  dismiss  such  talk  as  empt 
bravado.  Because  of  China's  inexpei 
sive,  highly  skilled  workforce,  its  & 
ment  vendors  can  beat  Cisco  and  No 
tel  on  price  by  25  to  50  percenta|i 
points.  And  while  their  high-end  ne 
working  gear  still  trails  that  of  Nort 
American  rivals,  Huawei  and  zte 
compete  when  it  comes  to  small  c 
midsize  networking  products.  "They'i 
very  serious  about  North  America  ar 
Europe,"  says  Michael  Howard,  prir 
cipal  analyst  at  market  watcher  Inf< 
netics  Research.  "At  every  tur 
Huawei  will  compete  with  Cisco  at 
much  lower  price." 

In  most  respects,  China's  tech  tn 
jectory  differs  from  the  one  Japa 
mapped  out  many  decades  earlier.  Ii 
stead  of  trying  to  shut  foreigners  oi 
of  the  market,  Beijing  encouraged  d« 
mestic  stars  such  as  Huawei  and  zi 
to  embrace  alliances  and  research  collaborations  with  foreig 
companies.  "There's  no  'not-invented-here'  syndrome  in  Ch 
na,"  says  Zhou  Zhen-hong,  China  managing  director  ( 
Agere  Systems,  the  Lucent  Technologies  spin-off,  whic 
announced  in  May  that  it  was  forming  an  R&D  partnershi 
with  ZTE.  Thanks  to  such  efforts,  Zhou  believes  that  Chines 
companies  will  be  able  to  catch  up  to  foreign  rivals  faste 
than  Japan's  lumbering  giants  could.  Cooperation  "close 
the  gap  between  the  local  companies  and  the  multinationals 
he  says. 

Like  the  network-equipment  makers,  China's  cellular-hanc 
set  manufacturers  hope  to  build  on  their  strength  in  the 
immense  home  market  to  become  global  players.  With  moi 
than  189  million  subscribers,  China  has  the  world's  larger 
population  of  mobile-phone  users.  That  means  companies  thr 
serve  the  market  gain  vast  manufacturing  economies  of  seal 
Plus,  they  are  in  a  position  to  pioneer  novel  phone-base 
applications — such  as  wireless  instant  messaging — that  co 
have  international  appeal.  For  now,  Motorola  Inc.  and  No] 
dominate  the  Chinese  market.  Nonetheless,  handset  makers  i 
the  West  have  been  steadily  losing  share  in  China  to  local  r 
vals  with  names  like  Bird,  tcl,  and  Konka. 

Multinational  manufacturers  are  responding  by  increas: 
their  Chinese  presence.  Motorola  has  invested  $3.4  billion  i 
China,  with  a  large  part  going  to  finance  a  giant  chip  plant  i 
the  northern  city  of  Tianjin.  Nokia  has  opened  a  sprawling  ii 
dustrial  park  for  itself  and  its  suppliers  outside  Beijing.  Ge) 
man  giant  Siemens  makes  some  35%  of  its  cellular  phones  i 
Shanghai  and  early  this  year  shifted  a  big  chunk  of  its  R 
team  from  Germany  to  Beijing.  Siemens 
is  working  with  Chinese  partners  to  devel 
a  new  standard  for  third-generation  cell 
service,  aimed  at  the  mobile  Internet 
China  makes  it,  it  will  be  a  world  standard 
says  Peter  A.  Borger,  president  of  Siemer 
Shanghai  Mobile  Communication  Ltd.  Ca 
tainly,  Siemens  benefits.  But  a  win  in  globa 
cellular  standards  wrould  also  vault  China 
players  onto  the  international  playing  field; 
Taiwan  figures  prominently  in  Beijing 
tech  strategy.  Although  the  island's  goverr 
ment  remains  at  odds  with  Beijing's  leac 
ers,  Taiwanese  businesses  have  investe 
about  $70  billion  in  China,  and  more  of  thos 
investments  are  going  toward  big-tickt 
items  such  as  semiconductor  plants.  In  Sej 
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COMMENTARY 


By  Bruce  Einhorn 

BEATING  IMPORTED  PLOWSHARES  INTO  SWORDS 


There  are  some  things  Chi- 
nese techies  can't  buy. 
Semiconductor  Manufac- 
turing International  Corp.,  a 
Shanghai  chipmaker,  can't 
purchase  U.S.-made  machines 
to  build  chips  with  the  finest 
circuit  lines  because  Washing- 
ton doesn't  want  the  People's 
Liberation  Army  making 
chips  for  advanced  weapons. 
Yet  smic,  intent  on  joining 
the  world's  top  chipmakers, 
isn't  about  to  give  up.  Joseph 
Xie,  senior  director  for  busi- 
ness development,  says  his 
engineers  can  skill  the  ban 
by  tinkering  with  the  less  sophisticat- 
ed equipment  sold  by  American  ven- 
dors, among  others.  "It  will  be  more 
difficult,"  says  Xie.  "But  it  is  possible." 

While  Xie  has  no  interest  in 
weapons,  the  Pentagon's  fears  are  un- 
derstandable. The  boundaries  between 
civilian  and  military  technology  have 
melted  into  semantic  distinctions.  So 
China's  generals,  like  its  chipmakers, 
can  waltz  around  tech  trade  restraints. 
China  is  no  enemy  to  the  U.  S.  But  it 
is  the  last  big  communist  power — 
home  to  the  pla,  which  the  Pentagon 
considers  a  long-term  threat. 

In  July,  an  advisory  panel  called  the 
U.  S.-China  Security  Review  Commis- 


sion issued  a  report  warning  Congress 
that  Beijing  is  acquiring  "dual  use" 
technology:  civilian  knowhow  with  de- 
fense applications.  Despite  a  U.  S.  ban 
on  the  sale  of  supercomputers  to  the 
Chinese  military,  the  report  alleged, 
Beijing  has  purchased  advanced  ma- 
chines from  Western  and  Asian  sellers. 
Ostensibly,  the  hardware  was  bought 
for  commercial  purposes.  But  it  was 
used  to  simulate  warhead  detonations 
and  long-range  missile  launches. 

China  now  has  the  knowhow  to  de- 
velop such  devices  as  parasite  satel- 
lites, which  can  attach  themselves  to 
other  orbiting  satellites  and  destroy 
them.  There's  no  indication  China  will 


create  such  weapons,  says 
Joan  Johnson-Freese,  chair 
the  department  of  national* 
curity  decision-making  at  the! 
Naval  War  College  in  New- J 
port,  R.  I.  But  as  she  puts  it 
"all  technology  is  intrinsicalr! 
dual-use,"  and  when  it  comes  | 
to  space,  China  'is  way  up  o 
the  learning  curve." 

In  Taiwan,  cyberwar  is  al 
a  worry.  At  the  Chinese 
Council  of  Advanced  Policy 
Studies,  a  Taipei  think  tank, 
Andrew  Yang  claims  Chines 
government-backed  hackers 
have  cultivated  the  skills  to 
disrupt  large-scale  computer  network 
with  viruses  and  other  programs. 

Beijing  insists  that  the  country  isn 
interested  in  military  adventures. 
Many  U.S.  business  leaders  agree  an 
are  lobbying  Washington  to  lower  re- 
strictions on  tech  exports.  And  even 
Beijing's  toughest  critics  admit  that 
the  tech  gap  between  the  U.  S.  and 
China  is  vast.  But  as  China's  civilian 
technology  base  grows,  American 
techies  doing  business  in  China  had 
better  get  used  to  the  Pentagon  peei 
ing  over  their  shoulders. 


Einhorn  covers  Asian  technology 
from  Hong  Kong. 
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tember,  Taiwan  Semiconductor  Manufacturing  Co.  announced 
plans  to  invest  $900  million  in  its  first  China  fab.  The  Chinese 
market  "may  take  off  pretty  rapidly,"  says  tsmc  Chairman 
Morris  Chang.  In  addition,  Taiwan's  chip  execs  are  now 
managing  several  contract-manufacturing  plants  in  the  Shang- 
hai area.  From  this  base,  Taiwan-educated  Richard  Chang,  a 
Texas  Instruments  Inc.  veteran,  wants  to  take  on  the  world's 
silicon  giants.  He  heads  Shanghai's  Semiconductor  Manu- 
facturing Internation- 
al Corp.,  a  well-con- 
nected newcomer 
that  includes  among 
its  investors  Goldman  Sachs  and  Toshiba  Corp. 

With  support  from  Beijing,  ethnic  Chinese  from  around  the 
world  are  following  in  the  footsteps  of  Taiwanese  and  forging 
new  links  to  China.  Shoucheng  Zhang,  39,  holds  joint  profes- 
sorships in  the  physics  departments  at  Stanford  and  at  Bei- 
jing's Tsinghua  University  The  latter  post  was  funded  by 
Hong  Kong  billionaire  Li  Ka-shing,  who  aims  to  entice  more 
overseas  Chinese  scientists  to  spend  time  on  the  mainland. 
Zhang  has  been  bitten  by  the  same  bug:  He's  vice-president 
of  Hua  Yuan  Science  &  Technology  Assn..  a  San  Francisco 
nonprofit  that  promotes  academic  and  commercial  exchanges 
between  the  U.S.  and  China.  The  association  boasts  about 
2,500  members  in  the  U.  S.,  including  a  scientists  as 

well  as  partners  in  prominent  venture-capital  firms  such  as 
IDG,  Walden  International,  and  wi  Harper. 

In  short,  Beijing  is  learning  to  harness  Chinese  intellect 
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outside  its  borders  and  turn  it  into  a  competitive  advanta; 
This  has  already  contributed  to  strides  in  technical  fie 
such  as  superconductivity,  nanotechnology,  and  optics.  Si 
Zhang:  "China  has  been  investing  very  wisely  in  the  s 
ences.  They  are  doing  the  right  thing."  And  while  no  one  1 
attempted  to  measure  the  overseas  brain  trust  China  coi 
tap,  it  is  clearly  sizable,  says  Juan  Enriquez-Cabot,  director 
the  Life  Science  Project  at  Harvard  Business  School:  "Wr. 
you  go  into  laboratories  throughout  the  world,  some  of  t 
brightest  people  are  Chinese."  Among  the  foreign-born 
entists  and  engineers  working  in  the  U.  S.,  nearly  40,000  i 
from  China,  more  than  from  any  other  country. 

The  talent  pool  demonstrated  its  ability  when  China  took 
the  arduous  task  of  sequencing  the  rice  genome,  a  feat  tl 
could  one  day  lead  to  a  cornucopia  of  hardy  bioengineei 
crops  and  lay  the  groundwork  for  advances  in  genomic  me 
cine.  More  than  500  researchers  affiliated  with  the  Chin 
Academy  of  Sciences  (cas)  worked  on  the  project.  But  it  mi; 
not  have  come  to  fruition  without  Seattle-based  Gane  Ka-£ 
Wong,  a  41-year-old  Canadian  physicist  and  post-doc  at  the  L 
versity  of  Washington  School  of  Medicine  who  was  one  of ' 
project's  instigators  and  lead  scientists.  The  Cornell  Unive: 
ty-educated  Wong  and  his  colleague,  Jun  Yu,  realized  tr 
task  would  require  a  team  of  skilled  but  inexpensive  technicu 
So  in  1998  they  persuaded  CAS  to  set  up  the  Beijing  Genon 
Institute,  which  housed  the  rice  project.  "We  needed  peopk 
turn  the  cranks,"  explains  Wong.  "It's  factory  work." 

One  area  where  China  clearly  lags  the  West  is  the  fiek 
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computer  software.  But  Beijing  has  adroitly  applied  pressure 
on  U.S.  companies  to  help  it  catch  up.  For  example,  Mi- 
crosoft's mammoth  financial  commitment  to  upgrading  Chi- 
na's skills  was  prompted  partly  by  the  need  to  play  in  the 
world's  largest  potential  consumer-software  market.  There 
was  also,  however,  a  concern  that  the  Chinese  government 
would  throw  its  might  behind  "open-source"  programs  such 
as  Linux,  which  could  be  a  disastrous  blow  to  Microsoft's 

Windows  franchise. 

Microsoft  isn't  the 
only  one  feeling  the 
heat.  China's  popula- 
tion gives  it  extraordinary  leverage  in  the  design  of  next-gen- 
eration programs.  Take  the  area  of  network  standards  and  op- 
erating systems.  The  Internet  wasn't  designed  to  support 
today's  teeming  cyberpopulation.  Now,  the  global  network  is 
running  out  of  "Internet  protocol"  addresses — a  problem  that 
is  especially  acute  in  the  Chinese-speaking  world.  So  Beijing 
is  pushing  for  a  rapid  transition  to  a  new  generation  of  In- 
ternet hardware  and  software  known  collectively  as  Internet 
Protocol  Version  6,  or  IPV6. 

The  U.  S.  has  dragged  its  feet  in  this  area  because,  among 
other  things,  the  transition  requires  ripping  out  a  lot  of  ex- 
isting infrastructure  and  could  render  some  of  today's  widely 


used  computer  and  network  software  ol 
solete.  But  when  it  comes  to  the  currer 
generation  of  software,  "China  doesn1 
have  a  significant  installed  base,"  sat 
AT&T  software  maven  Steven  M.  Bellovir 
"If  China  goes  ahead  and  deploys  Vei 
sion  6  first,  they  could  be  the  first 
write  new  software  while  the  rest  of  th 
world  plays  catch-up."  This  scenario  mea 
es  nicely  with  China's  larger  strategy.  D« 
veloping  a  world-class  software  industij 
"is  absolutely  at  the  top  of  the  agenda, 
says  Derek  Williams,  Oracle  Corp.'s  Hon 
Kong-based  executive  vice-president.  An 
in  the  case  of  IPv6,  even  if  U.  S.  companie 
don't  choose  to  help  China,  others  wil 
Nokia  has  already  connected  10  Chines 
universities  using  a  router  platform  anl 
software  developed  partly  at  its  R&D  ceij 
ter  in  Beijing. 

Certainly,  the  country  has  a  lot 
ground  to  make  up.  China's  software  ill 
dustry  generated  revenues  of  just  $831 
million  last  year,  compared  with  over  || 
billion  for  India's.  But  market  researcher  Gartner  Groul 
estimates  that  the  Chinese  industry's  revenue  will  reacl 
$1.9  billion  this  year.  And  if  Beijing  gets  results  from  its  e 
forts  to  build  software  parks,  provide  incentive  package! 
for  programmers,  boost  English  training  programs,  and  en 
force  protections  on  intellectual  property,  the  country  coulj 
achieve  parity  with  India  in  commercial  software  by  2006.  A 
that  point,  in  Gartner's  admittedly  bullish  estimate,  bot 
India  and  China  will  be  reaping  more  than  $27  billion' 
year  in  sales  of  software  and  application-service  revenui 
That's  close  to  $60  billion  in  annual  revenues  not  booked 
Silicon  Valley. 

This  thought  shouldn't  elicit  dread  or  dismay  from  Wes; 
ern  executives.  China  is  not  demonic,  and  it  is  not  mon< 
lithic.  But  it  is  poised  to  move  up  the  technology  ladder  J 
a  pace  unprecedented  among  nations.  The  global  industri 
landscape  will  be  permanently  recast,  as  will  the  competiti\ 
balance  among  countries  and  companies.  And  no  leap 
technological  imagination,  threatening  or  benign,  will  I 
beyond  China's  reach. 

By  Bruce  Einhorn  in  ShangJiai,  with  Ben  Elgin,  Cli 
Edwards,  and  Linda  Himelstein  in  San  Mateo,  Calif.,  an 
Otis  Part  in  New  York 

Cover  Story  continues  on  page  £ 


RESEARCH 
RUSH 

Motivated  by 
carrots 
and  sticks, 
multinationals 
are  shifting 
R&D  to  China 

ALCATEL 

French  telecom  giant  has 
taken  control  of  a  Shanghai 
equipment  producer  and  is 
expanding  research  opera- 
tions, hoping  that  Shanghai 
will  account  for  15%  of  R&D. 

MATSUSHITA 

Japan's  largest  consumer- 
electronics  company  will 
spend  $330  million  on  a 
Chinese  R&D  centei,  boosting 
the  number  of  enginet  rs  Vom 
110  to  1,500  by  2005. 

GENERAL  ELECTRIC 


Just  started  work  on  a  large 
basic-research  center  in 
Shanghai.  The  facility  will 
also  assist  in  GE's  procure- 
ment of  Chinese-made  plas- 
tics and  other  materials. 


MICROSOFT 


Working  with  the  State 
Development  &  Planning 
Commission,  it  will  spend 
$750  million  over  three  years 
on  research,  training,  and 
outsourcing  in  China. 


INTEL 


Operates  five  Chinese  labs, 
some  of  which  have  moved 
beyond  semiconductor 
research.  One  is  investigating 
better  human/machine 
interfaces. 


SIEMENS 


Expanding  mobile-phone 
research  while  helping 
Chinese  government 
researchers  devise  an 
advanced  3G  wireless  stan- 
dard for  use  worldwide. 
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THE  WELL-HEELED  UPSTART  ON  CISCO'S  TAIL 


■he  campus  of  Huawei  Technolo- 
gies Co.  in  Shenzhen,  just  over 
the  border  from  Hong  Kong,  looks 
=  a  giant  construction  site.  In  one 
;a,  the  network-equipment  maker  is 
;cting  a  21-story  steel-and-glass 
ver  that  by  mid-2003  will  accommo- 
e  the  company's  10,000-strong  re- 
urch  and  development  staff.  Across 
campus  stand  five  more  buildings 
it  will  provide  additional  space  for 
lawei  engineers.  Another  set  of  of- 
;s  is  due  to  open  this  fall.  And 
am  the  road  is  the  Hundred  Herb 
rden,  a  residential  complex  that  hi- 
des tennis  courts,  a  swimming  pool, 
i  three-story  townhouses  to  accom- 
date  3,000  Huawei  networking  and 
"tware  experts. 

Huawei's  building  frenzy  reflects  its 
:ermination  to  be  a  world  leader  in 
itches  and  routers.  These  make  up 
i  backbone  of  corporate  networks, 
well  as  the  Internet  itself.  Huawei 
ns  to  catch  up  quickly  with  industry 
xlers  Cisco,  Nortel,  and  Alcatel — 
dnly  by  selling  reliable,  low-cost 
ockoffs  of  their  products.  But  the 
start  also  hopes  to  match  the  big 
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high-quality  and  cost-effective,"  he 
crows.  "This  gives  us  an  opportunity." 

Howr  big  an  opportunity  is  unclear. 
On  the  one  hand,  Huawei  has  made  re- 
cent inroads  in  Europe,  while  opening 
sales  offices  in  San  Jose,  Calif.,  north- 
ern Virginia,  and  suburban  Dallas. 
However,  it  has  yet  to  dent  Cisco  Sys- 
tems Inc.'s  market  share.  At  a  time 
when  many  router  customers  are  in- 
terested in  new  features  and  function- 
ality, says  Michael  Volpi,  Cisco's  senior 
vice-president  in  charge  of  routers, 
Huawei  is  going  after  the  market  with 
low  prices.  "That's  not  necessarily  the 
smartest  strategy,"  he  says. 

In  the  view  of  some  analysts, 
though,  Cisco  has  cause  to  worry.  "In 
the  current  economic  climate,  many 
buyers  are  very  constrained  in  their 
spending,"  says  Chris  Barnard,  a  net- 
working analyst  with  I  DC  in  Amster- 
dam. That  already  has  opened  doors 
in  Europe,  where  Huawei's  prices  un- 
dercut Cisco's  by  as  much  as  40%.  In 
2000,  Huawei  teamed  up  with  Vierling 
Group,  a  60-year-old  German  tech 
service-and-support  company  that 
used  to  install  and  maintain  mostly 
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H  HOPES  Huawei  wants  to  be  a  leader  in  switches  and  routers 


Siemens  equipment  for  clients  such  as 
Deutsche  Telekom.  Now,  Vierling  is 
Huawei's  exclusive  German  distribu- 
tor for  carrier  customers,  winning  it 
deals  in  several  German  cities,  includ- 
ing a  465-mile  fiber  network  in  Berlin. 

In  Britain,  Huawei  has  made  con- 
verts of  distributors  such  as  Access 
Network  Services  (ans).  One  draw: 
Huawei's  low  prices  let  distributors 
make  40%  profit  margins  on  a  sale, 
compared  with  just  5%  to  10%  on 


equivalent  Cisco  gear.  What's  more, 
the  Chinese  devices  look  and  function 
just  like  Cisco's.  "We  were  impressed 
by  the  ability  of  a  Cisco-trained  engi- 
neer to  take  a  Huawei  product  out  of 
the  box  and  use  it,"  says  ANS  Market- 
ing Manager  Richard  Eglon. 

The  similarities  aren't  lost  on  Cisco. 


Cover  Story 


Huawei  is  "the  only  competitor  in  the 
world  where  the  products  are  made 
to  look  like  ours,"  gripes  Gordon  As- 
tles,  Cisco's  Hong  Kong-based  presi- 
dent of  Asia-Pacific  operations.  So  far, 
Cisco  hasn't  publicly  lambasted  Hua- 
wei for  any  alleged  patent  infringe- 
ment or  threatened  legal  action.  But 
neither  has  it  ruled  that  out. 

Whatever  course  Cisco  chooses, 
there  are  good  reasons  not  to  beat  up 
Huawei,  wThich  is  well-connected  in 
government  circles.  Cisco  is  making 
rapid  strides  in  the  China  market  and 
can't  afford  to  anger  its  hosts.  In  Sep- 
tember, Shanghai  Telecom  picked  Cisco 
to  help  with  a  big  expansion  of  its  city- 
wide  broadband  services.  And  in  Octo- 
ber, China  Telecom  announced  plans  to 
use  Cisco  routers  as  it  expands  its 
northern  ChinaNet  Internet  backbone. 

Huawei,  for  its  part,  denies  any 
wrongdoing  in  the  patent  arena.  "Our 
major  products  are  self-developed, 
with  self-owned  intellectual  property," 
says  Xu.  True,  the  company  may  be 
playing  follow-the-leader  today.  But 
that  won't  always  be  the  case,  says 
Eglon  at  ans.  Considering  its  massive 
research  and  engineering  base  in  Chi- 
na, "I  expect  to  see  an  acceleration  of 
innovation  and  development  from 
them,"  he  says.  Indeed,  innovation 
tops  Huawei's  agenda:  It  spent  $342 
million  on  research  and  development 
last  year.  That's  just  one-tenth  what 
Cisco  spent,  but  Huawei's  budget  will 
grow  over  time. 

On  the  political  front,  Huawei's 
murky  heritage  could  hinder  its  over- 
seas push.  Analysts  say  Huawei  main- 
tains ties  to  the  Chinese  military. 
Huawei  denies  that,  as  it  denies  re- 
ports it  has  done  work  for  the  Taliban 
and  Saddam  Hussein.  These  and  other 
matters  will  become  clearer  if  Huawei 
manages  to  stage  an  initial  public  of- 
fering, which  its  executives  desire. 
Then,  Huawei  will  see  if  the  market 
believes  in  its  bold  global  bid. 

By  Bruce  Einhom  in  Shenzhen, 
with  Ben  Elgin  in  San  Mateo,  Calif., 
and  Andy  Reinhardt  in  Paris 
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])  rearview  camera  and  the  fun  of  a  DVD  entertainment  system.  Plus  a  standard  4-wheel-drive  system  that  has  always  provided 
ptional  traction  on  sand,  or  on  your  way  to  it.  Surf  over  to  acura.com  or  call  1-800-TO-Acura.     v£VA\L—  UI*i/\ 


Workplace 


LABOR 


HOW  WAL-MART 
KEEPS  UNIONS  AT  BAY 

Organizing  the  nation's  No.  1  employer  would  give  labor  a  lift 


Sam's  Club  store  No. 6382,  Spring 
Mountain  Rd.,  Las  Vegas — epi- 
center of  a  critical  battle  between 
labor  and  management.  On  one 
side,  employees  were  trying  to  bring  in 
the  United  Food  &  Commercial  Work- 
ers (ufcw)  to  represent  5,000  Wal-Mart 
Stores  Inc.  workers  around  the  city. 
Aided  by  15  organizers,  a  Web  site,  and 
a  weekly  radio  call-in  show  just  for  Wal- 
Mart  workers,  the  union  won  enough 
support  to  petition  the  National  Labor 
Relations  Board  for  a  vote  last  fall 
among  the  200  workers  at  Club  6382. 
On  the  other  side,  the  retailing  behe- 
moth, which  mounted  a  blistering  coun- 
teroffensive.  It  parachuted  in  a  dozen  la- 
bor-relations troops  from  its  Bentonville 
(Ark.)  headquarters,  instructing  local 
managers  in  a  fierce  anti-union  cam- 


paign, including  surveillance  of  employ- 
ees and  the  firing  of  several  union  sym- 
pathizers, the  union  claims.  Wal-Mart 
denies  it  did  anything  illegal. 

It  was  a  fight  that  would  end  in  stale- 
mate— for  the  time  being.  Even  so,  it  il- 
lustrates just  how  hard  is  for  unions  to 
organize  in  today's  workplace — and  how 

hard  employers  are    s 

resisting.     In    the     WAL-MART 
case  of  Sam's  Club, 


j): 


PART-TIMER  WAGONER 
SAYS  WAL-MART  HAS 
HELD  HER  PRO-UNION 
STANCE  AGAINST  HER 


Peterson,  executive  vice-president  off! 
company's  People  Div.,  says  there's ; ' 
corporate  support  for  illegal  tactics.  I 
he's  clear  that  Wal-Mart  doesn't  wan 
union.  "Where  associates  feel  free 
communicate  openly  with  their  manaj 
ment,  why  would  they  need  a  third  pi 
ty  to  represent  them?"  he  asks.  \\ 
Mart  has  won  all  but  one  of  seven  uni 
votes  in  the  U.  S. 

Despite   the    current   impasse,  1 
stakes  continue  to  be  high  for  both  sid 
Wal-Mart  faces  the  first  serious  unii 
ization  threat  since  its  founding  in  19 
For  decades,  the  company's  strategy; 
placing  stores  in  small  towns  and  ru 
areas  kept  it  largely  free  of  expos 
unions.  But  in  recent  years,  Wal- 
has  been  pushing  into  the  heavily 
ized  supermarket  industry,  as  well  as  i 
big  cities  where  workers  are  more 
miliar  with  organized  labor.  Even  thoi 
the    company   1 


the  union  concluded  that  workers  were 
too  intimidated  to  proceed  with  a  vote. 
Tnstead,  it  filed  dozens  of  unfair  labor 
practice  complaints  with  the  nlrb,  ef- 
fectively postponing  the  election  indefi- 
nitely. Even  today,  says  Mary  Lou  Wag- 
oner, an  employee  organizer  at  the 
T  Mountain  store,  "people  are  just 
afraid. '  On  Wal-Mart's  side,    Coleman 


N        LI1C        WUII1UCU1V         II 

VS.      vJPCW  J  prevailed  so  far  I 

Vegas,      ' 


Las 

ufcw  has  an  even  more  ambitious  pi 
sign  up  Wal-Mart  workers  elsewh 
starting  with  117,000  in  Michigan,  01 
Indiana,  and  Kentucky.  If  the  ufcw  g 
help  from  auto  workers  and  other  lal 
groups  in  those  states,  it  has  a  shot 
eventually  unionizing  at  least  parts 
mighty  Wal-Mart  for  the  first  time. 
For  its  part,  the  UFCW  is  fightingi 
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Big  unionized  chains  such  as  Kroger  and  Safeway  shoulder  labor  costs 
at  least  20%  higher  than  Wal-Mart's,  analysts  estimate 


protect  the  $30,000-a-year  wages  and  I 
benefits  of  its  800,000  retail  members, 
mostly  in  the  grocery  business.  Already, 
it's  getting  demands  for  benefit  cuts  from 
big  unionized  chains  such  as  Kroger  Co. 
and  Safeway  Inc.,  which  shoulder  labor 
costs  at  least  20%  higher  than  Wal- 
Mart's,  analysts  estimate.  '"We  have  no 
choice  but  to  [unionize  Wal-Mart]  if  we 
want  to  survive,"  says  William  A.  Meyer, 
the  UFCW  staffer  who's  heading  up  the 
Las  Vegas  effort.  A  win  at  Wal-Mart, 
the  country's  No.  1  employer,  with  more 
than  1  million  workers,  also  could  give 
the  entire  labor  movement  a  lift. 

Yet    for    all    the 
drama  at  the  Sam's  1AIIIY 

Club  in  Vegas,  the  If  III 

labor  battle  there 
could  also  be  a 
proxy  for  many 
unionization  at- 
tempts around  the 
country.  And  the 
picture  isn't  pretty 
for  the  future  of 
unions.  Interest  in 
unionization  has 
surged  in  the  U.S., 
in  part  as  a  result  of 


in  fully  one-quarter  of  union  drives,  ac- 
cording to  studies  of  nlrb  cases — is  dif- 
ficult to  prove  and  takes  years  to  work 
through  the  courts.  That's  long  after  a 
drive  has  lost  steam.  Workers  may  want 
unions,  "but  the  question  is  whether  [la- 
bor] can  overcome  the  fear  generated 
by  an  employer's  campaign  to  get  them 
to  take  the  risk,"  says  Kate  Bronfen- 
brenner,  a  Cornell  University  researcher 
who  did  the  studies. 

Indeed,  the  extraordinary  challenge  of 
winning  a  union  election  today  is  told 
chapter  and  verse  in  the  Sam's  Club 
story.  Take  the  tactic  of  intimidation. 


UNIONS  FAIL  TO  ORGANIZE 


EMPLOYERS  PLAY  HARDBALL. 


.AND  UNIONS  DON'T 


SHARE  OF  COMPANIES  FACING  RECRUITMENT  DRIVES  THAT*        SHARE  OF  UNIONS  MOUNTING  RECRUITMENT  DRIVES  THAT* 


HOLD  MANDATORY  ANTI-UNION 
MEETINGS  WITH  WORKERS 

DIRECT  SUPERVISORS  TO  MEET 
ONE-ON-ONE  WITH  WORKERS 

HIRE  AN  ANTI-UNION 
CONSULTANT 

MAIL  ANTI-UNION  LETTERS 
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HAVE  ACTIVE  AND 
REPRESENTATIVE  COMMITTEES 

TALK  TO  WORKERS  0NE-0N-0NE 

ON  THE  JOB  AND  OUTSIDE 

PUBLICLY  PRESSURE  MANAGEMENT 
OUTSIDE  THE  WORKPLACE 

DEVOTE  ADEQUATE  STAFF 


corporate    scandals      ..T0.W0.RKERS..ALH0ME  IU  AND. RES0URC^.  V  said:     "This 


and  she  also  was  passed  over  for] 
worker  who  shouldn't  have  been  elig 
because     of    a     disciplinary     actiol 
"They've  done  just  about  anything  th{ 
can  to  get  me  to  quit,"  she  says. 

Sandra  L.  Mena,  a  cashier  at  1  | 
Club,  says  she  was  fired  after  tl 
years — officially  because  of  mistakes 
her  register.  But  she  believes  it 
because  she  was  pro-union.  She  sa 
her  alleged  errors,  which  employel 
have  no  way  to  verify  on  their  o\ 
surged  only  after  she  became  active  1 
the  union.  Peterson  declined  to  coil 
ment  on  either  woman's  allegations. 
Some  former 
Mart  managers  s| 
the  hardball  tact 
are  standard  comt 
ny   policy.   Jon 
Lehman  says  he  1*1 
Wal-Mart  on  go| 
terms  last  fall 
17  years  as  a  sto| 
manager   but    nu 
works  for  the  ufc| 
He  recounts  how 
called  a  BentonvH 
hotline  in  1997 
finding  a  flyer  trl 
stol 


26s 
I 

17 
14 


and    the    troubled       FIRE  UNION  ACTIVISTS 
economy.  Fully  half 
of  all  nonunion  U.  S. 
workers    say    they 
would  vote  yes  if  a  union  election  were 
held  at  their  company  today,  up  from 
about  40%  throughout  the  1990s,  ac- 
cording to  polls  by  Peter  D.  Hart  Re- 
search Associates  Inc.  Yet  unions  lose 
about  half  of  the  elections  they  call. 

One  big  reason:  Over  the  past  two 
decades,  Corporate  America  has  per- 
fected its  ability  to  fend  off  labor 
groups.  True,  unions  themselves  bear 
some  blame,  since  most  run  poor  sign-up 
campaigns  and  don't  spend  anywhere 
near  30%  of  their  budgets  on  recruit- 
ment, as  afl-cio  President  John  J. 
Sweeney  has  long  exhorted  them  to  do. 
Still,  companies  facing  labor  drives  rou- 
tinely employ  all  the  tactics  Wal-Mart 
has  used  to  get  workers  to  change  their 
minds.  Many  of  these  actions  are  per- 
fectly legal,  such  as  holding  anti-union 
meetings  or  inundating  workers  with 
anti-union  literature  and  videos. 

Those  that  are  illegal  carry  insignifi- 
cant penalties,  such  as  small  fines  or 
posting  workplace  notices  about  labor 
rights.  Firing  activists — as  companies  do 


25 


'Based  on  a  random  sample  of  412  union  elections 
in  1998-99 


Data:  Kate  Bronfenbrenner  and  Robert  Hickey,  Cornell  University 

Sandy  Williams,  a  five-year  Wal-Mart 
veteran,  says  that  even  the  clearly  legal 
actions  taken  by  her  managers  scared 
workers  away  from  interest  in  the 
union.  Last  fall,  managers  held  manda- 
tory employee  meetings  every  week  to 
express  their  anti-union  sentiments.  The 
corporate  labor  experts  who  jetted  in 
stressed  such  messages  as  "you  can 
speak  for  yourself,"  and  "the  union  only 
wants  your  money."  An  us-vs.-them  at- 
mosphere quickly  took  hold,  and  em- 
ployees sported  buttons  that  boasted: 
"I  can  speak  for  myself."  Executive 
Vice-President  Peterson  says  Wal-Mart 
sends  in  labor  experts  to  "educate  as- 
sociates about  how  these  [union  elec- 
tion] processes  work." 

Store  managers  also  began  to  harass 
union  supporters,  says  Williams  and  oth- 
er colleagues.  Wagoner,  53,  a  part-timer 
at  the  store,  believes  she  has  been 
"blacklisted"  from  better-paying  full- 
time  jobs  because  of  her  pro-union 
stance.  A  ouple  of  times,  her  paper- 
work was  conveniently  "lost,"  she  says, 


needs  a  union''  ir| 
bathroom     at     tl 
store  he  managed] 
Hillview,  Ky. 
The  response  was  a  mini  version  I 
what  occurred  in  Las  Vegas  four  ye;| 
later.  Three  labor  experts  swooped  I 
from  Arkansas  to  show  anti-union  vkfcl 
at  mandatory  employee  meetings,  Sc| 
Lehman,  and  scoured  personnel  files 
dirt  to  use  against  union  supporters, 
labor  experts  grilled  him  and   otrl 
Hillview  managers  about  potential  tr<| 
blemakers,  and  the  store  trained  surv»[ 
lance  cameras  on  suspect  workers, 
says.  Now,  as  a  union  organizer,  he 
cently  noticed  that  a  store  in  Scottsbu| 
Ind.,  sprouted  a  multitude  of  cameras 
ter  he  began  talking  to  workers  th< 
in  July.  Wal-Mart  declined  comment 
Lehman,  although  a  spokesman  says  til 
the  15  cameras  installed  in  Scottsbij 
have  "nothing  to  do  with  union  activit| 

So  far,  Wal-Mart  has  been  able 
stave  off  unionization,  and,  given  its 
perior  firepower,  it  may  be  able  to  dol 
for  years  to  come.  In  that,  the  coil 
try's  No.  1  company  has  a  lot  in  comnj 
with  most  other  U.  S.  employers. 

By  Wendy  Zellner  in  Las  Vet\ 
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Finance 


WHERE  THE 
RISK  WENT 


New  financial  tools 
shift  some  of  the 
burden  from  banks 
to  other  institutions 

Financial  stocks  soared  on  Oct. 
15  after  Citigroup  Inc.  an- 
nounced that  its  net  income  in 
the  third  quarter  was  up  23% 
from  last  year.  But  the  jubila- 
tion proved  premature.  The 
rally  stalled  the  next  day,  when  J.  P. 
Morgan  Chase  &  Co.  announced  a  91% 
drop  in  net  income  after  writing  off  bad 
loans  to  telecom  and  cable  companies. 

There's  good  reason  for  caution.  True, 
the  U.S.  financial  system  is  stronger 
than  in  the  1990-91  recession,  when 
dozens  of  savings  and  loans  failed  and 
even  giant  Citi  was  weakened.  But  it  is 
exposed  to  new  risks  that  aren't  fully 
\isible  to  investors,  rating  agencies,  and 
maybe  even  regulators. 

The  explosive  growth  of  securitiza- 
tion and  derivatives  during  the  1990s 
may  have  enabled  banks  to  reduce  their 
risks,  but  it  also  made  their  balance 
sheets  harder  to  decipher.  Sometimes, 
banks  have  retained  risks  that  they  had 
seemingly  transferred.  Other  times,  they 
have  shifted  the  risks  to  institutions 
that  are  less-equipped  to 
handle  them — from  insurers 
to  highly  leveraged  hedge 
funds.  And  because  disclo- 
sure is  limited,  it's  not  al- 
ways clear  just  who  is  ex- 
posed. "Securitization  cannot 
make  risk  disappear.  It  can 
only  segment  and  redistrib- 
ute the  risk,"  says  Standard 
&  Poor's  Corp.  banking  an- 
alyst Tanya  Azarchs. 

The  danger  is  that  if  the 
financial  system's  health  is 


impaired,  consumers  and  businesses  will 
be  starved  of  credit,  and  the  economy 
will  slump.  Already,  it's  apparent  the 
banking  system  is  under  stress.  J.  P. 
Morgan  Chase,  whose  stock  has  fallen 
50%  this  year,  had  its  credit  ratings 
lowered  this  fall.  Even  Citigroup  would 
have  missed  some  earnings  estimates  if 
it  hadn't  counted  the  sale  of  its  Man- 
hattan headquarters  for  $1.1  billion  as 
ordinary  income.  In  the  third  quarter, 
its  nonperforming  corporate  loans  rose 
to  $4.8  billion — more  than  50%  above 
last  year's  level.  Oliver,  Wyman  &  Co., 
New  York  financial  consultants,  esti- 
mates that  banks  in  the  U.S.  and  Eu- 
rope will  write  off  more  than  $130  bil- 
lion for  loan  losses  this  year,  a  record. 

As  high  as  the  default  rate  is  now,  it 
would  rise  sharply  if  today's  disinflation 
tipped  over  into  destructive  deflation, 
which  increases  the  real  burden  of 
debts.  Banking  regulators  say  compa- 
ny debt  is  6.1  times  the  cash  flow  avail- 
able to  pay  it,  the  highest  since  record- 
keeping began  in  1966.  Meantime,  the 
banks'  margin  of  safety  is  narrowing, 
as  the  profits  they  make  on  the  differ- 
ence between  their  costs  of  borrowing 
and  their  income  from  lending  shrinks. 
"I  don't  know  that  I  can  say  this  is  the 
peak  [of  bad  syndicated  loans],"  says 
David  D.  Gibbons,  deputy  comptroller  of 
the  currency. 

While  the  risks  of  ordinary  loans  are 
well-understood,  those  stemming  from 


the  rapid  rise  of  securitization  and  6  eddie  5 
rivatives  are  not.  Securitization  is  t  Ey  for  i 
creation  of  fixed-income  securiti  Kcuril 
backed  by  mortgage  and  auto  loai  rtpge 
credit-card  receivables,  and  the  lil  k 
About  $6  trillion  in  mortgage-  and  as&  ly  w 
backed  securities  is  outstanding.  Den  posure 
atives  are  instruments  for  hedging 
speculation  such  as  swaps  and  optic 
whose  value  is  derived  from  some  t 


deriving  asset.  Their  face  value  sv  nkgi 
passed  $110  trillion  last  year,  says  tfti 
Bank  for  International  Settlements. 

Who's  bearing  the  risk  that  has  be 
redistributed  by  all  of  those  securiti 
tions  and  derivatives?  Surprisingly,  so: 
of  it  has  stayed  in  the  banking  syste 
When  banks  securitize  a  pool  of  asse  Kr  fi 
they  sell  the  low-risk,  low-yield  port:  ks.  Al 
to  conservative  investors.  But  son 
times  they  keep  the  high-risk,  high-yi 
portion  on  their  own  books.  Home  mc 
gages  are  an  exception:  Fannie  Mae 
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HIDDEN 
POTHOLES 

Instruments  such  as 
derivatives  have  let  lenders 
reduce  theU^credit  risk.  But 
it's  not  alw ay:  w 
absorbed  it.  A ,, 
problems  could  sui  ^ 


Securitization 


Lenders  package  loans  and  : 
them  to  investors,  then  use 
freed-up  capital  to  make  new  loans.  But  lenders  may  r 
riskiest  piece  of  the  loans  because  it's  the  hardest  to  s 
— meaning  they  could  still  be  on  the  hook  if  the  loans 


tDi 


DpiTVJltivPQ  These  are  contracts,  used  for  hec 
Ut5I IVdXlVCo  speculation,  whose  value  is  deriv 
some  underlying  asset,  such  as  the  price  of  oil  or  the  5 
500.  Big  banks  dominate  the  business.  If  they  have  h< 
themselves  poorly  or  made  bad  bets  on  price  movemer 
profits  could  be  hammered. 
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eddie  Mac  usually  take  full  responsi- 
•   fcy  for  making  up  payments  to  buyers 

nil  securities  if  the  income  from  the 
•i  irtgage  portfolio  doesn't  cover  them. 
j  Regulators  and  rating  agencies  gen- 
\>  illy  understand  banks'  retention  of 

Da  oosure  to  risk  from  loans  they've  se- 

rj  itized.  But  it  isn't  always  obvious  to 
•j  neone  who  looks  only  at  the  banks'  fi- 
:ncial  statements.  The  Financial  Ac- 
<  inting  Standards  Board  (fasb)  is  ex- 
-ipted  to  put  out  rules  in  December 
-.  it  could  force  more  explicit  recogni- 

.« « In  of  risks. 

iritj  The  risks  are  real.  Consider  what 
^ppened  to  Conseco  Inc.  The  Carmel 
te  id.)  insurer's  finance  arm  is  the  largest 
.«  uer  of  loans  backed  by  manufactured 
rti  mes.  Although  it  securitized  most  of 

mp  loans,  it  was  Conseco — rather  than 

h-jj  i  securities  holders — that  got  stuck 
ix  th  the  losses  when  borrowers  began 

ie  a  default.  Because  it  retained  the  "first- 


loss"  slice  of  the  asset  pool,  it  had  to 
take  a  nearly  $3  billion  write-down  this 
year. 

During  the  1990s,  lending  standards 
slipped  in  the  asset-backed  securitization 
(abs)  market,  says  John  M.  Cerra,  man- 
aging director  of  the  asset-backed  port- 
folio at  Teachers  Insurance  &  Annuity 
Assn.  (tiaa).  Because  it  takes  about  two 
years  from  when  bad  loans  are  made 
until  they  start  going  south,  says  Cerra, 
"we're  seeing  a  natural  lag  of  the 
stresses  in  the  economy  hitting  the  abs 
market  now." 

Derivatives  don't  always  reduce 
banks'  riskiness,  either.  While  they  can 
be  hedges,  they  can  also  be  used  to 
speculate.  And  the  risks  are  highly  con- 
centrated: In  the  U.  S.,  seven  banks  hold 
96%  of  all  derivatives  in  the  commercial 
banking  system.  They  try  to  balance 
their  positions  so  that  they  aren't  ex- 
posed to  sharp  market  movements.  But 


with  such  enormous  sums  in  play,  even 
a  slight  error  could  spark  huge  losses. 

Banks  like  credit  default  swaps — a 
derivative  that's  a  kind  of  loan  or  bond 
insurance — because  the  parties  who  pro- 
vide protection  have  generally  paid 
quickly  and  without  question  when  an 
event  such  as  a  default  occurs.  But  that 
record  is  now  tarnished  by  a  recent  dis- 
pute over  swaps  written  on  Xerox  Corp. 
loans.  Earlier  this  year,  Xerox  asked 
banks  to  stretch  out  its  loan  repay- 
ments. Some  banks  say  this  should  have 
triggered  payment  on  the  swaps.  But  in- 
surers are  disputing  the  claim,  which 
is  in  arbitration.  Now,  the  worry  is  that 
the  swaps  won't  work  as  promised  in  a 
systemic  crisis. 

Even  when  derivatives  and  securiti- 
zations do  shift  risk  from  banks,  some  of 
the  parties  that  take  it  on  aren't  fully 
capable  of  handling  it.  For  example, 
British  regulators  said  earlier  this  year 


lit  Default  Swaps 


Banks  use  these  deriva- 
tives to  insure  against 
fin  corporate  loans  or  bonds.  The  market  has  grown  44% 
sfast  year,  to  $1.5  trillion  in  face  value.  But  the  risk 
disappear.  It's  absorbed  by  the  sellers  of  protection 
insurance  companies — and  other  banks. 


Surety  Bonds 


wlipQtAH  T  hqtic  Larse  banks  off-|oad  risk  °y 

:lltaicu  iiUOlia    seiijng  pieces  of  big  |oans  to 

Ik  banks.  Now,  syndicated  loans  to  troubled  telecom  and 

?ft:ompanies  are  going  bad.  With  bad  and  risky  loans  at 

ghest  level  since  1992,  the  problem  could  get  worse. 


These  third-party  guarantees  of  per- 
formance were  traditionally  written  on 
construction  projects,  but  some  now  function  as  financial  guar- 
antees. After  several  years  of  out-of-control  underwriting,  major 
players  are  feeling  the  pain.  Fireman's  Fund  is  getting  out. 

Computerized  Risk  Gauges  !£S££io.„s 

and  credit  cards  depend  on  a  risk  model  from  a  small  company 
named  Fair  Isaac  to  decide  who  should  get  credit  and  how 
much.  Lenders  could  suffer  a  wave  of  defaults  if  the  model  has 
underestimated  the  risks  from  an  economic  slump. 
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that  some  insurers  had  "burnt  their  fin- 
gers" in  the  credit-default  swap  mar- 
ket. During  the  go-go  1990s,  insurers 
broadened  the  use  of  commercial  surety 
bonds  to  shoulder  credit  risks  once 
borne  by  banks.  Last  year,  their  payouts 
on  claims  tripled,  to  $2.7  billion,  from 
1999.  "Amazingly  enough,  almost  every- 
one [in  the  business]  seems  to  be  ad- 
mitting they  messed  up,"  says  one  in- 


dustry insider.  Fireman's  Fund  Insur- 
ance Co.  is  dropping  out  of  the  busi- 
ness. J.  P.  Morgan  Chase  is  battling  11 
insurers  including  Fireman's  in  court  to 
collect  $1  billion  in  surety  bonds  that 
were  supposed  to  cover  an  off-balance- 
sheet  partnership's  deal  with  Enron 
Corp. 

While  banks  have  had  big  losses  on 
their  corporate  lending,  they're  still 


making  handsome  profits  on  const 
loans.  The  question  is  how  long  tl 
can  last — particularly  since  custome 
who  are  just  barely  creditworthy 
often  the  most  profitable  ones: 
pay  the  highest  rates  and,  in  the 
credit  cards,  routinely  carry  high 
ances.  But  if  lenders  reach  too  low  do? 
the  credit  scale,  profit  quickly  turns 
loss.  That's  what  hurt  Providian  Cor 


A  DELUGE  OF  DEBT  DOWNGRADES... 


When  the  Federal  Reserve 
slashed  short-term  rates  to  a 
mere  1.75%  last  December, 
many  market  mavens  thought  Corpo- 
rate America  would  start  digging  out 
from  its  debt.  No  more.  With  the 
profit  outlook  depressed  and  account- 
ing scandals  so  rife  that  even  trust- 
worthy borrowers  look  suspect,  new 
credit  problems  loom. 

A  recent  surge  in  debt  down- 
grades has  hit  bellwether  borrowers 
such  as  J.P.  Morgan  Chase  &  Co.  and 
General  Mills  Inc..  Now,  downgrades 
are  rolling  in  at  last  year's  heady 
pace.  Rating  agencies  have  roughly 
14%  of  all  corporate  bond  issuers  un- 
der review  for  downgrade.  Compare 
that  with  the  mid-1990s,  when  the 
norm  was  3%.  "We  could  see  more 
companies  have  trouble  refinancing 
or  rolling  over  their  debt  in  coming 
quarters,"  says  David  T.  Hamilton, 
director  of  default  research  at 
Moody's  Investors  Service. 

Nearly  half  this  year's  downgrades 
involved  tech,  telecom,  and  energy 
trading.  But  market  pros  foresee 
credit  problems  spreading  to  such 
debt-heavy  businesses  as  hotels  and 
cable-TV  operators,  as  well  as  to  in- 
surers, whose  capital  reserves  have 
been  hit  by  heavy 


be  more  trouble  ahead  for  utilities. 
s&P  has  issued  149  downgrades  on 
the  320  utility  holding  companies  it 
rates  this  year,  and  it  still  has  a  neg- 
ative outlook  on 
nearly  one-third 
of  them.  Some 
analysts  believe 
regulated  utili- 
ties such  as 
Southern  Co. 
and  Con- 


*4k 


claims  and  big  in- 
vestment losses. 
On  Oct.  16,  Stan- 
dard &  Poor's 
(which  like  Busi- 
nessWeek is  owned 
by  the  McGraw- 
Hill  Companies) 
downgraded  Gen- 
eral Motors  Corp. 
because  of  its  huge 
and  rising  pension 
liabilities.  Other 
old-line  manufac- 
turers could  follow. 
There  may  also 


CREDIT  CRUNCH 

Corporate  downgrades  are  on  pace  with 
last  year's  high  levels — and  maybe 

picking  up  again 
700 
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solidated  Edison  Inc.  are  becoming 
vulnerable.  They  could  be  squeezed 
between  rising  wholesale  costs  and 
state  regulators  who  will  resist  pres- 
sure to  raise  retail  rates.  "We're 

looking  at  another 
two  to  three  years 
of  downgrades  in 
the  utility  industry," 
predicts  Jon  Kyle 
Cartwright,  a  senior 
fixed-income  analyst 
for  Raymond  James 
&  Associates. 

A  downgrade  is 
no  trivial  matter. 
Companies  with 
even  the  lowest  of 
the  four  investment- 
grade  ratings — a 
Baa  in  Moody's  rat- 
ing system,  and  a 


BBB  with  s&p — can  borrow  at  an  av- 1 
erage  3.6  percentage  points  over 
benchmark  Treasury  rates — roughly 
6.6%  for  a  five-year  loan. 

But  once  companies  slip  into  "junk" 
status,  they  are  in  dire  straits.  With 
default  rates  on  junk-rated  companies' 
debt  above  9%,  their  average  interest 
rate  is  10  percentage  points  above 
Treasuries — roughly  13%  for  that  five- 1 
year  loan.  Lenders  and  the  commer- 
cial paper  market  are  increasingly 
leery  of  junk-rated  companies.  "It  has 
become  more  costly  than  ever  to  have 
your  credit  rating  downgraded,"  notes 


John  Lonski,  chief  economist  at 
Moody's. 

Some  borrowers  complain  that  rat- 
ing agencies  have  become  too  quick  to 
downgrade.  Others  grouse  that  credi- 
tors now  treat  a  downgrade  to  junk 
as  tantamount  to  default,  rushing  to 
cut  their  exposure  to  troubled  compa- 
nies. "A  liquidity  crisis  is  a  phone  call 
from  a  ratings  agency,"  Vivendi  Uni- 
versal ceo  Jean-Rene  Fourtou  com- 
plained at  a  recent  news  conference. 
Rating  agencies  say  the  markets  want 
them  to  anticipate  credit  problems 
sooner.  "There's  more  pressure  on  rat- 
ing agencies  to  act  more  quickly  than 
we  did  before,"  notes  David  A.  Wyss, 
chief  economist  at  s&p.  Low  rates 
notwithstanding,  many  companies 
may  find  money  harder  and  harder  to 
come  by. 

By  Dean  Foust  in  Atlanta 
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UCard  Inc.,  and  other  companies 
provided  credit-cards  to  high-risk 
>wers. 

mid   such  problems   spread?   As 
l  >i  srs  have  opened  the  spigot  of  cred- 
it,  eyVe  come  to  rely  more  than  ever 
Dmputerized  risk  models  to  make 
ng  decisions.  One  small  company — 
Isaac  &  Co.  in  San  Rafael,  Calif. — 
uces  a  so-called  Fico  score  of  bor- 
V  ts'    estimated    creditworthiness, 
U|  h  plays  a  part  in  more  than  three- 
ters  of  all  mortgage  lending  deci- 


sions in  the  U.S.  While  the  model  has 
worked  well  so  far,  says  tiaa's  Cerra, 
"we're  seeing  lenders  move  to  fully  au- 
tomated systems,  where  an  underwriter 
isn't  even  taking  a  look  at  a  file.  There 
is  a  danger  the  market  is  actually  over- 
relying  on  Fico  scores."  Karlene  Bowen, 
a  solutions  delivery  manager  at  Fair 
Isaac,  says  lenders  understand  they 
must  supplement  the  fico  score  with 
other  data  and  continually  reevaluate 
their  lending  standards  in  view  of  "the 
nuances  of  the  changing  economy." 


Securitization  and  derivatives  may  be 
a  positive  force  on  the  whole.  What 
they  cannot  do,  however,  is  reduce  the 
total  amount  of  risk  in  the  economy. 
Azarchs,  the  Standard  &  Poor's  banking 
analyst,  calls  it  "the  law  of  conserva- 
tion of  risk."  No  one  is  quite  sure  where 
all  the  risk  is,  but  if  history  is  any 
guide,  it's  bound  to  appear  at  the  very 
worst  time. 

By  Peter  Coy  and  Heather  Timmons 
in  New  York,  with  Rich  Miller  in 
Washington 


...AND  A  NEW  EARLY-WARNING  SYSTEM  FOR  INVESTORS 


H 


ayward  CEOs  had  barely  fin- 
ished their  perp  walks  before 
a  handful  of  number-crunching 
jmpanies  began  vying  to  provide 
efinitive  rankings  of  how  well  corpo- 
Itions  are  governed.  To  date, 
lough,  no  clear  leader  has  emerged. 
Into  this  fray  now  steps  Standard 
Poor's.  On  Oct.  15,  s&p  announced 
le  U.  S.  launch  of  its  own  corporate 
ating  service — an  early  warning  sys- 
m  for  Enron-style  meltdowns  in 
e  making.  s&P,  like  BusinessWeek  a 
vision  of  The  McGraw-Hill  Compa- 
ies,  believes  it  has  a  better  way. 

e  its  rivals  plan  to  sell  ratings  to 
fivestors,  s&P  will  apply  the  same 
iodel  it  uses  for  its  debt  ratings — 
lling  the  service  to  companies  in- 
tead.  The  idea  is  that  a  good  score 
ill  help  companies  attract  investors. 

But  success  will  be  far  from  a 
lam  dunk.  With  new  governance 
ules  already  on  tap  from  the  New 
'brk  Stock  Exchange  and  the  Sar- 
anes-Oxley  Act,  many  companies 
nay  view  a  rating  as  redundant, 
'ositive  rankings  may  be  suspect  be- 
ause  s&P  will  be  paid  by  the  compa- 
ies  it  ranks.  And  since  it  will  be  up 
o  those  companies  to  decide 
vhether  to  disclose  their  rankings, 
;'s  unlikely  that  lousy  scores  will  be 
ublicized,  at  least  initially.  Says 
'atrick  McGurn,  vice-president  for 
>roxy  adviser  Institutional  Share- 
lolder  Services,  which  provides  a 
imilar  service:  "The  fear  is  that  it's 
he  proverbial  tree  that  falls  in  the 
orest  and  no  one  hears  it." 
s&P  will  use  securities  filings,  in- 


terviews with  management  and  di- 
rectors, and  nonpublic  information 
such  as  board  minutes  to  generate 
scores  for  shareholder  rights,  disclo 
sure  practices,  and 
board  processes. 
The  l-to-10  rat- 
ings could  cost 
up  to  $100,000. 

Some  gover- 
nance advo- 
cates maintain 
that  giving  a 
client  the  pub- 
lishing option 
will  work  in 
s&p's  favor. 
Companies  will 
have  nothing  to 
lose  and  every- 
thing to  gain 
by  seeking  a 
ranking.  Insti- 
tutional in- 
vestors, mean- 
while, say 
they'll  pressure 
companies  to  obtain  a  rating  and 
make  it  public.  Says  Andrew  A. 
Davis,  president  of  Davis  Selected 
Advisors,  which  manages  $40  billion: 
"For  larger  companies  the  pressure 
to  bring  these  ratings  to  the  fore 
will  be  unbearable." 

In  recent  months,  a  stampede  of 
companies  have  been  developing 
their  own  rankings,  iss  began  rank- 
ing the  Russell  3000  in  June  and  now 
provides  ratings,  free  to  subscribers, 
on  9,000  companies.  Using  publicly 
available  data  and  company  input,  iss 


ranks  on  62  data  points — everything 
from  audit  fees  to  insiders  who  have 
side  deals  with  the  company.  The 
Corporate  Library,  Investor  Respon- 
sibility Research  Center,  and  Gover- 
nance Metrics  International  plan  to 
launch  similar  services. 

s&P  says  its  access  to  company  in- 
siders and  internal  documents  will 
make  for  a  more  nuanced  rating.  But 
some  critics  believe  the  client  rela- 
tionship may  taint  the  scores.  "Could 
[the  rating]  be  influenced  by  the 
fact  that  they're  being 
paid  by  the  compa- 
ny?" says  Peter  R. 
Gleason,  research 


director  at  the  National  Association 
of  Corporate  Directors.  "I  think  that 
is  a  question." 

Some  also  wonder  why  companies 
will  spring  for  a  governance  rating 
that,  unlike  some  bond  ratings,  are 
not  required  by  law.  But  clearly  s&p 
hopes  its  grades  become  a  kind  of 
Good  Housekeeping  Seal  of  Approval 
that  companies  can't  pass  up.  And  it 
is  counting  on  investors,  burned  time 
and  again,  to  insist  on  it. 

By  Louis  Lavelle  in  New  York,  with 
Amy  Borrus  in  Washington 


HOW  S&P  WILL 

MEASURE 

GOVERNANCE 

Data:  Standard  &  Poor's 


OWNERSHIP 


Who  owns  and  con- 
trols the  company? 
What  conflicts 
might  arise? 


SHAREHOLDERS      I  DISCLOSURE 


What  rights  do  own- 
ers have?  Are  there 
takeover  defenses  in 
place? 


How  well  is  finan- 
cial information  dis- 
closed? Are  auditors 
independent? 


BOARD 


Is  the  board  inde- 
pendent? Is  exec  pay 
aligned  with  share- 
holders' interests? 
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MERGERS 


REVENGE  OF 
THE  BOUTIQUE 
BANKS 

Small  firms  are  doing 
a  robust  business 


Robert  F.  Greenhill  is  a  rare  breed 
on  Wall  Street.  The  chairman  and 
founder  of  the  six-year-old  invest- 
ment banking  boutique  Greenhill  &  Co. 
is  hiring.  Most  of  his  big  rivals  are  fir- 
ing— chopping  more  than  11,000  jobs  so 
far  this  year.  Recently,  Greenhill  added 
20  more  bankers  to  his  roster,  bringing 
his  total  payroll  to  110.  What's  more, 
he  expects  the  firm  to  end  2002  with 
record  revenues.  "Business  is  terrific 
this  year,"  he  says. 

Sweet  revenge.  The  independent 
small  fry  who  earn  money  exclusively 
from  their  advice  and  gold-plated  con- 
nections once  thrived  in  the  lucrative 
merger  business.  Wasserstein  Perella 
was  a  power  broker  in  the  late  1980s, 
while  Lazard  Freres  and  Rothschild  had 
been  global  dealmakers  since  the  19th 
century.  But  by  2000,  they  looked  in 
danger  of  being  reduced  to  relics  of  the 
financial  services  industry,  as  jugger- 
nauts like  J.  R  Morgan  Chase  &  Co.  and 
Citigroup  aggressively  packaged  loans 
and  other  banking  services  to  win  deals. 
Now,  small  firms  are  in  vogue  again. 
They  have  advised  on  30%  of  the  merg- 
ers announced  so  far  this  year,  nearly 
double  their  15.9%  share  in  2000.  And 
it's  not  just  because  the  average  merger 
has  shrunk  to  $68  million — below  the 
radar  for  big  banks.  Large  companies 
often  team  boutiques  with  big  banks, 
even    hiring    them    as    sole    adviser. 


Lazard,  for  example,  was  one  of  two 
firms  that  advised  Pfizer  Inc.  on  its  $61 
billion  purchase  of  Pharmacia  Corp. — 
the  biggest  merger  announced  this  year. 
"The  death  knell  in  1999  and  2000  for 
independent  advisory  firms  was  wrong 
then,  and  it's  even  more  wrong  now," 
says  Gerald  Rosenfeld,  CEO  of  Roth- 
schild North  America  Inc.,  the  U.  S.  arm 
of  the  Anglo-French  Rothschild  Group. 
The  resurgence  of  the  small  fry  is 
easy  to  explain.  For  starters,  they 
haven't  been  tainted  by  conflict  of  in- 
terest and  scandal.  Because  they  didn't 
extend  loans  or  underwrite  scads  of  cor- 


A  Piece  of  the  Action 

Boutiques  have  muscled  into  the  big  deals  this  year,  stealing  market  share  from  the  megabanks 


BANK  !  DEAL 

LAZARD  |  Pfizer's  $61  biiiion  purchase  of  Pharmacia 

STEPHENS  |  Northrop  Gnimman's  $13  billion  purchase  of  TRW 

ROTHSCHILD  |  NTL's  $1 1  billion  sale  to  bond  holders 

GREENHILL  j  Burger  King's  $2.26  billion  sale  to  Texas  Pacific  Group 

P.J.  SOLOMON*  |  Lands'  End  $1.9  billion  sale  to  Sears  Roebuck 

*  Sole  adviser  Data:  Thomson  Financial 


30  '  " "  SHARE  OF  25  BIGGEST  U.S.  - 
M&A  DEALS  INVOLVING  SMALL, 
INDEPENDENT  FIRMS 
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Data:  Thomson  Financial 


porate  bonds  as  their  big  rivals  d 
they  also  don't  find  themselves  on  be 
sides  of  the  fence  in  restructuring  r 
gotiations — acting  both  as  creditors  a: 
advisers  to  debtors.  And,  unlike  Men 
Lynch  &  Co.  and  Salomon  Smith  Bt 
ney,  for  example,  the  boutiques  didn't 
sue  rosy  research  to  win  investme 
banking  business. 

Concerns  over  conflicts  are  part 
what  drove  Lands'  End  Inc.,  the  ma 
order  clothing  retailer,  to  choose  Ne- 
York-based  Peter  J.  Solomon  Co.  to  ha 
die  its  sale  to  Sears,  Roebuck  &  C 
for  $1.9  billion  last  May.  "[Big  bank 
wmmmmmmmmmmmmmm^  had  done  go< 
work  for  us,"  sa; 
Gary  Comer,  th< 
chairman  of  Lane 
End.  "But  you  < 
have  the  Chine; 
Wall  that  looks  lil 
Swiss  cheese  now 
Companies  al 
use  boutiques  as  i 
dependent  watc 
dogs  to  evalua 
top  investme: 
banks'  proposa 
and  give  broad 
advice  to  executiv 


•ANNOUNCED  DEALS 
THROUGH  OCT  16.2002 
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and  the  board.  For  example,  Dynegy 
Inc.,  the  natural  gas  and  power  compa- 
ny, confirmed  it  recently  asked  Greenhill 
for  advice  on  its  financial  situation 
though  it  wouldn't  go  into  details. 

Restructuring — managing  creditors, 
raising  money,  and  reorganizing  the  cap- 
ital structure — is  one  of  the  biggest 
sources  of  overall  M&A  these  days.  So 
the  independence  of  the  smaller  fry 
gives  them  a  valuable  edge  as  many  of 
the  deals  the  big  banks  orchestrated  in 
the  1990s — and  also  invested  in — turn 
sour.  "It  doesn't  make  a  lot  of  sense  to 
be  advised  by  the  same  people  you  are 
negotiating  against,"  says  Kenneth  Ja- 
cobs, deputy  chairman  of  Lazard.  "You 
pretty  quickly  realize  that  if  you  do 
what  the  banks  ask  you  to  do,  the  only 
people  who  will  get  anything  out  of  it 
are  the  banks." 

The  boutiques  have  another  advan- 
tage when  it  comes  to  restructuring: 
They  did  a  lot  of  such  work  for  small 
companies  in  the  early  '90s,  when  big 
banks  deserted  them.  Suddenly,  even 
marquee  corporations  are  wrestling  with 
the  same  problems  that  afflict  small  pri- 
vate companies,  such  as  having  trouble 
refinancing.  "We've  been  dealing  with 
this  for  years,"  says  Paul  C.  Hammer,  a 
senior  vice-president  at  Houlihan  Lokey 
Howard  &  Zukin,  which  hired  54 
bankers  this  year,  bringing  its  total 
number  to  303.  "We  understand  dra- 
matic drops  in  value  and  complex  deals." 
Houlihan  Lokey  was  one  of  two  advisers 
to  Trendwest  Resorts  Inc.  of  Redmond, 
Wa.,  which  Cendant  Corp.  agreed  to 
buy  for  $1  billion  in  April. 

Of  course,  the  bou- 
tiques' resurgence 
could  prove  to  be  a 
flash  in  the  pan.  Some 
bankers  argue  that 
because  there  are  so 
few  deals,  boutiques' 
recent  wins  look  more 


TURNING  THE  ARMS  INDUSTRY'S 
SCRAPS  INTO  GOLD 
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What  M&A  Drought? 


Defense  boutique  Quarterdeck 
is  cutting  deals 

DATE       PRICE*    DEAL 


9/02**$1 18    Sale  of  image-transmission 
equipment  maker  Wescam 


significant  than  they  ^kl?.?.!?.™.".!.^.?.!!?.. 


8/02      135 


8/02        69 


'Million 
"Announced 


really  are.  The  acid  9/02**  135 
test  is  how  they  per- 
form when  the  econo- 
my rebounds,  dis- 
tressed companies 
become  a  smaller  part 
of  the  merger  deal 
flow,  and  concerns 
about  conflicts  of  in- 
terest abate. 

Still,  the  niche  firms  have  no  qualms 
about  the  future.  "What  you're  seeing  is 
the  collapse  of  the  Wall  Street  merger 
machine  and  the  continuation  of  ours," 
says  Peter  J.  Solomon,  chairman  of 
Solomon.  So  far,  he  seems  to  be  right. 
By  Emily  Thornton  in  New  York 


Offering  of  Orbital 
Sciences  notes 


[hen  Jon  B.  Kutler 
left  investment 
bank  Wasserstein, 
Perella  &  Co.  to  start  a 
defense-industry  merger 
boutique  from  his  Bel 
Air  (Calif.)  living  room  a 
decade  ago,  clients  said 
he  was  nuts.  There  was 
no  prospect  of  mergers 
among  the  defense  titans, 
they  said.  Kutler,  a  10- 
year  Navy  vet,  thought 
otherwise.  He  saw  a  rich 
niche  in  the  scraps  of  a 
consolidating  industry. 

Turns  out  Kutler,  46, 
was  right.  Quarterdeck 
Investment  Partners 
LLC,  is  now  considered 
the  top  matchmaker  of 
aerospace,  defense,  and 
government  info-tech 
companies  in  the  $25  million  to  $500 
million  range.  There's  no  letup:  The 
industry  keeps  consolidating,  and  in- 
creased defense  spending  sparks  new 
interest  in  its  offshoots.  Quarterdeck 
expects  $27  million  in  revenue  this 
year  from  25  deals,  vs.  half  that 
amount  from  15  in  2001,  a  weak  year. 
The  firm  has  pushed  into  new  areas 
since  Jefferies  &  Co.,  a  small  invest- 
ment bank,  bought 
a  16.7%  stake  in 
2001.  They  have 
formed  a  joint 
venture  that  han- 
dled Orbital  Sci- 
ences Corp.'s  $135 
million  note  sale 
and  info-tech  com- 
pany ManTech  In- 
ternational Corp.'s 
$132  million  initial 
public  offering  this 
year. 

It's  a  tough 
niche.  Assets  are 
hard  to  price. 
Deals  can  founder 
on  environmental  liabilities  or  uncer- 
tainties over  Pentagon  contracts. 
Quarterdeck  also  has  competitors,  in- 
cluding Wachovia  Corp.  and  Los  An- 
geles based  Ban  ington  Associates. 
Meanwhile,  big  banks,  such  as  Credit 
Suisse  First  Boston  and  Merrill, 


BACK  AT  THE  HELM:  Quarterdeck's  Kutler 


Sale  of  two  Northrop 
Grumman  divisions  to  L-3 


Sold  Aegis  Research  to 
ManTech  International 


Data:  Quarterdeck  Investment  Partners, 
L-3  Communications 


Lynch  &  Co.,  now  keep  the  small 
deals  they  once  sent  Quarterdeck. 

Industry  execs  say  the  firm's  insider 
status  is  its  edge.  Staff  includes  ex-de-  • 
fense  company  CEOs,  engineers,  and 
lawyers.  Take  last  year's  sale  of  infor- 
mation-systems company  btg  Inc.  to 
Titan  Corp.,  another  info-tech  shop. 
btg  hired  Quarterdeck  to  write  the 
fairness  opinion  on  the  deal  it  had  ne- 
gotiated. But  Quarterdeck  told  btg's 
then-CEO  Edward  H.  Bersoff  that  the 
price  was  too  low.  Titan  upped  its  of- 
fer. Months  after  the  deal  closed, 
Bersoff  went  to  work  for  Quarterdeck. 

Even  those  who  sit  opposite  Quar- 
terdeck speak  well  of  it.  "[We  know^ 
we're  going  to  get  a  realistic  ap- 
proach to  life  and  not  a  lot  of  used- 
car  salesmen,"  says  Frank  C.  Lai 
ceo  of  L-3  Communications  Corp. 
Quarterdeck  is  representing 
Northrop  Grumman  Corp.  in  a  sale 
of  two  divisions  to  L-3  (table). 

Last  year,  however,  the  firm  hit 
shoals  after  Kutler  cut  back  his  role 
in  daily  operations.  So  he  took  the 
helm  again  this  year.  Kutler  says  he 
could  double  Quarterdeck's  size 
overnight.  But  then  he  would  have 
cut  back  when  the  cycle  turns  down. 
"I'm  not  looking  to  be  a  master  of  the 
universe,"  Kutler  says.  It  makes  for 
smoother  sailing. 

By  Stan  Crock  in  WashingtxM 
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Introducing 
KPMG  Consulting's  New  Name 

AND 

Era  Of  Empowerment. 
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We  have  done  more  than  just  change 
our  name.  We  have  chartered  a  new 
beginning.  An  era  of  empowerment. 
Which  positions  BearingPoint — formerly 
KPMG  Consulting — ready  to  assume  the 
lead  as  the  world's  most  influential  and 
respected  business  advisor  and  systems 
integrator.  But  while  we  have  changed 


ct 

(l 
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our  name  to  BearingPoint,  what  we  have 
not  changed  is  our  mindset — the  desire  to 
get  it  done.  And  get  it  done  right.  Our 
goal  is  to  be  on  everyone's  list.  At  the  top, 
of  course.  We  will  accomplish  that  goal 
the  same  way  we  have  operated  for  over 
100  years.  One  on  one.  With  practical 
know-how.  With  passion.  Delivering  to 


BearingPoint 

V_-J  Formerly  KPMG  Consulting 
Business  and  Systems  Aligned.  Business  Empowered." 


our  present  and  future  clients  more  than 
just  consulting.  By  helping  our  clients 
align  their  business  and  systems  to  achieve 
their  desired  goals.  Providing  the  right 
information  to  empower  their  business. 
Because  the  right  information  brings 
knowledge.  And  knowledge  is  power. 
Sharing  it  is  empowerment. 


STRATEGY   &  BUSINESS   PROCESS  |  CUSTOMER  RELATIONSHIP   MANAGEMENT  |  SUPPLY  CHAIN   MANAGEMENT  |   ENTERPRISE   SOLUTIONS 
INTEGRATION   SERVICES  |   INFRASTRUCTURE  SOLUTIONS  |   EMERGING  TECHNOLOGIES  I   MANAGED  SERVICES 
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RS   TRUST    YOU    TO    MAKE    YO 


WHO    DO    YOU    TRUST? 


The  UL  Mark  of  Safety  instantly  communicates  to  consumers,  retailers  and  regulatory  authorities  your  commitment  to  the  highest 
levels  of  safety.  They  know  that  by  choosing  the  market  leader  for  product  testing  and  certification,  you're  leaving  nothing  to 
chance.  More  than  64.000  manufacturers  share  tH'esame  trust  and  confidence  in  selecting  UL.  recognized  worldwide  for  both 
its  independence  and  integrity.  Since  1894.  UL  hajjpelped  companies  manage  risk  and  build     ^^^^ 


customer  loyalty.  Join  with  other  leading  safety-consc 
part  of  your  product  planning  and  development. 

www.  ul.com 


manufacturers  by  making  UL  an  integral 
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Working  for 
a  safer  world 


SPECIAL  ADVERTISING  SECTION 


The  insurance  industry  changed  for- 
ever on  September  11,  2001.  Even  now,  more 
than  a  year  later,  the  repercussions  are  still  being 
felt.  Tens  of  billions  of  dollars  in  unforeseen  pay- 
outs. Escalating  premiums  and  tightening  cov- 
erage restrictions.  And  only  partially  answered 
questions  about  what  to  do  if — or  when — an 
unexpected  catastrophe  like  the  terrorist  attacks 
of  September  1 1  were  to  occur  again. 

That  September  1 1  was  a  defining  moment  for 
the  industry  is  clear  from  the  statements  of  insur- 
ance industry  leaders  themselves.  Consider: 
»  Edmund  E  Kelly,  chairman,  president,  and 
CEO  of  Liberty  Mutual:  "While  it's  easy  to 
overstate  the  importance  of  a  given  year,  it's 
clear  that  2001,  without  a  doubt,  was  one  of 


the  most  significant  years  in  the  90-year  history 
of  our  company." 

»  Raimani  Ayer,  chairman,  president,  and  CEO 
of  The  Hartford:  "Successfully  managing  our 
company  through  a  turbulent  stock  market  and 
the  beginning  of  a  recession  was  challenge 
enough  through  the  first  eight  months  of  the 
year.  Then  came  the  morning  of  September  1 1. 
What  followed,  in  retrospect,  almost  made  those 
'normal'  challenges  seem  like  child's  play." 
»  Dean  R.  O'Hare,  chairman  and  CEO  of  The 
Chubb  Corporation:  "The  year  2001  will  live  in 
memory — for  the  world  in  general,  for  the  fami- 
lies of  the  victims  of  terrorism,  and  for  the  insur- 
ance industry.  For  the  attack  of  September  11th 
was  the  largest  catastrophe  in  insurance  history. . ." 


SPECIAL  ADVERTISING  SECTION 


ye  Recovery  Begins 
As  traumatic  as  those  events  have 
been  for  the  insurance  industry,  as  they 

have  been  for  America  as  a  whole,  the  industry  has 
in  fact  staged  a  remarkable  recovery.  In  its  review 
of  the  industry's  financial  results  for  the  first  half 
of  2002,  the  Insurance  Information  Institute  (III) 
could  report  a  statutory  rate  of  return  for  the  prop- 
erty/casualty industry  of  3.3%,  up  from  1.9%  dur- 
ing the  first  half  of  2001  and  a  marked  turnaround 
from  the  worst-ever  negative  2.7%  recorded  for  all 
of  2001.  Net  written  premium  growth  also  accel- 
erated to  12%  during  the  first  half  of  2002  com- 
pared to  a  rise  of  9.9%  one  year  before. 

Perhaps  even  more  surprising,  the  insurance 
industry  largely  survived  the  stock  market  decline 


CC  It  is  clear  that  the  terrorist  attack  will 
be  the  largest  single-event  loss  in  history.  ?? 


that  has  hurt  so  many  other  sectors  over  the 
past  12  to  18  months.  While  insurance 
industry  stocks  were  down  18%  in  the 
first  full  week  of  trading  following  Sep- 
tember 11,  the  industry,  according  to  III 
Chief  Economist  Robert  P.  Hartwig,  "fully 
recovered  those  losses  within  a  few  weeks.  In 
fact,  by  the  end  of  2001,  property/casualty 
insurance  stocks...  were  down  just  1.9%  for  2001, 
compared  to  declines  of  1 3%  in  the  Standard  & 
Poor's  500  Index  and  21%  in  the  Nasdaq." 
Individual  insurers,   by  and  large,  have 
weathered  the  storm  as  well.  In  the  wake  of 
the  $19.7  billion  in  losses  suffered  by  the 
industry  following  Hurricane  Andrew 
in  1992,    reminds    Paul   Kleindorfer, 
Wharton   professor   of  decision   sci- 
ences, eight  small  U.S.  insurers  went 
out  of  business.  In  contrast,  this  year — 
despite  losses  from  9/11  alone  estimated  at 
north  of  $40  billion — the  industry  seems 
poised  to  survive  virtually  in  toto.  Within 
weeks  of  the  events,  for  instance,  AM.  Best, 


the  principal  insurance  industry  ratings  organization, 
conducted  a  thorough  "stress  test"  of  the  financial 
effects  of  the  terrorist  attacks  on  460  affected  insur- 
ance companies,  and  re-aifirmed  the  pre-September 
1 1  ratings  for  the  vast  majority  of  them. 

A  Survival  Story 

How  did  the  insurance  industry 

survive  what  could  have  been  a  catastrophe 

of  even  greater  proportions  than  it  was?  The  first 
step  was  to  reassure  the  public  that,  despite  the 
magnitude  of  the  tragedy,  insurers  not  only  could 
but  would  be  able  to  compensate  the  victims  for 
their  losses.  Chubb's  Dean  O'Hare  notes  that,  on 
September  13,  his  firm  "became  the  first  insurer 
to  announce  that  terrorism  was  not  excluded 

under  our  policies,  that 
we  would  not  seek  to 
apply  the  war  risk  exclu- 
sion, and  that  we  had 
started    paying   claims 
immediately."    Other 
insurers  quickly  followed  suit,  a  collec- 
tive act,  says  O'Hare,  "that  helped  pre- 
vent a  financial  panic  [that]  might  have 
exceeded  the  financial  devastation  of 
the  attack  itself." 

But  there  was  another,  even  more  impor- 
tant factor.  Explains  the  Institute's  Hartwig: 
"The  fact  that  so  few  insurers  became 
insolvent  was  due  to  one  factor:  spread  of  risk. 
As  of  July  2002,  119  insurers  worldwide  had 
publicly  announced  exposure  to  the  attack." 
The  widespread  use  of  reinsurance  "was 
essential  to  this  spread  of  risk."  Gross  losses, 
before  adjusting  for  reinsurance  receivables, 
were  some  $27  billion.  "In  other  words,"  says 
Hartwig,  "approximately  $27  billion  in  reinsur- 
ance was  in  play  in  September  1 1  related  settle- 
ments." And  timing  also  tempered  the  costs.  Con- 
sulting firm  A.T  Kearney  estimates  that  only  1 5% 
of  the  total  $40  billion-plus  in  losses  were  paid  out 
in  2001,  and  just  35%  in  2002.  Some  15%  are 
expected  to  be  paid  in  2003,  with  the  remaining 
35%  to  be  paid  in  2004  and  beyond. 
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GENERRL  LIHBILITY         COMMERCIAL  BUTO  PROPERTY  WORKERS  COMP 


You  could  say  it's  our  obsession.  One  that's  kept 
teams  of  scientists  in  Hopkinton,  Massachusetts 
hard  at  work  since  1954.  It  was  then  that  the 
Liberty  Mutual  Research  Center  for  Safety  and  Health 
was  created  with  a  singular  mission:  to  help 
prevent  injury  and  illness  in  the  workplace. 
Today,  the  Research  Center  remains  the  only 
one  of  its  kind  and  is  considered  among  the 
world's  foremost  safety  institutions.  If  you  think 
that's  impressive,  consider  another  impressive 
achievement:  consistently  and  significantly 
improving  our  clients'  bottom  lines. 
Last  year,  for  instance,  our  programs  saved  them 
$200  million  and  250,000  disability  days,  while 
reducing  claims  by  16%.  But  that's  not  surprising. 
When  you  think  about  safety  as  much  as  we  do, 
good  things  usually  happen. 


To  learn  the  top  10  causes  of  workplace  injury  and  how  they  con  affect  your  bottom  line, 
visit  www.libertymutual.com/toplO.  Or  to  contact  a  representative,  call  1-800-4LIBERTY. 


Liberty 
Mutual. 
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The  Pricing  Challenge 
That  said,  the  insurance  industry 
awoke  on  the  morning  of  September  11 

already  facing  serious  challenges.  Well  before  that 
day,  notes  Hartwig,  "2001  was  shaping  up  to  be  a 
bad  year  for  catastrophic  losses."  Tropical  Storm 
Allison,  which  struck  Texas  in  June,  was  the  most 
expensive  natural  disaster  of  2001,  costing  insur- 
ers $2.5  billion.  Overall,  according  to  the  Insurance 
Services  Offices,  non-terrorism  catastrophe-related 
losses  totaled  $7.5  billion  in  2001,  placing  the  year's 
results  well  above  the  $4.3  billion  in  similar  loss- 
es for  all  of  2000. 

The  industry  was  also  experiencing  other 
unprecedented  increases  in  costs: 
»  Mold  claims  rose  to  $9  billion  in  2001,  with  the 
cost  of  such  claims  in  Texas  alone  climbing  by  560%. 
»  Asbestos  claims,  which  had  declined  for  sever- 
al years,  are  now  rising  at  an  annual  rate  of  15%  to 
20%,  and  could  cost  the  industry  as  much  as  $65 
billion,  according  to  A.M.  Best. 
»  Arson  costs,  while  now  total  $1.5  billion  per  year, 
are  rising  by  some  5%  annually. 

According  to  Tillinghast  ana- 
lysts, the  health  insurance  sector 
should  be  the  least  directly  affect- 
ed, with  September  1 1  losses  hav- 
ing "a  minimal  direct  effect  on  the 
sector..."  For  instance,  First  Health,  a  leading  U.S. 
health  insurer,  was  able  to  report  earlier  this  year 
that,  despite  the  terrorist  attacks,  the  company  in 
2001  "enjoyed  the  best  year  [financially]  in  its  two- 
decade  history. 

Yet  the  industry's  most  serious  problem  appears 
to  be  one  of  its  own  making:  underpricing.  The 
Insurance  Information  Institute  notes  in  its  2001 
year-end  report  that  "the  cost  of  managing  risk  for 
U.S.  corporations  plummeted  by  42%  between  1992 
and  2001.  While  some  of  the  decrease  in  the  cost  of 
commercial  insurance  over  this  period  was  justified 
in  light  of  improved  fundamentals  (e.g.,  falling  med- 
ical inflation,  decreasing  claim  frequencies  and  sever- 
ities in  some  lines,  etc.),  at  some  point  the  pricing 
and  underwriting  cart  got  ahead  of  the  horse."  For 
a  time,  steeply  rising  stock  and  bond  markets  "kept 


the  cart  reasonably  close,"  but  when  investments  fal- 
tered and  fundamentals  once  again  began  to  dete- 
riorate, "the  full  impact  of  years  worth  of  chronically 
underpriced  business  left  the  insurance  horse  with 
years  of  catching-up  to  do." 

Restoring  Financial  Strength 
Like  a  sharp  student,  the  insurance 

industry  has  learned  from  its  mistakes 

quite  quickly.  Brian  Melas,  senior  vice  president  for 
commercial  markets  at  Liberty  Mutual,  explains 
that  "the  events  of  9/1 1  were  obviously  a  wakeup 
call  for  the  insurance  industry  that  no  one  had 
contemplated.  The  volume  of  the  losses — and  the 
concentration  of  exposure — will  cause  the  indus- 
try to  fundamentally  rethink  the  way  it  does  busi- 
ness in  the  future." 

Much  of  that  rethinking  is  already  underway. 
The  Second  Quarter  2002  report  of  the  Council 
of  Insurance  Agents  +  Brokers,  an  insurance  indus- 
try research  group,  observed  that  commercial  insur- 
ance rates  had  risen  across  various  lines  by  20%  to 


CC  A  loss  of  this  magnitude  will  test  the 
industry  in  a  manner  not  seen  before.  53 


as  much  as  50%  since  September  11.  The  Insur- 
ance Information  Institute  reached  similar  findings, 
concluding  that  the  cost  of  risk  rose  by  an  esti- 
mated 15%  in  2001  and  by  30%  during  the  first 
half  of  2002.  Approximately  one-half  of  the  pre- 
mium increases  have  been  the  result  of  increased 
terrorism  risk  and  some  one-half  due  to  other  fac- 
tors that  pre-date  9/11,  like  rising  medical  infla- 
tion and  growing  jury  awards.  In  any  event,  says 
the  Institute  report,  "insurers  are  accomplishing 
exactly  what  they  set  out  to  do  two  years  ago:  put 
their  underwriting  houses  in  order  and  restore 
rationality  in  pricing." 


Web  Sites  To  Watch 


www.chubb.com 

www.firsthealth.com 

www.iii.org 


www.libertymutual.com 

www.swissre.com 

www.ul.com 
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phone  number.  Real  people.  24  hours  a  day. 

learn  more  about  choosing  First  Health,  talk  to  your  employer  or  visit  www.firsthealth.com 


9  First  Health. 
True  to  life?" 
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the  company  could  report  "a  significant  improve- 
ment in  [our]  core  property  and  casualty  reinsur- 
ance business  in  first-half  2002,"  largely  as  a  result 
of  more  realistic  premium 
pricing.  Chubb's  reinsur- 
ance unit  likewise  "will  like- 
ly grow  at  triple-digit  rates," 
according  to  Chubb's  CEO 
Dean  O'Hare. 

These  experiences  have  been  replayed  widely 
throughout  the  industry.  Notes  the  Ill's  Robert 
Hartwig,  "Industrywide,  investor  clearly  recognize 
that  insurance  companies  are  solvent,  are  able  to 
pay  all  claims  stemming  from  September  11,  and 
are  taking  steps  to  adapt  to  a  very  different  envi- 
ronment in  the  aftermath  of  the  attacks — includ- 


ing raising  prices,  reducing  exposure,  and  tight- 
ening underwriting  standards  to  reflect  the 
increased  risk  they  face.  These  efforts,"  he  con- 


CC  The  insurance  industry  has  responded  well 
in  recovering  from  the  effects  of  9/11  55 


eludes,    "will   help   assure   the   preservation   of 
insurers'  long-term  financial  strength."  * 

For  more  information  on  Special  Advertising  Section 
opportunities  please  contact  Stacy  Sass  McAnulty,  Director, 
Worldwide  Special  Advertising  Sections.  Tel:  212  512-6296 
email:  stacy_sass-mcanulty@businessweek.com 
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Managing  Exposures  to  Extreme  Events 


tL  core  business  model  of  the 
!  IW  insurance  industry  involves 
compensating  customers  for  concentrated, 
point-in-time  losses,  and  so,  in  the  most 
basic  sense,  responding  to  the  unprece- 
dented insurance  payouts  of  2001  should 
require  little  more  than  adjustments  in 
degree.  But  the  terrorist  attacks  of  Sep- 
tember 1 1  were  distinguished  from  previ- 
ous disasters  not  just  by  magnitude,  but  by 
their  sheer  unpredictability. 

Addressing  such  unpredictability  is  not 
an  entirely  new  problem,  however.  Accord- 
ing to  Imelda  Y.  Powers,  a  principal  at  Tow- 
ers Perrin  Reinsurance  in  Philadelphia, 
until  the  early  1990s,  insurers  "lacked 
quality  exposure  data  to  evaluate  loss 
potential  from  natural  catastrophes." 
Previously,  most  insurance  companies 
had  tracked  only  aggregate  insured 
amounts  by  broad  geographical  zones  But 
following  Hurricanes  Hugo  and  Andrew 
and  the  Northridge  earthquake,  she  says, 
insurers  began  to  build  detailed  property 
exposure  databases  of  individual  risk  loca- 
tions, to  the  point  that  many  insurers  now 
know  the  exact  street  addresses  of  their 
most  significant  policy  risks. 


The  industry's  primary  challenge  now  lies 
in  applying  similar  methods  to  seemingly  less 
predictable  occurrences  like  terrorist  attacks 
and  other  natural  disasters.  While  some  risks 
of  this  type  are  obviously  beyond  any  rea- 
sonable estimation,  even  the  unpredictable, 
says  Powers,  can  be  brought  into  clearer 
view  through  such  common-sense  steps  as 
pinpointing  more  precisely  the  likeliest 
geographical  locations  of  loss  and  devel- 
oping more  sophisticated  loss  estimation 
models  Innovations  like  these  then  can  "pro- 
vide insights  into  the  values  of  various  loss 
control  methodologies  such  as  security  pro- 
cedures for  urban  buildings  and  nuclear 
power  plants  and  built-in  control  process- 
es to  minimize  human  errors." 

One  particularly  critical  initiative  is  busi- 
ness continuity  planning.  Into  the  mix  of  tra- 
ditional techniques  like  crisis  management 
training  and  emergency  communications 
procedures  the  events  of  September  1 1 
vividly  demonstrated  the  importance  of 
more  modem  continuity  safeguards,  like  the 
use  of  Internet-based  business  applications 
and  off-site  data  hosting  and  storage.  Also, 
the  pre-September  1 1  reliance  on  e-business 
•ations  like  customer  relationship 


management  software  enabled  insurers,  in 
the  wake  of  the  crisis,  to  easily  and  quick- 
ly compile  data  that  helped  them  to 
understand  where  their  exposure  lay  in 
order  to  expedite  the  payout  of  claims 

Pre-planning  through  emergency  drills 
also  can  be  vital  in  minimizing  the  loss  of 
life.  Notes  Liberty  Mutual  senior  vice  pres- 
ident Brian  Melas:  "Many  of  the  compa- 
nies that  succeeded  in  getting  employees 
out  of  the  World  Trade  Center  had  worked 
diligently  ahead  of  time  to  develop  and 
practice  evacuation  plans."  Other  com- 
monsense  kinds  of  preparation  can  help 
reduce  property  damage  as  well,  which  is 
one  reason  why  hurricane-prone  Florida  in 
1 998  adopted  new  building  codes  requir- 
ing storm  shutters  or  impact-resistant  glass 
and  why  the  California  Earthquake  Author- 
ity has  developed  a  loss-prevention  pro- 
gram designed  to  make  thousands  of 
homes  more  earthquake-proof. 

In  the  end,  says  Powers,  an  insurance 
company's  success  or  even  survival  "may 
depend  on  how  well  the  company  can  man- 
age extreme  event  risks"  The  development 
and  implementation  of  protections  like  those 
just  described,  she  says,  "is  now  essential." 
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Life  is  too  short  to  worry  about  your  possessions. 
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L'Espace  Affaires-Business  class.    Treat  yourself  to  a  few  hours  of  well-beii 

Generous  seats,  personal  video  screens,  gourr 

meals  and  incomparable  service. 

Reservations:  (800)  237-2747  or  www.airfrance.com> 
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Mutual  Funds 


Time  to  Squeeze  Those  Lemons? 

Tax  benefits  alone  may  make  it  a  good  idea  to  sell  your  worst  mutualfunds 
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BY  LEWIS  BRAHAM 


Taxes  aren't  the 
only  reason  to 
sell.  If  a  fund 
underperforms 
others  in  its  group 
for  a  good 
stretch,  it's  likely 
to  continue 
doing  so 


BusinessWeek  i mlint 


For  more  on  which  funds  to 
sell,  see  the  Oct.  28  issue 

of  BusinessWeek  at 
www.businessweek.com 


Thousands  of  mutual  funds  have  performed 
terribly  in  this  long  bear  market,  yet  many 
investors  continue  to  hold  on  for  dear  life. 
But  letting  go  of  your  losing  funds  and 
reaping  the  tax  benefits  is  one  way  to  turn 
your  lemons  into  lemonade.  By  selling,  you 
realize  capital  losses  that  reduce  your  cap- 
ital-gains tax  bill.  If  you  don't  have  any  gains, 
you  can  still  write  off  $3,000  of  losses  against 
your  income  and  carry  the  rest  forward  to  nullify 
gains  in  future  years.  Even  if  you  like  a  fund, 
you  can  buy  it  back  31  days  after  selling  it;  the  In- 
ternal Revenue  Service  will  allow  the  write-off. 

Taxes  aren't  the  only  reason  to  sell.  "Poor  per- 
formers are  often  likely  to  continue  to  lag  their 
peers,"  says  Mark  Riepe,  senior  vice-president  of 
the  Schwab  Center  for  Investment  Research.  Ac- 
cording to  a  study  Riepe  conducted,  investors 
who  dump  a  fund  after  one  year  of  lagging  other 
funds  with  the  same  investment  style  outperform 
those  who  buy  and  hold  the  laggard  for  three 
years.  The  key  is  that  you  don't  just  sell  and 
move  to  a  money-market  fund.  You  purge,  say, 
your  lousy  large-cap  growth  fund  and  replace  it 
with  a  better  one.  Of  course,  you  need  to  factor  in 
trading  costs  and  sales  charges  before  making 
this  decision. 

Before  you  take  the  final  step  to  sell,  you  must 
decide  whether  the  fund's  underperformance  is 
acute  or  chronic.  "Any  fund  can  have  a  bad  quar- 
ter, which  can  throw  off  the  whole  year,"  says  fi- 
nancial planner  Louis  Stanasolovich  of  Legend 
Financial  Advisors  in  Pittsburgh.  Stanasolovich 
will  put  a  fund  on  a  "watch  fist"  to  sell  only  after 
it  underperforms  its  peers  for  three  straight  quar- 
ters. If  the  fund  continues  to  lag  in  the  next  three 
quarters,  he  dumps  it. 

A  screen  run  by  Morningstar  of  $500  million- 
plus  funds  that  have  lagged  for  the  past  three 
quarters  found  186  possible  sells.  The  worst  lag- 
gards are  displayed  in  the  table  to  the  right.  Since 
this  is  the  second  time  BusinessWeek  has  compiled 
this  list  (May  14,  2001),  some  familiar  names 
cropped  up — Putnam  otc  Emerging  Growth,  Fi- 
delity Aggressive  Growth,  Putnam  Voyager  II, 
rs  Emerging  Growth.  "I'm  almost  embarrassed  to 
beat  up  on  Putnam  otc  Emerging  Growth,"  says 
Roy  Weitz,  publisher  of  FundAlarm.com.  "It  has 
been  on  sell  lists  for  years."  Assets  are  $1.6  billion, 
down  from  $15  billion  in  1999. 

The  list  has  some  notable  newcomers.  The 
largest  were  the  $53  billion  Fidelity  Magellan 
Fund,  which  lagged  the  average  large-cap  blend 
fund  by  3.2  percentage  points  over  the  past  three 
quarters,  and  the  $16  billion  Vanguard  Windsor 


Fund,  which  trailed  the  large-cap  value  categoi 
by  6.4  percentage  points.  These  losses  are  prob. 
bly  not  great  enough  to  warrant  an  immediate  se 
But  funds  like  mfs  Mid-Cap  Growth  and  Whit 
Oak  Growth  Stock  Fund,  which  are  trailing  the 
peers  by  28.1  and  21.3  percentage  points,  respe 
tively,  are  candidates  for  dumping.  Most  surprisir. 
was  Vanguard  Capital  Opportunity,  which  has 
solid  long-term  record  but  lagged  its  peers  b 
18.1  percentage  points.  "We  have  no  excuses 
says  portfolio  manager  Theo  Kolokotrones.  ")rV 
were  premature  moving  into  the  tech  space,  thinl 
ing  there  would  be  a  recovery." 

In  his  defense,  White  Oak  portfolio  manage 

Lagging  Their  Peers 

Few  mutual  funds  have  per- 
formed well  in  the  bear  mar- 
ket, but  these  funds  have  done 
even  worse  when  compared 
with  similar  funds.  You  might  con- 
sider selling  them  if  you  own  them. 


FUND /SYMBOL 


DREYFUS  MIDCAP  VALUE  DMCVX 


FIDELITY  AGGRESSIVE  GROWTH  FDEGX 


ht 


MFS  MID-CAP  GROWTH  A  0TCAX 


mth 


FIRSTHAND  TECHNOLOGY  VALUE  TVFQX 


pool 


VANGUARD  PRECIOUS  METALS  VGPMX 


WHITE  OAK  GROWTH  STOCK  W0GSX 


RS  EMERGING  GROWTH  RSEGX 


VANGUARD  CAPITAL  OPPORTUNITY  VHCOX 


RS  DIVERSIFIED  GROWTH  RSDGX 


INVESCO  GROWTH  INV.  FLRFX 


JOHN  HANCOCK  LARGE  CAP  EQUITY  A  TAGRX 


OPPENHEIMER  QUEST  BALANCED  VALUE  A  QVGIX 


SALOMON  BROTHERS  CAPITAL  0  SACPX 
BEAR  STEARNS  S&P  STARS  A  BSPAX 
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ALLIANCE  BOND  CORPORATE  BOND  A  CBFAX 
VANTAGEPOINT  AGGRESSIVE  OPPORTUNITIES  UPAOf 

*The  funds'  total  return  relative  to  similar  funds  over  the  three  quarters  er 
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Oelschlager  says  the  fund  is  more  concen- 
:ed — has  fewer  stocks  but  more  shares  of 
Ti — than  other  large-cap  growth  funds,  making 
lore  volatile  on  the  upside  and  downside.  "Con- 
trated  funds  tend  to  do  better  than  their  peers 
m  the  market's  up  and  worse  when  it's  down," 
says.  Roland  Gillis,  who  runs  Putnam  otc 
erging  Growth,  also  blames  the  fund's  lag  on  a 
•e  "aggressive"  investment  style — taking  posi- 
s  in  more  risky  stocks  than  its  peer  group. 
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Still,  other  concentrated  large-  growth  funds,  such 
as  Marsico  Focus  and  Bramwell  Focus,  and  other 
aggressive  funds,  such  as  ssgA  Aggressive  Equity 
Fund,  have  outperformed  these  two  funds  and 
their  peers  despite  the  bear  market. 

Some  funds  genuinely  don't  fit  in  their  cate- 
gories and  may  deserve  a  stay  of  execution. 
Vanguard  Precious  Metals  Fund  has  historically 
invested  a  large  percentage  of  its  assets  in  plat- 
inum producers.  Most  other  funds  in  the  pre- 
cious-metals group  focus  mainly  on 
gold.  Now  that  gold  stocks  are  in 
vogue,  Vanguard's  fund  is  lagging, 
but  its  long-term  record  is  among 
the  best  in  the  group. 

If  you  are  ready  to  sell  a 
fund,  decide  ahead  of  time  what 
you  plan  to  buy  in  its  place.  You 
could  use  Morningstar.com's  star 
ratings  as  a  guide.  The  firm 
rates  mutual  funds  from  five 
\      stars  down  to  one  based  on 
how  well  they've  per- 
formed on  a  risk- 
adjusted     basis 


'Tax-Shelter'  Funds 

These  mutual  funds  are  all  down 
but  are  highly  rated  against  their 
peers.  They  have  significant  losses 
on  their  books  that  can  be  used  to 
shelter  future  gains  when  the  stock 
market  picks  up. 


RETURN  VS. 
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AVERAGE 
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-28.7% 
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-28.5 
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Technology 
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Precious  Metals 
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-21.3 
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Data:  Morningstar 

CAPITAL  FUND  /  SYMBOL 

CATEGORY 

GAINS 
EXPOSURE* 

MORNING- 
STAR 
RATING 

FIDELITY  SELECT  ELECTRONICS  FSELX 

Technology 

-213.2% 

4 

KINETICS  INTERNET  WWWFX 

Technology 

-145.2 

5 

PBHG  LARGE-CAP  GROWTH  PBHLX 

Large-cap  Growth 

-113.1 

4 

ICON  INFORMATION  TECHNOLOGY  ICTEX 

Technology 

-103.1 

5 

MFS  UTILITIES  MMUFX 

Utilities 

-108.0 

4 

JANUS  OLYMPUS  JAOLX 

Large-cap  Growth 

-107.4 

4 

GABELLI  GLOBAL  TELECOMMUNICATIONS  GABTX 

Telecom 

-102.1 

4 

TEMPLETON  DEVELOPING  MARKETS  TEDMX 

Emerging  Markets 

-88.1 

4 

ING  INTL.  SMALL-CAP  GROWTH  NAPBX 

Foreign  Stock 

-82.4 

4 

FREMONT  U.S.  MICRO-CAP  FUSMX 

Small-cap  Growth 

-73.7 

4 

WADDELL  &  REED  ACCUMULATIVE  UNACX 

Large-cap  Blend 

-69.8 

5 

FIDELITY  CONTRAFUND  II  FCONX 

Large-cap  Blend 

-67.3 

4 

NAVELLIER  MID-CAP  GROWTH  NPMDX 

Mid-cap  Growth 

-64.8 

4 

SCHWAB  INTL.  MARKETMASTERS  SWOIX 

Foreign  Stock 

-61.4 

5 

CONSECO  EQUITY  CEYAX 

Mid-cap  Growth 

-54.5 

5 

MFS  NEW  DISCOVERY  MNDAX 

Small-cap  Growth 

-54.5 

4 

'Losses  as  a  percentage  of  current  assets.  Based  on  most  recent  financial  reports;  ratings  as  of  Sept.  30,  2002. 


Data:  Morningstar 
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Mutual  Funds 


versus  their  peers.  So  if  you  want  to 
dump  White  Oak  Growth  Stock,  which 
sports  a  two-star  rating  in  the  large- 
cap  growth  category,  you  could  re-    — 
place  it  with  Jensen  Fund,  which  re- 
ceives five  stars  in  the  same  group. 

Investors  in  taxable  accounts  should  take 
their  analysis  of  potential  replacements  a  step 
further.  Mutual  funds  have  realized  huge  losses 
in  the  bear  market,  but  the  law  doesn't  allow 
them  to  pass  the  losses  on  to  shareholders.  In- 
stead, the  losses  remain  with  the  fund,  and  the 
manager  can  apply  them  to  future  gains.  That  al- 
lows the  fund  to  avoid  making  taxable  distribu- 
tions when  the  market  rebounds. 


Of  course,  you  don't  want  to  buy  jJ 
any  fund  with  losses.  The  key  is] 
find  a  good  one  that  has  suffered 
cause  of  the  market  slide.  The  tal 
(page  119)  fists  funds  with  large  losses 
their  books  that  have  received  at  least  fci 
stars  from  Morningstar.  The  statistic  knof 
as  capital-gains  exposure  measures  what 
centage  of  a  fund's  current  assets  are 
When  this  figure  is  negative,  as  it  is  for 
funds  now,  the  fund  has  losses.  Some  highly 
funds  such  as  Janus  Olympus  and  Kinetics  Int| 
net  have  losses  in  excess  of  their  current  ass 
They  won't  be  making  any  capital  gains  distril) 
tions  for  a  long  time. 


THE  ART  OF  SELLING  YOUR  LOSERS 


BY  LEWIS  BRAHAM 


Dump  it.  Write  it  off.  Selling  a  stock  or  mu- 
tual fund  to  realize  tax  losses  is  the  only 
way  to  profit  from  your  pain  in  the  bear 
market.  But  your  exit  strategy  can  vary 
greatly  depending  on  whether  your  out- 
look for  a  stock  or  mutual  fund  is  positive  or 
negative.  You  also  must  figure  out  how  long 
you've  held  the  security  you're  about  to  sell. 

If  you  still  like  a  stock  or  fund  but  want  to 
realize  losses,  the  tax  code  says  you  must  wait 
31  days  after  selling  to  buy  it  back  or  forfeit 
your  write-off.  But  what  if  the  security  you 
sold  rallies  in  those  31  days?  Then  you've 
missed  some  upside.  You  have  two  strategies 
for  avoiding  this:  substitution  and  doubling  up. 

With  substitution,  you  buy  a  stock  or  fund 
similar  to  the  one  you've  sold  and  hold  it  for 
the  31  days,  then  sell  it  and  buy  back  your 
original  holding.  So  if  you  dump  Intel  shares, 
but  want  to  stay  invested  in  microchips,  you 
could  buy  shares  of  rivals  Advanced  Micro 
Devices  or  STMicroelectronics. 

You  could  also  substitute  with  an  ex- 
change-traded fund  (etf)  that's  heavily  in- 
vested in  the  stock.  If,  say,  you've  lost  money 
on  erstwhile  biotech  darling  Amgen,  you  could 
sell  it  and  buy  the  iShares  Nasdaq  Biotechnol- 
ogy Index  Fund,  which  has  24%  of  its  assets 
in  Amgen.  Replacing  funds  with  etfs  also 
works,  but  be  careful  the  overlap  between 
the  sold  fund's  and  the  etf's  portfolios  doesn't 
exceed  70%,  or  the  Internal  Revenue  Service 
may  disallow  the  write-off. 

Doubling  up  on  your  stake  in  a 


P 


fallen  security,  then  selling  the  shares  with 
losses  after  31  days  is  a  good  strategy  if  youl 
bullish  about  its  prospects.  "The  sell  and  buy 
decisions  depend  very  much  on  how  importai  | 
the  stock  is  to  your  overall  portfolio,"  says 
David  Stein,  chief  investment  officer  of  Seatt 
based  Parametric  Portfolio  Associates,  which  I 
focuses  on  tax  strategies.  He  keeps  stock  poe 
tions  below  5%  of  portfolios.  So  doubling  up  i 
a  stock  that  has  fallen,  say,  50%  and  now  has. 
2.5%  weighting  doesn't  expose  clients  to  mor 
risk  than  they  signed  up  for.  But  if  you  have< 
big  position,  you  may  want  a  substitute. 

Timing  your  sales  is  crucial.  If  your  stock 
has  appreciated,  it's  usually  better  to  sell  aft 
you've  held  it  at  least  a  year,  because  the  ga  l 
are  taxed  at  a  20%  rate.  Selling  before  a  yea  | 
yields  short-term  gains,  which  are  taxed  as  i 
come,  usually  at  a  much  higher  rate.  As  a  ra 
suit,  short-term  losses  are  more  valuable  tha 
long-term  ones,  because  they  can  offset  short] 
term  gains.  So  if  you  have  a  losing  position, 
sell  it  before  it  turns  a  year  old. 

Generally,  it's  best  to  sell  your  highest-cos  I 
shares  first,  so  you  can  garner  the  biggest  loj 
This  is  a  style  of  selling  called  Highest- In- 
First-Out,  or  hifo.  But  it  sometimes  makes 
sense  to  sell  shares  with  a  lower  cost  basis, 
you  own  stock  or  fund  shares  with  an  averag 
cost  of  $15,  which  you've  held  for  two  years,  \ 
and  shares  at  $14,  which  you've  held  for  six    j/^Pj 
months,  it  may  be  better  to  sell  the  $14  shar  ■ 
first  because  you  can  realize  a  short-term  los 
and  apply  it  against  a  short-term  gain. 

To  squeeze  the  largest  deduction  out  of  yo 
sales,  keep  track  of  the  time  and  cost  per 
share  of  each  purchase.  That  may  require  a 
software  package  such  as  Quicken  2003  or  a 
broker  such  as  Fidelity  Investments,  which 
tracks  different  tax  lots  for  you.  Before  mak 
the  trade,  notify  your  broker  which  lot  of 
shares  you're  selling  and  ask  for  paper  confii 
mation  of  the  sale.  As  with  any  financial  info 
the  irs  may  comb  through  one  day,  make  sir 
your  records  are  as  thorough  as  possible. 


I 
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XEON 


^server 


Winning  with  Linux8  and  Intel?  Online  diversified  financial  services  company  E*TRADE 
Group,  Inc.,  has  just  installed  90  IBM  (©server  xSeries™  servers  running  Linux  to  support  their 
ETRADE  Financial  Web  site.  Why?  Ease  of  use  and  Linux  driven  affordability  and  scalability. 
Select  xSeries  models  feature  the  Intel  Xeon™  processor  to  give  you  superior  performance 
and  cost-effectiveness. To  receive  a  complimentary  IDC  white  paper  on  how  to  reduce  TCO 
with  Linux,  head  over  to  ibm.com/eserver/etrade  /^\  /  .  j,  «->     . 


Tibers  and  results  reported  are  from  customer  sources.  This  customer  example  is  intended  as  an  illustration  only.  Costs  and  results  obtained  in  other  customer  environments  will  vary  depending, 
3  other  things,  on  individual  customer  configurations  and  conditions.  IBM,  the  e-business  logo,  e-business  is  the  game.  Play  to  win  and  xSeries  are  trademarks  or  registered  trademarks  of 
ational  Business  Machines  Corporation.  Unux  is  a  registered  trademark  of  Linus  Torvalds.  Intel,  the  Intel  Inside  logo  and  Xeon  are  trademarks  or  registered  trademarks  of  Intel  Corporation  or  its 
lianes  in  the  United  States  and  other  countries.  Other  company,  product  and  service  names  may  be  trademarks  or  servce  marks  of  others.  6  2002  IBM  Corporation.  All  nghts  reserved. 


Stock  Options 


The  Imperfect  Science 
Of  Valuing  Options 

There's  no  one  way  to  figure  how  they  affect  earnings 


BY  HOWARD 
GLECKMAN 


In  the  face  of  heavy  investor  and  political  pres- 
sure, scores  of  companies  will  soon  disclose 
what  stock  options  mean  for  their  bottom 
lines.  Expensing  options — treating  them  just 
like  cash  compensation — is  supposed  to  shine  a 
light  on  their  true  cost.  But,  in  reality,  it  may 
leave  hapless  investors  blinded  by  a  fog  of  in- 
comprehensible calculations. 

That's  because  the  way  companies  value  op- 
tions is  an  inexact  science  at  best.  Current  ac- 
counting rules  give  them  great  flexibility  in  valu- 
ing such  compensation,  and  that's  not  expected  to 
change  when  the  Financial  Accounting  Stan- 
dards Board  writes  new  rules  later  this  year. 
But  just  how  a  business  chooses  to  crunch  the 
numbers  could  have  a  huge  impact  on  how  op- 
tions affect  reported  profits.  Indeed,  a  company 
expensing  options  on  a  $100  stock  could  reason- 
ably report  a  hit  ranging  from  as  little  as  $18.68 
per  option  to  as  much  as  $59.35. 


Why  It's 
So  Hard 
To  Nail 
Down  the 
Cost  of 

VOLATILITY  How  much  will  the  underlying  stock  price 
fluctuate  over  the  next  decade?  It's  the  most  important 
assumption  to  make — and  the  toughest  to  forecast. 

INTEREST  RATES  Another  big  unknowable,  yet  rate 
changes  are  key. 

DIVIDENDS  Will  the  stock  pay  a  dividend  during  the  life 
of  the  option,  and  how  much? 

EMPLOYEE  BEHAVIOR  How  long  will  recipients  hang  on 
before  cashing  in?  How  many  will  forfeit  options? 

As  a  result,  it  will  be  nearly  imp 
sible  for  investors  to  know  if  a  com  I 
ny  is  lowballing,  or  to  compare 
tions  costs  among  different  compan^ 
People  "are  going  to  get  irrelevant 
formation  that  they'll  use  incorrectll 
says  David  Hilal,  a  managing  direcl 
at  investment  banking  firm  Friedm[ 

Billings,  Ramsey.  "[Companies]  will  come 
with  numbers  that  will  be  completely  wrong.  I 

To  understand  the  problem,  let's  walk  throil 
a  few  basics.  Companies  that  choose  to  expeil 
options  will  do  so  at  the  time  they  are  grant  [ 
But  those  options  won't  be  exercised  for  yeal 
So  businesses  have  to  figure  out  how  muchf 
reduce  earnings  today  to  reflect  the  cost  of  sor| 
thing  that  won't  be  an  actual  expense  until  sc 
future  date. 

Options  usually  can't  be  exercised  by  empl«| 
ees  for  at  least  three  to  five  years  and  gener 
expire  after  10  years.  During  that  time,  the 
pan/s  stock  will  rise  or  fall — or  both.  It  may  jl 
a  dividend.  Some  managers  may  quit  before  til 
cash  in  their  options.  Others  may  exercise  \ 
soon  as  they  are  eligible,  while  others  may  h<| 
on.  Mark  Rubenstein,  a  finance  professor  at  t| 
University  of  California  at  Berkeley,  says  tlf 
some  models  used  to  value  options  require; 
many  as  16  separate  assumptions. 

Rubenstein  found  that  by  adjusting  just  a  f  | 
key  variables  such  as  stock  price  volatility  f 
interest  rates,  he  could  produce  huge  different 
in  costs  and,  therefore,  in  the  amount  a  compaj 
would  have  to  trim  earnings.  In  one  test,  Rubl 
stein  found  the  value  of  an  option  for  a  theor| 
ical  $100  stock  ranged  from  $18.68  to  $36.32. 

Today,  most  businesses  use  a  mathematij 
model  called  the  Black-Scholes  method  to  va 
options.  But  Black-Scholes  was  designed  to  prl 
exchange-traded  options,  not  employee  stock  <| 
tions,  for  which  there  is  no  market.  Some  co 
panies  try  to  improve  Black-Scholes  by  adjust 
their  estimates  to  account  for  such  factors  | 
how  long  execs  hang  on  to  options. 

Another  way  to  calculate  option  expense! 
called  the  binomial  tree  model.  This  uses  a  c| 
ferent  mathematical  formula  and  requires  mC 
assumptions.  Those  who  champion  the  binor 
model  say  it's  more  sensitive  to  the  variab| 
and  arguably  more  accurate. 

As  it  turns  out,  there  can  be  a  huge  differer 
in  value  if  a  company  uses  this  method  rati1 
than  Black-Scholes.  Analysis  Group/Economical 
New  York  consulting  firm,  has  developed  cf 
binomial  model.  It  figures  that,  using  its  meth'| 
a  company  granting  options  today  on  a  $1 
stock  would  expense  that  comp  at  as  little 
$34.70.  Using  Black-Scholes  and  the  same  col 
mon  assumptions,  a  company  might  have  to  ta| 
an  earnings  hit  of  as  much  as  $59.35. 

True,  reporting  some  options  cost  is  bettl 
than  ignoring  the  expense.  But  investors  needf 
be  aware  that  when  these  numbers  start  showil 
up  in  financial  statements,  they  will  be  lit  I 
more  than  an  educated — and  perhaps  self-se)| 
ing — guess. 
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CERTIFIED         PRE-OWNED         LEXUS 


OTHER  CARS  ARE  PRE-OWNED. 
BUT  THAT'S  WHERE  THE  SIMILARITIES  END. 


Truth  be  told,  Certified  Pre-Owned  Lexus  Vehicles  have  more  in  common  with  new  cars. 
Like  the  Lexus  of  warranties  that  backs  them  for  three  years  from  your  date  of  purchase  or 
100,000  total  vehicle  miles*  A  complimentary  loaner  car.'  Extremely  competitive  financing 
rates  and  lease  terms:  And,  of  course,  there  is  one  more  important  thing  that  separates  a 


Certified  Pre-Owned  Lexus  from  other  vehicles:  They  are  only 
available  at  your  local  Lexus  dealer.  But,  you  shouldn't  simply 
take  our  word  for  it.  Come  in  for  a  test  drive  and  see  for  yourself. 


ONLY  AT  YOUR  LEXUS  DEALER 


exus.com 


'See  your  /  <-vi;\  Certified  Pre-Owned  dealer  for  warranty  details.  'Service  loaner  car-,  available  on  qualified  warrantable  repairs  only. 
■Only  Tier  I  and  2  customers  will  qualify  for  the  lowest  finance  rales    4,2001  Lexus,  a  Division  of  Toyota  Motor  Sales.  ( '  S  \  .  Inc.  Lexus  reminds  you  to  wear 

seatbelts.  secure  children  in  rear  seat,  obex  all  speed  laws  and  drive  responsibly. 
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Zookeepers  and 
Ballerinas  Welcome 

MBA  programs  attract  more  riontraditional  students 


BY  REBECCA 
WEBER 


The  life  of  former  San  Diego  Chargers  center 
Courtney  Hall  took  an  unconventional  turn 
four  years  ago,  going  from  the  National  Foot- 
ball League — including  a  trip  to  Super  Bowl 
XXIX — to  the  academic  rigor  of  the  Univer- 
sity of  Chicago.  Not  sure  what  to  do  after  an 
eight-year  NFL  career,  Hall  refocused  on  an  old  in- 
terest— finance.  Now,  the  34-year-old  is  finishing  a 
four-year  joint  law  and  MBA  program  at  Chicago. 
Hall  is  part  of  a  small  but  growing  breed  of 
mba  student:  the  nontraditional  applicant.  To  ad- 
missions officers,  the  term  "nontraditional"  flags 
any  candidate  who  hails  from  an  industry  outside 
feeders  such  as  consulting,  marketing,  invest- 
ment banking,  or  technology.  In  the  past  three  to 


scored  an  admirable  680  out  of  a  possible  8 
Off  the  athletic  field,  Milan  Sevak,  a  fora 
Bronx  (N.Y.)  science  teacher,  did  a  lot  more 
better  his  odds.  While  many  applicants  tak< 
gmat  prep  course  or  read  study  guides,  SeA 
did  it  all,  shelling  out  about  $1,100  for  a  revi 
course,  taking  several  computer  practice  tee 
and  devouring  every  gmat  guide  he  could  fi 
The  work  paid  off:  Sevak,  who  wants  to  reti 
to  education  in  a  management  role,  is  now 
his.  second  year  at  Northwestern  Universit 
Kellogg  School  of  Management. 

So  what  should  you  do  if  you  want  to  b 
maverick  MBA  student?  First,  like,  any  ap] 
cant,  you  need  to  assess  what  each  B-se 
has  to  offer.  Try  to  match  your  specialty  t« 
school  that  has  concentrations  or  programs 
that  area — especially  if  you're  planning  to  s" 
in  your  field.  If  you're  a  low-level  manager  a 
nonprofit  and  hope  to  be  an  executive  direq 
one  day,  think  about  Stanford  University's  Gr 
uate  School  of  Business,  where  you  can  ear 
certificate  from  its  public  management  progr 
by  completing  additional  courses.  At  the  L 
versity  of  Michigan  Business  School,  you  n 
soon  be  able  to  earn  an  MBA  with  a  concent 
tion  in  education. 

When  writing  your  application  essays,  dc 


Schools  That  Draw  Mavericks 


NAME/WEB  SITE 


COLUMBIA 

vww.gsb.columbia.edu 


NORTHWESTERN 

wvw.kellogg.nwu.edu 


PENNSYLVANIA 

www.wharton.upenn.edu 


UNIVERSITY  OF  MICHIGAN 

www.bus.umich.edu 


COMMENT 


Aims  to  build  classes  that  reflect 
New  York  City's  wide  range  of 
careers  and  diverse  culture 


Has  such  offbeat  degree 
concentrations  as  "business  and 
its  social  environment" 


Buys  lists  of  nontraditional  appli 
cants  from  Graduate  Management 
Admissions  Council  and  nonDrofit  ill 


ledi 


Admissions  Council  and  nonprofit 


Offers  numerous  specialized  dual 
degree  programs  such  as  public 
policy,  and  coming  soon,  educatio 


FROM  GRIDIRON 
TO  B-SCHOOL: 

Courtney  Hall 
in  Chicago 


five  years,  many  top  B-schools  have  redoubled 
their  efforts  to  attract  candidates  with  atypical 
work  histories,  such  as  nonprofits,  the  Peace 
Corps,  the  military,  and  science.  Columbia  Uni- 
versity's School  of  Business  has  even  admitted  a 
zookeeper,  a  caterer,  a  ballerina,  and  a  concert  pi- 
anist. Nontraditional  students  now  make  up  20% 
to  25%  of  the  classes  at  some  programs,  twice  as 
many  as  a  few  years  ago. 

These  students  don't  have  the  exposure  to  fi- 
nancial analysis  that  a  junior  analyst  at  an  in- 
vestment bank  would  have.  In  Hall's  case,  al- 
though he  studied  economics  at  Rice  University, 
he  hadn't  opened  a  math  book  in  years.  With  no 
time  for  prep  courses  or  tutoring,  he  crammed  all 
his  studying  for  the  Graduate  Management  Ad- 
missions Test  into  a  three-day  break  from  his 
grueling  NFL  schedule  a  few  years  ago.  He 


skills  . 

Is  w  V 


apologize  for  your  background.  Instead,  fin» 
way  to  play  up  your  career  path.  You'll  need 
convince  the  admissions  officers  that  the  r( 
you  chose  will  add  to  the  school's  culture  ; 
more  than  make  up  for  any  quantitative  s 
business  acumen  you  may  lack.  Schools 
students  who  bring  unique  skills  and  approa|a 
es  to  campus.  "Our  objective  is  to  create  a 
crocosm  of  the  world  for  the  MBA  classroom 
perience,"  says  Liz  Riley,  director  of  admissi 
at  Duke  University's  Fuqua  School  of  Busin* 

Remember,  the  degree  doesn't  have  to 
ticket  to  a  traditional  MBA  career.  Sevak, 
former  teacher,  hopes  his  MBA  will  help  him 
come  a  superintendent — or  give  him  the  skills 
needs  to  start  a  charter  school.  All  the  bette 
an  MBA  can  open  doors  in  a  field  you  aire: 
know  and  love. 


b 


trodi 


1C< 

Bah. 
I 
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e  discovered  how  to  bring  down  the  running  cost  of  color  for 
ny  office  to  under  10  cents  a  page.  And  that  was  no  accident, 
roducing  the  Xerox  DocuColor  2240  and  1632  Printer/Copiers. 

There's  a  new  way  to  look  at  it. 


tducing  a  dazzling  breakthrough  in  color. 

Xerox  DocuColor®  2240  and  1632  bring  the 
ling  cost*  of  making  color  prints  and  copies 
ur  office  to  less  than  10  cents  a  page.  And 
irkably,  reduce  black  and  white  running 
i  »  to  a  mere  1.3  cents  a  page.  So  for  color 


and  black  and  white  that  are  easy  to  use  and 
afford,  remember  the  Xerox  DocuColor  2240 
and  the  1632.  Once  you  discover  them,  you'll 
see  how  simple  it  can  be  to  integrate  color  into 
everything  you  do.  To  get  all  the  benefits  of 
low-cost  color  in  your  office,  get  in  touch  today. 

THE  DOCUMENT  COMPANY 


www.xerox.com/eureka  Call:  1-800-ask-xerox  ext.  2240A 


XEROX. 
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Fridge  on  the  Fritz? 
Log  On  for  a  Fix 

The  Web  offers  lots  of  tips  on  home  repair 


BY  LARRY 
ARMSTRONG 
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You  flush  the  toilet  and  the  water 
level  rises  instead  of  falls.  You  open 
the  refrigerator  to  discover  it's  dark 
inside  and  the  ice  cream  in  the  freez- 
er is  mushy.  You  notice  water  pud- 
dling around  the  base  of  your 
hot  water  heater. 
Panic  time.  I  used  to  pull  out 
the  yellow  pages  and  put  my 
self  at  the  mercy  of  the  first 
repairman  who'd  agree  to 
show  up.  Often,  he'd  fiddle 
around  for  a  few  minutes 
and  fix  the  problem.  I'd  be 
left  with  a  valuable  les- 
son (how  to  reset  a  cir- 
cuit breaker,  say,  to  get 
the  refrigerator  going 
again),  a  sheepish  look 
on  my  face,  and  a 
hefty  biU. 

No  more.  When  it 
comes  to  minor  fix-ups 
around   the   house,   I 
now  head  for  the  In- 
ternet. It's  the  modern- 
day  equivalent  of  the 
corner  hardware  store, 
a  source  of  expert  ad- 
vice, tools  and  supplies, 
and  even  moral  sup- 
port. O.K.,  once  you 
understand  what's  in- 
volved in  the  project, 
you  may  decide  to 
call  in  a  profes- 


sional. (You  can  do  that  over  the  Internet,  tx 
But  for  many  smaller  jobs,  you'll  probably 
that  you're  handier  than  you  ever  imagined. 

The  best  strategy  is  simply  to  surf  to  a  sea 
engine  such  as  Google  or  Ask.com  and  descri 
your  problem.  After  a  long  and  fruitless  se 
fix-it  sites,  from  Homestore.com  to  HowSt 
Works.com,  for  the  best  way  to  fix  a  ja: 
garbage  disposal,  I  typed  "unclog  a  garbage  c 
posal"  into  Google  and  had  my  answer  on  1 
first  page  of  results — from  a  bulletin  board  thf 
part  of  GardenWeb,  a  site  I  never  would 
thought  to  check.  The  writer  suggested 
ing  a  broom  handle  to  jar  the  grind 
loose. 

The  best  of  the  home  repair  and  { 

provement  sites  are  those  that  offei 

mix  of  boilerplate  tutorials  and  everyd| 

practical  advice  from  their  membei 

Check  out  DoItYourself.com,  one  of 

oldest  and  most  complete  of  the  Ni 

home-repair  sites.  You  won't  find'| 

the  answers  in  its  how-to  sj 

tion,  though,  and  some  of  j 

advice  goes  overboard 

it  comes  to  recommen> 

products  you  can  buy  el 

where  on  the  Web  site. 

But    DoItYourself. 

has  a  very  active  me: 

community  that  ans 

each  other's  questions 

dozens  of  bulletin 

covering  topics  ran: 

from  project  bloopi 

(62  posts)  to  plumb; 

(more    than    30,' 

GardenWeb's 

Home  Site!  (ths., 

denweb.com),  whi 

solely  devoted  to 

ber  forums,  is  almj 

as  good  for  getting  f 

answers  to  any  s) 

cific      questil 

that  you  pa 

The  pr« 

lem        wf 

most     hori 

repair  and  |. 

provema 

sites   is   a 


From  the  21st  century 
equivalent  of  the  corner 
hardware  store,  advice, 
tools,  and  plenty  of 
sales  pitches 
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FINALLY  GOING 

PAY  OFF 


SINESS  TECHNOLOGY  OPTIMIZATION 

e  intelligent  way  to  reap  the  rewards  of  your  IT  investment. 


ir  company  has  paid.  And  built.  A  lot.  All 

:ause  of  an  exciting  vision.  The  vision 

IT  would  send  your  company  charging 

ird  its  business  goals  faster  than  ever 

>re.  So  have  you  paid  enough?  You  have. 

Mercury  Interactive's  new  Business 

mlogy  Optimization  suite 

>any  will  at  last  realize 

power  of  your   IT 

istment.  You'll  finally  see 


<Si 


IT  costs.  Improving  the  quality  of  IT-enabled 
businesa/processes.  And,  most  importantly, 
aligning  IT  with  your  business  goals.  Can  it 
really  work?  Mercury  Interactive  has  spent 
the  last  thirteen  years  helping  75%  of  the 
Fortune  500  in  remarkable  ways.  Be  absolutely 
sure  to  learn  more  about 
Mercury  Interactive's  new 
comprehensive  BTO  solutions 
by  viewing  our  Webcast  today  at 


gible   results  by   reducing      mi.rcURY   INTERACTIVE     www.mercuryinteractive.com/cxo_corner/bw 


e  20 


.'  ;nierar  ■  .  - 


and  the  Mercury  interactive  togo  are  registered  trademarks  of  Mercury  Interactive  Corporation. 
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advice  is  merely  a  sideline.  Instead,  their  main 
mission  is  selling  magazine  subscriptions  (handy- 
manclub.com,  familyhandyman.com),  videos  of  ty 
shows  (hometime.com),  or  hardware  and  appli- 
ances (homedepot.com,  lowes.com).  So, 


1 


FIND  YOUR 
PROJECT 
ON  THE  WEB 

Search  engines 
yield  the  most 
specific  results. 
google.com 
ask.com 


while  it's  difficult  to  find 
out  how  to  fix  a 
garbage  disposal,  for  ex- 
ample, it's  easy  to  learn 
how  to  install  one — pre- 
sumably the  one  you 
purchased  on  the  same 
Web  site. 

The  tips  are  often 
random  collections  of  ar- 
ticles licensed  from  how- 
to  magazines  and  books.  Some  can  be  virtu- 
ally useless.  ("First,  find  the  Self-Service 
Wrench  that  came  with  your  In-Sink-Era- 
tor."  Yeah,  right.)  Some  can  be  just  plain 
wrong,  so  it  pays  to  use  a  little  common 
sense.  If  you're  unsure,  post  your  plan  on  a 
bulletin  board  and  see  what  its  members 
think.  Some  forums,  such  as  those  at 
DoItYourself.com,  use  volunteer 
moderators  to  weed  out  bad 
information  and  to  make  sure 
that  queries  get  answered 
promptly. 

Navigation,  too,  can  sometimes 
be  a  nightmare.  You  can't  search 
homedepot.com's  Project  In- 


3  FIGURE  OUT 
IF  YOU'RE  UP 
TO  THE  JOB 

Look  for  estimates  of 
the  skill,  time,  and 
money  required. 
bhg.com 
homedepot.com 


dex  or  Homestore. corn's 
tips  by  key  words,  for  example. 
Instead,  you  must  page  through 
lists  of  hundreds  of  article  titles. 
By  far  the  most  sluggish  site  is 
Better  Homes  and  Gardens' 
(bhg.com)  online  how-to  encyclope- 
dia. Each  time  you  move  to  a  new 
page  you're  greeted  with  a  fresh 
barrage  of  advertising.  Recently,  I 
sat  through  a  slide-show  from  the 

Maryland  Tourism  Development  Board,  a  30- 

second  radio  ad  for  the  movie 

White  Oleander,  and  numerous 


ID 

IE 


in  the  first  place.  I  took  a  day  off  from  work 
get  the  icemaker  in  my  refrigerator  fixed, 
the  Sears  repairman  never  showed  up. 
he  stood  me  up  the  next  day  as  well,  I  calk 
local  "appliance  doctor."  For  $175,  he  installedj 
obviously  used  icemaker,  which  he  had  to 
back  to  replace  a  week  later.  One  icema 
four  days  lost. 

So  the  next  time  I  had  one  of  those 
household  emergencies  that  seem  to  ji 
.  up  around  the  holidays,  I  was  primed.  JI 
days  before  a  big  family  dinner,  my  ol 
went  on  the  fritz.  General  Electric  wal 
ed  $50  just  to  walk  through  the  fr^ 
door,  and  couldn't  schedule  a  visit 
long  after  the  turkey  should  have  bee 
bare  carcass. 

I  turned  to  RepairClinic.com  instead. 
RepairGuru  guided  me  through  a  serieej 
questions  that  concluded  the  heating 


n  if 

£PR 


THERE'S  A 
PROBLEM, 
DIAGNOSE  IT 

Some  sites  help  with 
Q&As,  member  forums, 
and  e-mail  answers. 
repairclinic.com 
ths.gardenweb.com 


ement   was   u<  .. 
aged.      (If       F' 
stumped,  the  cci 
pany  will  atterlj 
a  diagnosis  via 
mail.)    A    secc 
Q&A    figured 
the     part      ti  |(jj, 
needed  to  be 
placed.     C 
$23.21,  plus 
for  a  quarter-inch  nut  driver  it  suggea  yii. 
that  I  might  need.  Everything  arrived  f  MlM 
days  later  and  I  had  my  oven  heating  ag ,  .  . 
in  10  minutes  flat.  {',  .. 

Google's  latest  find  for  me?  Toiletology.c 
Another  specialized  site,  this  one  was  put;  |£|| 
gether  by  an  instructor  at  the  Montgom 
County  (Md.)  Recreation  Dept.  who  discovel«jJ|j 
that  toilets  were  the     _  «„  T«  yjnow 


51* 


biggest  headache  for 
the  participants  in  her 
home-repair  classes.  So 
far,  Toiletology.com  has 
probably  saved  me  hun- 
dreds of  dollars.  I  in- 
stalled a  new  flush 
valve  in  one  toilet  to 
stop  an  internal  leak 


U  Most  sites  have 
step-by-step  instruct, 
to  show  you  how,  som 
with  animation. 
toiletology.com 
thisoldhouse.com 


pop-ups  and  pop-unders 
offering  discount  mag- 
azine subscriptions,  all 
while  waiting  for  the 
next  page  to  come  up. 
Too  bad.  because  the 
advice  is  excellen' 
there  are  lots  of  illut- 
trations.  Your  time  wou  i  be  b 
ing  for  the  Sears  repairman. 

That's  how  I  became  a  reluctant  handvman 


v  j  that  was  wasting  water,  and 

/I  «?,__.  |U_  I  replaced  the  wax  seal  on 

■  SHOPPING  another  toilet  that  was  leaking  water  ont| 

Order  parts  and  tools  online,  or  linoleum  floor. 


head  for  the  hardware  store 

lowes.com 

DoltYcurself.com 

tter  spent  wait- 


Sure,  it's  still  not  the  way  that  I  wanj 
spend  my  weekends.  But  if  I  have  to,  thai 
to  the  Internet,  I  now  can  manage  th| 
minor  crises  around  the  house.  That  dc 
mean,  though,  that  I'm  on  call  to  friends  ' 
think  of  me  every  time  one  of  their  faucets  it; 
velops  a  drip. 
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proposes  a 
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.  The  method 
not  be 
set,  but  he 
well  be  on 
mething 


or  an  archive  of 
i  columns,  goto 
businessweek.com/ 
vestor/  and  click 
on  "Columns" 


B 


sites  will  rate  new  models  for  you.  Picking 
a  college  for  your  kid?  Rankings  galore. 
Heck,  if  your  kid  isn't  even  born  yet,  you  can  get 
reviews  of  how  well  the  obstetricians  at  your 
local  hospitals  do  their  job.  But  what  if  you  want 
to  buy  stock  in  IBM?  How  well  does  its  auditor, 
PricewaterhouseCoopers,  do  its  job?  Is  Deloitte 
&  Touche,  Microsoft's  auditor, 
risky?  Who's  more  trustwor- 
thy, Ernst  &  Young  or  kpmg? 

These  are  uncomfortable 
questions  for  the  Big  Four  ac- 
countants. Yet  for  investors, 
they  have  become  unavoid- 
able. And  they're  vital  if 
you're  on  a  public  company's 
audit  committee.  Trouble  is, 
no  one  has  been  able  to  offer 
many  answers.  Now,  Ross 
Fuerman,  an  accounting  pro- 
fessor at  Suffolk  University 
in  Boston,  has  released  re- 
search into  audit  firms'  rela- 
tive riskiness  (table).  His  aim: 
to  monitor  and  publicize  au- 
ditors' performance  and  so  im- 
prove it.  "We  can  appeal  to 
the  moral,  ethical,  and  altru- 
istic impulses  of  public  ac- 
countants," Fuerman  notes, 
"but  these  impulses  are  lack- 
ing in  many  auditors." 

This,  needless  to  say,  is 
controversial  stuff.  I  sent 
copies  of  Fuerman's  recent  pa- 
per to  each  of  the  firms  it 
names.  (Full  disclosure: 
Among  the  paper's  references, 
it  cites  a  BusinessWeek  On- 
line article  of  mine  from  Jan- 
uary.) Without  commenting  di- 
rectly on  Fuerman's  research, 


A  Report  Card 
For  Accountants 


New  research  attempts  to  rank 
auditing  firms  on  how  much  risk 
they  present  to  the  companies, 
boards  of  directors,  and  investors 
who  rely  on  their  work.  The  study 
scored  the  outcomes  of  lawsuits 
over  audits  of  public  companies 
initiated  from  January,  1996,  to 
November,  1998.  Lower-risk  firms 
received  lower  scores. 

AUDITING  FIRM  RISK  SCORE 


Moizer,  a  University  of  Leeds  accounting  pro- 
fessor whose  work  on  auditor  reputation  is  cited 
by  Fuerman,  called  his  approach  "very  cavalier." 
So,  don't  hurry  off  to  your  broker  with  Fuer- 
man's results.  Yet  I  think  this  guy  is  on  to  some- 
thing. A  49-year-old  former  practicing  lawyer 
and  certified  public  accountant,  Fuerman  since 
1994  has  researched  the  role  of  accountants  in  se- 
curities litigation.  His  latest  work  looks  at  476 
private  suits  brought  from  January,  19%,  to  No- 
vember, 1998,  plus  any  ensuing  regulatory  actions 
or  criminal  cases.  Fuerman  next  scored  the  out- 
come of  each  suit.  For  example,  if  a  case  did 
not  name  the  auditor  as  a  defendant,  Fuerman 
gave  the  case  a  "0"  score.  If  the  auditor  was 
named  but  made  no  settle- 
ment, the  case  got  a  200.  And 
so  on,  up  to  1,600  if  an  audi- 
tor pleaded  guilty  or  was  con- 
victed in  a  criminal  case,  the 
most  severe  of  nine  outcomes. 
Did  relative  riskiness  by 
Fuerman's  measure  bear  a  re- 
lationship to  investors'  re- 
turns? To  find  out,  Fuerman 
examined  total  returns  on 
stocks  in  companies  audited 
by  each  of  the  firms.  While 
noting  his  analysis  did  not  in- 
dicate that  stock-market  re- 
turns were  actually  caused  by 
a  given  level  of  auditor  riski- 
ness, he  did  see  a  decided  cor- 
relation: Stock  in  companies 
audited  by  firms  with  lower 
risk  scores  yielded  higher  to- 
tal returns  over  the  five  years 
ended  last  November. 

There  is  plenty  to  debate 
in  Fuerman's  paper.  Some 
question  whether  litigation  re- 
sults say  anything  meaning- 
ful about  an  audit.  Firms  of- 
ten settle  cases  just  because 
it's  economical.  And  under- 
funded regulators  may  not 
pursue  some  egregious  cases. 
Yet  as  I  see  it,  Fuerman  has 
carved  out  a  worthwhile  new 
research  tool.  It  needs  to  be 
refined,  but  it  does  offer  new 


an  Ernst  spokesman  said  the 

firm    "has    a    strong    track      PRjCE  WATERHOUSE*  36       insight  into  an  unplumbed  in- 


record  of  fostering  long-term 
client  relationships,  while 
maintaining  our  independ- 
ence— a  critical  measure  of 
our  performance."  Greg 
Weaver,  partner  in  charge  of 
Deloitte's  audit  practice,  noted 
that  Arthur  Andersen's  rank- 
ing above  Deloitte's  undercuts 
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vestment  risk. 

Will  auditing  firms  keep 
standing  purely  on  their  rep- 
utations? They  had  better  not. 
The  other  day,  I  stopped  at 
the  library  for  Abraham 
Briloffs  1981  book,  The  Truth 
About  Corporate  Accounting. 
As  I  checked  it  out,  the  li- 


the study.  "It's  unbelievable,"      .GRMMR.MT.0N. 8.L     brarian  looked  me  dead  in  the 

he  said.  Other  firms  declined      'Because  Price  Waterhouse  and  Coopers  i  Lybrand  eye.  "Are  you  sure  you  want 

to  comment  publicly,  but  some      mer8ed  late  in  the  **"&  Period'  ^ey  are  ranked  ^  rea(j  thjs?»  she  asked.  "You 

privately   questioned   Fuer-      s^nty. 

Data:  Ross  D.  Fuerman,  Suffolk  University 


man's  methods.   And   Peter 


probably  don't  want  to  know 
the  truth."  ■ 
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HOME  DEPOT:  HAMMERED 

Home  Depot  (hd),  No.  1  in  home-improve- 
ment supplies,  has  been  a  dog  among  the 
large-caps — down  44%  this  year,  despite 
the  market's  recent  rally.  "We've  been  trying  to 
find  a  good  reason  why  the  stock  has  been  ham- 
mered, and  we  can't,"  says  John  Waterman,  chief 
investment  officer  at  Rittenhouse  Financial  Ser- 
vices. Second  only  to  Wal-Mart  Stores  in  overall 
retail  sales,  Home  Depot,  with  1,400  warehouse- 
style  outlets,  has  so  far  been  free  of  the  ac- 
counting and  corporate-governance  troubles 
plaguing  so  many  blue  chips.  More  important, 
says  Waterman,  the  fundamentals  are  sound: 
Earnings  are  up,  and  the 
balance  sheet  has  nearly  $6 
billion  in  cash  and  just  $1.3 
billion  of  debt. 

The  boom  in  refinancing 
should  give  Home  Depot  a 
boost:  Homeowners  often 
spend  their  cash  infusion 
on  remodeling.  But  there's 
usually  a  six-month  lag  be- 
fore the  outlays,  says  Wa- 
terman, and  the  impact  has 
not  yet  shown  up  in  revenues.  Sales  for  fiscal 
2003,  ending  on  Jan.  30,  are  forecast  to  rise  16% 
to  18%,  to  about  $61  billion,  helped  by  the  open- 
ing of  200  new  stores — and  by  2%-to-4%  same- 
store  sales  gains,  says  Standard  &  Poor's  analyst 
Tuna  Amobi,  who  rates  the  stock  "accumulate" 
for  the  next  6  to  12  months.  Gross  margins 
should  further  benefit  from  an  improved  mer- 
chandise mix,  he  adds.  Home  Depot  is  launching 
expo  Design  Centers  and  other  new-format 
stores  and  is  expanding  its  overseas  sales. 

Waterman,  who  owns  shares,  is  buying  more,  at 
the  current  price  of  28 — down  from  52.60  in  Feb- 
ruary. But  he's  frustrated  that  the  stock  trades  at 
just  15  times  2003  earnings  estimates.  He  thinks  it 
deserves  a  higher  p-e.  Analyst  Dana  Telsey  of 
Bear  Stearns  says  that  with  Home  Depot's  "in- 
dustry-leading position  and  strong  track  record,"  it 
should  trade  at  19  times  her  fiscal  2003  earnings 
estimate  of  $1.85,  which  translates  to  a  price  of  35. 
In  2002,  she  expects  $1.57  a  share,  up  from  2001's 
$1.29.  She  rates  the  stock  "outperform." 

OUTBACK  TURNS  UP 
THE  FLAME 

Value  investor  Scott  Black  was  quick  to  snap 
up  Outback  Steakhouse  (osi)  shares  on  Oct. 
10,  when  it  tumbled  to  26,  down  from  40  in 
May.  Many  investors  had  lost  their  appetites 
for  Outback  as  sales  flattened  in  a  weaker  econ- 
omy over  the  summer.  The  stock  has  since  edged 
up — to  nearly  28  on  Oct.  16.  Outback  operates 
925  eateries  in  49  states  including  more  than  100 
Carrabba's  Italian  Gri;;     ?staurants.  Systemwide 


BY  GENE  G.  MARCIAL 

Home  Depot  is  a 
fixer-upper  stock 
with  promise.  The 
steaks  at  Outback 
may  get  their 
sizzle  back.  And 
Suez'  assets  are 
worth  more  than 
the  stock  shows 


Unless  otherwise  noted, 
neither  the  sources  cited 
in  Inside  Wall  Street  nor 
their  firms  hold  positions 
in  the'  stocks  under 
discussion.  Similarly,  they 
have  no  investment 
banking  or  other  financial 
relationships  with  them. 


BLACK:  "Out 
is  a  cheap  stoc 


total  sales  are  $2.3  billion. 

Black,  president  of  Delphi 
Management  in  Boston,  who 
continues  to  buy  shares,  says 
Outback's  sales  and  gross 
margins  picked  up  during  the 
five  weeks  before  Sept.  25. 
Management  sees  a  further 
2%  jump  in  same-restaurant 
sales,  he  adds.  Gross  profit 
margins,  which  dropped  from 
13".5%  in  2001  to  11%  in  mid- 
2002,  have  snapped  back  re- 
cently to  12.5%  to  13.5%  because  of  lower 
costs,  notes  Black.  Food,  38.1%  of  sales  in  2 
has  fallen  to  36.7%. 

"Outback  is  a  cheap  stock,"  Black  argues, 
on  projected  ll%-to-12%  sales  growth  and  a 
earnings  ratio  of  11  times  estimated  2003 
of  $2.37  a  share.  The  p-e  is  the  lowest 
large-cap  restaurant  group,  he  says.  Outbac] 
net  cash  of  $141  million  and  $5  million  in 
cash  flow.  He  figures  Outback  will  post  earninj 
$2  a  share  on  sales  of  $2.3  billion  in  2002, 
$2.37  on  $2.6  billion  in  2003.  The  stock,  he  | 
could  get  back  to  40  based  on  16  times  his 
earnings  estimate. 

SMOOTHER  SAILING 
FOR  SUEZ? 


lome 


VERY  WATERE? 
DOWN 


What's  the  appeal  of  Paris  conglome 
Suez  (sze)?  Although  conglomerates 
all  but  lost  their  luster  on  the  Street 
vestment  outfit  Franklin  Mutual  Advisers  h; 
cumulated  1  million  shares.  "It  is  a  congl 
with  valuable  assets  worldwide,  trading  at 
discount  to  its  true  worth,"  says  Franklin's 
thy  Rankin.  Suez  is  a  global  supplier  of  wate: 
lated  services,  gas  and  electricity,  and  waste 
agement.    Its    Big   Board    shares    have 
pummeled  from  34  a  year 
ago  to  17 — given  the  soggy 
U.S.  economy  and  market 
slump,  and  heavy  exposure 
in  Latin  America. 

Suez  has  been  selling 
noncore  assets  and  plans  to 
complete  such  sales  by  2004. 
The  assets  for  sale  are 
worth  $8  billion  to  $10  bil- 
lion, says  ceo  Gerard  Mes- 
trallet.  On  a  sum-of-the-parts 
valuation,  Suez  is  worth  as  much  as  37  a  share 
alysts  figure.  Analyst  Raimundo  Fernandez-Cut 
of  UBS  Warburg  in  Paris  rates  the  stock  a  sti 
buy  and  figures  Suez  will  earn  920  in  2002 
$1.30  in  2003.  He  says  Suez  offers  'Very  substa 
upside  in  the  longer  term." 


APR.  15,  '02  OCT. : 

▲  DOLLARS 
Data:  Bloomberg  Financial  Mi 


BusinessWeek  online 


Read  Gene  Martial's  Inside  Wall  Street  Online  column  Tue 

afternoons  at  www.businessweek.com/today.htm.  And  set 

Fridays  at  1:40  p.m.  est  on  cnntVs  The  Money  Gan, 
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Making  sense  of 

your  portfolio. 

What  a  novel  idea 


Asset  Scan.SM  A  powerful  new  tool  to 
help  make  the  most  of  your  portfolio  returns. 
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U.S.  Stocks 
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Energy 
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Services 
Retail 

Technology 
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Asset  Allocation 

Equity  Investment  Style 

Industry  Sector  Weighting 

Asset  Scan  dissects  your  portfolio,  then  boils  it  down  to  a  concise  report.  At  a  glance,  it  gives 

'our  Financial  Advisor  the  critical  diagnostics  to  help  you  stay  on  track  in  this  fluctuating  economy. 

And  one  more  thing:  Asset  Scan  is  free.  How  can  Asset  Scan  help  you?  Call  your  Morgan  Stanley 

Financial  Advisor  or  call  1-8MORGAN-NOW  or  visit  morganstanley.com  today. 


MorganStanley 

One  client  at  a  time. 


nformation  is  illustrative  and  does  not  represent  any  actual  client  account.  Investments  and  services  are  offered  through  Morgan  Stanley 
c,  member  SIPC  Morgan  Stanley,  Asset  Scan  and  One  Client  At  A  Time  are  service  marks  of  Morgan  Stanley  ©  2002  Morgan  Stanley. 
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Figures  of  the  Week 


%  change 


I  Stocks 

S&P  500 

Oct.    Apr.    Oct.  Oct.  10-16 
1200 1 —  -r—        -930 


U.S.  MARKETS 


Oct.  16 


Year  to 
Week      date 


Last  12 
months 


GLOBAL  MARKETS 


Oct.  16 


1090 


r880 

5860.0 

-830 


780 


730 


COMMENTARY 

A  rally  that  contributed  to  the  largest 
four-day  gains  in  almost  70  years  end- 
ed on  Oct.  16  with  a  219-point  drop  in 
the  Dow.  The  upward  momentum  was 
lost  after  the  largest  chipmaker,  Intel, 
said  it  expected  lower  sales.  It  didn't 
help  that  Motorola.  Boeing,  and  Coca- 
Cola  cut  profit  forecasts.  Still,  the  Dow, 
NASDAQ,  and  the  S&P  500  gained  more 
than  10%  for  the  week. 

Data:  Bloomberg  Financial  Markets 
Reuters 


S&P  500  860.0  10.7  -25.1  -20.2 

Dow  Jones  Industrials  8036.0  10.3  -19.8  -13.0 

Nasdaq  Composite  1232.4  10.6  -36.8  -25.1 

S&P  MidCap  400  409.5  9.8  v-19.4  -8.5 

S&P  SmallCap  600  183.5  7.5  -21.0  -8.9 

Wilshire  5000  8091.0  10.2  -24.4  -18.4 

SECTORS 

BusinessWeek  50*  559.2  10.9  -23.4  -23.9 

BusinessWeek  Info  Tech  100**     261.9  10.7  -37.6  -30.3 

S&P/BARRA  Growth  450.0  9.0  -24.3  -18.0 

S&P/BARRA  Value  406.9  12.7  -26.3  -23.0 

S&P  Energy  184.5  8.1  -12.7  -14.8 

S&P  Financials  294.1  17.5  -17.2  -12.6 

S&P  REIT  86.5  4.7  -7.4  -3.9 

S&P  Transportation  167.9  7.2  -14.7  -1.4 

S&P  Utilities  80.7  4.4  -^4.7  -51.3 

GSTI  Internet  71.9  23.9  -31.5  -21.3 

PSE  Technology  410.6  11.8  -40.3  -29.0 
*Mar.  19.  1999  =  1000       "Feb.  7,  2000  =  1000 


S&P  Euro  Plus  (U.S.  Dollar) 
London  (FT-SE  100) 
Paris  (CAC  40) 
Frankfurt  (DAX) 
Tokyo  (NIKKEI  225) 
Hong  Kong  (Hang  Seng) 
Toronto  (S&P/TSX  Composite) 
Mexico  City  (IPC) 

FUNDAMENTALS 


S&P  500  Dividend  Yield 

S&P  500  P/E  Ratio  (Trailing  12  mos.) 

S&P  500  P/E  Ratio  (Next  12  mos.)* 

First  Call  Earnings  Surprise* 

'First  Call  Corp. 

TECHNICAL  INDICATORS 


S&P  500  200-day  average             1019.5  1027.6 

Stocks  above  200-day  average          24.0%  21.0 

Options:  Put/call  ratio                       0.81  0.89 

Insiders:  Vickers  NYSE  Sell/buy  ratio    1.37  1.35 


BEST-PERFORMING 
GROUPS 


Last 

month  % 


Last  12 
months  % 


WORST-PERFORMING    Last 

GROUPS  month  % 


Internet  Software  46.7 

Motorcycles  12.3 

Biotechnology  12.1 

Photographic  Products  9.9 

Distillers  &  Vintners  6.6 


Casinos  46.7 

Metal  &  Glass  Containers  36.7 

Homebuilding  32.1 

Brewers  31.8 

Managed  Health  Care  29.4 


IT  Consulting 
Tires  &  Rubber 
Office  Electronics 
Multi-Utilities 
Constr.  &  Engineering 


-42.9  Multi-Utilities 

-30.7  Wireless  Services 

-24.7  Instrumentation 

-24.0  Telecomms.  Equip. 

-23.0  IT  Consulting 


Mutual  Funds 


Week  ending  Oct.  15 
■  S&P  500  ■  U.S.  Diversified  RAH  Equity 
4-week  total  return 


%     -2       -1 


1        2        3 


EQUITY  FUND  CATEGORIES 

4-week  total  return % 

Leaders 

Health  3.4 

Large-cap  Growth  1.4 

Natural  Resources  1.2 

Large-cap  Blend  0.6 
Laggards 

Precious  Metals  -13.3 

Latin  America  -9.6 

Pacific/Asia  ex-Japan  -8.7 
Diversified  Emerging  Mkts.     -7.6 


52-week  total  return  % 

Leaders 

Precious  Metals  40.2 

Pacific/Asia  ex-Japan  5.0 

Real  Estate  4.0 

Diversified  Emerging  Mkts.  4.0 
Laggards 

Communications  -41.9 

Technology  -36.7 

Utilities  -33.8 

Health  -24.7 


Week  ending  Oct.  8 
■  S&P 500  ■  U.S.  Diversified  RAH  Equity 
52-week  total  return 


EQUITY  FUNDS 

4-week  total  return 


% 


%     -20      -15     -10      -5        0        5 
Data:  Standard  &  Poors 


Leaders 

Fidelity  Sel.  Energy  Serv.  9.3 

Smith  Barney  Telcms.  Income  9.1 
Strong  Advisor  Select  A  7.7 

Fidelity  Select  Multimedia        7.5 
Laggards 

Frontier  Equity  -26.0 

Apex  Mid  Cap  Growth  -23.2 

Corbin  Small  Cap  Value        -22.0 
U.S.  Glob.  Wrld.  Prec.  Minis.  -17.8 


52-week  total  return  % 

Leaders 

First  Eagle  SoGen  Gold  67.9 

Van  Eck  Troika  Dialog  A  57.0 

Tocqueville  Gold  56.1 

ING  Russia  A  54.7 

Laggards 

Black  Oak  Emerging  Tech.  -65.3 

Van  Wagoner  Post  Venture  -62.9 

World  GenomicsFund.com  -62.5 

Berkshire  Technology  -61.2 


I  Interest  Rates 

KEY  RATES 


Oct.  16    Week  ago 


Dhrpi 


MONEY  MARKET  FUNDS 

1.36% 

1.36% 

90-DAY  TREASURY  BILLS 

1.64 

1.56 

2-YEAR  TREASURY  NOTES 

2.01 

1.68 

10-YEAR  TREASURY  NOTES 

4.04 

3.57 

30-YEAR  TREASURY  BONDS 

5.01 

4.66 

30-YEAR  FIXED  MORTGAGE! 

6.16 

5.97 

t-=: 


tBanxQuote,  Inc. 

BLOOMBERG  MUNI  YIELD  EQUIVALENTS 

Taxable  equivalent  yields  on  AAA-rated,  tax-exempt 
bonds,  assuming  a  30%  federal  tax  rate. 

10-yr.  bond     , 


* 

K?-- 


IhMn 


GENERAL  OBLIGATIONS 

3.62% 

TAXABLE  EQUIVALENT 

5.17 

INSURED  REVENUE  BONDS 

3.79 

TAXABLE  EQUIVALENT 

5.41 

Actio 


ir 


■  THE  WEEK  AHEAD 

LEADING  INDICATORS  Monday,  Oct.  21, 
10  a.m.  edt^  The  Conference  Board's 
index  of  leading  indicators  probably  fell 
0.2%  in  September,  the  same  decline  as 
in  August.  That's  the  median  forecast  of 
economists  polled  by  mms  International. 

FEDERAL  BUDGET  Tuesday,  Oct.  22,  2  p.m. 
edt*-  The  federal  government  will  proba- 
bly post  a  surplus  of  $37  billion  in  Sep- 
tember. If  so,  the  deficit  for  fiscal  2002, 
which  ended  on  Sept.  30,  totaled  $163 
billion,  compared  with  a  surplus  of  $127 


billion  in  2001.  Both  higher  spending 
and  lower  taxes  contributed  to  the  sharp 
turnaround  in  federal  finances. 

BEIGE  BOOK  Wednesday,  Oct.  23,  2  p.m. 
edt>-  The  Federal  Reserve  will  publish  its 
roundup  of  regional  economic  activity  to 
gauge  how  businesses  are  performing. 
The  Beige  Book  is  prepared  in  advance 
of  the  Nov.  6  monetary  policy  meeting. 

DURABLE  GOODS  ORDERS  Friday,  Oct.  25, 
8:30  a.m.  edt>-  New  orders  for  durable 


goods  very  likely  fell  1%  in  Septe 
after  a  0.6%  slip  in  August. 

NEW  RESIDENTIAL  SALES  Friday,  Oct. 
10  a.m.  edtp-  New  single-family  I 
probably  sold  at  an  annual  rate  o' 
978,000  in  September,  down  froi 
996,000  in  August. 

EXISTING  HOME  SALES  Friday,  Oct.  2 
10  a.m.  edt*-  Existing  home  sale 
probably  little  changed  in  Septerr 
a  5.3  million  annual  pace. 
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along  with  the  broader  stock  market,  up  10.9%  for  the  week.  Not  a  single  company  in  the 
isses,  with  financial  stocks'  double-digit  returns  leading  the  way:  Citigroup,  Washington  Mutu- 
West  Financial,  were  among  the  top  performers.  Subprime  lender  Household  International  was 
ner,  up  32%,  despite  a  54%  drop  in  third-quarter  net  income. 


COMPANY  PERFORMANCE 

%  change 


%  change 


Week 


Since 
3/1/02 


Johnson 
ac 


ns 

r 
e 


ceBergen 
^  Ith  Group 

pt 
-  Stores 


piamics 
■Hips 

J  oratories 
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I  Petroleum 

es 

Oil 


4.8 

15.1 

9.1 

19.5 

5.4 

12.2 

12.8 

11.6 

7.7 

2.4 

7.7 

4.9 

20.2 

11.9 

19.1 

3.7 

7.6 

6.8 

17.5 

35.5 

5.7 

3.6 

14.6 

6.7 

25.9 


-3.3 

-2.6 
-22.1 
-20.9 
-26.7 
-49.4 
-11.1 

-7.5 

-56.9 

8.7 

35.2 

-8.6 
-43.1 

-8.5 
-96.8 
-13.5 
-18.7 

22.8 
-12.8 
-69.4 

11.4 

1.1 

-19.2 

-20.7 

-20.2 


Since 

Rank     Company 

Week 

3/1/02 

26     Tenet  Healthcare 

0.5 

31.3 

27     Household  International 

32.1 

-46.1 

28    WellPoint  Health  Networks 

11.8 

42.7 

29     Washington  Mutual 

15.7 

1.7 

30  Duke  Energy  12.6  -47.2 

31  Kohl's  5.2  -15.4 

32  Bed  Bath  &  Beyond  8.1  1.1 

33  Cardinal  Health  10.1  2.8 

34  Centex  14.2  -25.1 

35  American  Electric  Power  3.9  -58.1 

36  Golden  West  Financial  13.8  3.3 

37  Stryker  1.5  l.l 

38  Harley-Davidson  15.1  4.5 

39  PepsiCo  4.7  -13.8 

40  Merck  9.4  -18.6 

41  Apache  5.1  7.8 

42  Amerada  Hess  5.5  -5.0 

43  KB  Home  8.3  4.5 

44  First  Data  18.7  -22.5 

45  Tyco  International  4.6  -55.8 

46  International  Game  Technology     4.2  3.1 

47  Capital  One  Financial  5.1  -43.5 

48  Electronic  Data  Systems  21.6  -76.8 

49  Nabors  Industries  11.9  -3.4 

50  Xcel  Energy  17.2  -62.5 


>duction  Index 


Change  from  last  week:  0.3% 
Change  from  last  year:  1.3% 


i  OUTPUT     Oct  5=164.5  1992=100 
index  is  a  4-week  moving  average 


ie:l 


Feb. 
2002 


June 
2002 


Oct. 
2002 


i  index  continued  to  climb  in  the  latest 
before  calculation  of  the  four-week  mov- 
: '  !  index  slipped  to  164,  from  165.7.  On  a 
N  sted  basis,  the  output  of  autos,  trucks, 
fining  fell  sharply.  Rail-freight  traffic  was 
oal,  steel,  and  lumber.  Electric  power  pro- 
only  component  to  post  an  increase.  Part 
n  weakness  may  reflect  difficulty  getting 
se  of  the  West  Coast  dock  shutdown. 

h  of  the  index  components  is  at  www.business- 
luction  index  Copyright  2002  by  The  McGraw-Hill 


I  Online  Resources 

BW50  Track  the  index  and  the  com- 
panies in  it  all  day  long.  Plus:  our 
exclusive  Info  Tech  100  index. 

BUSINESSWEEK  INVESTING  Real  time 
market  coverage  and  investment 
tools  in  partnership  with  Standard 
&  Poor's. 

MUTUAL  FUNDS  Search  for  funds,  view 
BW  ratings,  and  read  Q&A's  with 
fund  managers. 

COLUMNS  Hot  stocks,  takeover  plays, 
and  the  latest  strategies  for  manag- 
ing your  money. 


BusinessWeek  online 


For  more  investment  data  and  the 

components  of  the  production  index,  visit 

www.businessweek.com. 


Advertisement 


ITU  Asia  Telecom 

A  BusinessWeek 
Special  Advertising  Section 


HU  TELECOM 

ASIA2O02 


Covering  the  exciting  telecom 
developments  presented  at  Hong 
Kong's  prestigious  ITU  Telecom  Asia 
2002  trade  show,  this  special  section 
will  profile  issues  unique  to  the 
region  -  and  to  your  business. 

Section  topics  include: 

■  The  usage  of  Web  services 

■  The  impact  of  3G  mobile  and 
the  promise  of  4G 

■  Strategies  of  telecom  operators 


To  advertise,  contact 

Christina_Chan@businessweek.com, 

Hong  Kong  Regional  Director, 

852-2912-3084. 

On  sale:  November  29 

Issue  date:  December  9 

Ad  close:  October  28 
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Index  to  Companies 

This  index  gi  age  for  a  story  or  feature  with  a  significant 

reference  to  '-tost  subsidiaries  are  indexed  under  their  own  names. 

Companies  listed  only  in  tables  are  not  included. 


Adobe  Systems  (ADBE)  22 
Advanced  Micro  Devices 

(AMD)  120 

Agere  Systems  (AGR)  80 
Airbus  50 

AirTran  Holdings  (AAIR)  78 
Alcatel  (ALA)  91 
Alcoa  (AA)  38 
Alliance  Capital 

Management  (AC)  63 
American  Airlines  (AMR) 

78 

Amgen(AMGN)120 
Anaheim  Angels  47 
Analysis  Group/Economics 

122 

AOL  Time  Warner  (AOL)  47 
Applied  Materials  (AMAT) 

86 

Aquila  (ILA)  47 
Arthur  Andersen  47 
Ask.com  126 
AstraZeneca  (AZN)  63 
AT&T  (T)  80 
AT&TWireless(AWE)16 

B 


Banc  of  America  Securities 

(BAC)  34 
Bayer  (BAY)  63 
Bear  Stearns  (BSC)  130 
BEA  Systems  (BEAS)  58 
Best  Software  60 
Bhg.com  126 
Bird  80 

Bloxham  Stockbrokers  54 
Boeing  (BA)  78 
Bramwell  Focus  (BRFOX) 

118 
BTG104 


Capital  One  Financial 

(COF)  47 
Carat  USA  46 
China  Telecom  91 
Cingular  Wireless  42 
Cisco  Systems  (CSCO)  80, 

91,136 
Citigroup  (C)16, 34, 98, 

102 

Conseco  (CNCE)  98 
Consolidated  Edison  (ED) 

100 

Coors  Brewing  (RKY)  74 
Cowen  Securities  63 
Credit  Suisse  First  Boston 

(CSR)57,104 


Dandin  Group  42 
Davis  Selected  Advisors 

101 

Def  Jam  Music  Group  74 
Delafield  Hambrecht  44 
Deloitte  &  Touche  1 29 
Delphi  Management  130 
Delta  Air  Lines  (DAL)  78 
Deutsche  Banc  Alex.  Brawn 

(DB)44 

Deutsche  Telekom  (DT)  91 
DoltYourself.com  126 
Dynegy  (DYN)  47, 102 

E 


eBay  (EBAY)  14 

eHow.com  126 

Eli  Lilly  (LLY)  80 

Enron  (ENRNQ)  38. 47, 98 

100 

Ericsson  (ERICY)  80 

Ernst  &  Young  129 

F 


Fair  Isaac  (FIC)  98 
Familyhandyman.com  126 
Fannie  Mac  (FNM)  98 
Fiat  (F1A)  52 
Fidelity  Aggressive  Growth 

(FDEGX)118 
Fidelity  Investments  120 
Fidelity  Magellan  Fund 

(FMAGX)118 
FleetBoston  Financial  (FBF) 

12 
Flextronics  International 

(FLEX)  80 

Ford  (F)  34, 47, 52, 100 
Fox  Entertainment  (FOX) 

47 
Franklin  Mutual  Advisers 

130 

Freddie  Mac  (FRE)  28, 98 
Friedman  Billings  Ramsey 

122 
FutureWei  Technologies  80 

G 


GardenWeb126 
Gartner  (IT)  58, 80 
GE  Capital  (GE)  60 
General  Electric  (GE)  34, 

60, 80, 126 
General  Motors  (GM)  34, 

52 
Goldman  Sachs  (GS)  28. 

34,38,44,58,80 
Goodrich  (GR)  50 
Google.com  44, 126 


Greenhill  102 
H 


Hambrecht  &  Quist  44 
Handymanclub.com  126 
Hewlett-Packard  (HPQ)  58 
Home  Depot  (HD)  126, 130 
Hometime.com  126 
Houlihan  Lokey  Howard  & 
Zukin  102 

Huawei  Technologies  80, 
91,136 


IBM  (IBM)  58, 129 
Idecon  International 
Economic  Consultants  54 
IDG  80 

ImClone  Systems  (IMCL) 
46,47 

IMS  Health  (RX)  63 
Infonetics  Research  80 
Institutional  Shareholder 
Services  101 
Intel  (INTO  47, 80, 120 
Intuit  (INTU)  60 
iShares  Nasdaq 
Biotechnology  Index  Fund 
(IBB)  120 


Janus  Olympus  (JAOLX) 
118 

J.D.  Edwards  (JDEC)  58 
Jefferies  UEF)  104 

Jensen  Fund  (JENSX)  118 
JetBlue  Airways  OBLU)  50, 

78 
John  Hancock  Financial 

Services  (JHF)  12 
Johnson  &  Johnson  (JNJ)  34 
J.P.  Morgan  Chase  (JPM) 

98, 100, 102 


Kinetics  Internet  (WWWFX) 
118 

Kmart  (KM)  46 
Konka  80 
KPMG129 
Kroger  (KR)  94 

L 


Lands'  End  (LE)  102 
Lazard  102 

Legend  Financial  Advisors 

118 

Lowes.com  126 
L-3  Cor    jnications  (LLL) 

104 


Lucent  Technologies  (LU) 
80 

M 


ManTech  International  104 
Marsico  Focus  (MFOCX) 
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Editorials 


CHINESE  HIGH  TECH:  PROMISE  AND  PERIL 


There  is  a  story  that  Silicon  Valley  wants  told  but  is  afraid 
to  tell— the  rise  of  China  as  a  technological  giant.  The  sto- 
ry is  one  of  hope:  about  the  profits  to  be  made  by  high-tech 
U.S.  companies  in  the  huge  and  growing  China  market.  It's 
also  one  of  fear:  that  by  investing  so  heavily  in  China,  U.  S. 
companies  could  promote  the  rise  of  a  rival  Chinese  Silicon  Val- 
ley that  competes  with  them  around  the  globe.  For  Washing- 
ton, the  rise  of  China  as  a  technological  giant  inspires  hope  and 
fear  as  well.  There  is  hope  that  economic  growth,  partnerships 
between  Chinese  and  American  high-tech  companies,  and  the 
integration  of  the  U.  S.  and  Chinese  economies  will  promote 
democracy  in  China  and  peace  and  prosperity  in  the  world.  The 
fear  is  that  technological  prowess  will  bolster  Chinese  nation- 
alism, create  a  powerful  military,  and  destabilize  Asia.  No  one 
knows  which  way  China  will  go,  but  we  hope  the  elixir  of  ed- 
ucation, entrepreneurialism,  and  creativity  that  is  transforming 
it  into  a  high-tech  giant  will  also  lead  to  a  democracy  that  plays 
a  constructive  role  in  international  politics. 

The  progress  China  has  made  in  high  tech  is  breathtaking 
(page  80).  Nearly  as  many  engineers  and  scientists  graduate 
from  its  first-rate  universities  as  do  in  the  U.  S.  A  team  at  Bei- 
jing Genomics  Institute  was  among  the  first  to  decode  the  rice 


genome.  As  many  as  10  new  semiconductor  chip  plants  col 
one  day  make  China  the  world's  second-largest  chipmall 
China  plans  a  manned  space  flight  as  early  as  next  year.  l\ 
network  switch  makers,  Huawei  Technologies  and  ZTE,  h;| 
started  taking  business  away  from  Cisco  and  Nortel. 

U.  S.  and  European  companies  are  pouring  more  of  their  | 
vestments  into  China  every  day,  abandoning  the  rest  of  the 
veloping  world.  The  latest  terrorist  bombing  in  Indonesia  \\ 
only  hasten  that  trend.  By  trading  fat  domestic  contracts 
technology  and  by  leveraging  its  cheap  reservoir  of  engine 
China  is  moving  into  telecom,  chips,  and  software — the  bi 
ing  blocks  of  an  advanced  economy  and  a  sophisticated  milit 

Therein  lies  the  rub.  The  U.S.  and  China  have  not 
come  to  a  strategic  understanding.  China  uses  companies 
as  Huawei  to  update  its  military  and  wants  to  be  a  global  pc| 
er.  The  Bush  Administration's  new  National  Security  Str 
gy  doctrine  views  China's  regional  and  global  aspirations 
threat.  With  Corporate  America  betting  heavily  on  CI 
while  Washington  increasingly  sees  it  as  a  potential  tl 
something's  got  to  give.  We're  hoping  it's  not  the  peace, 
growing  interdependence  of  the  two  economies  would  makj 
confrontation  highly  costly  to  both  sides. 


THE  KICK  THE  ECONOMY  NEEDS 


It's  time  for  Washington  to  take  out  an  insurance  policy  on 
the  economic  recovery.  The  economy  is  growing  below  its 
potential,  consumer  confidence  is  falling,  leading  indicators  are 
fading,  corporate  profits  are  still  weak,  and  there  is  growing 
talk  of  deflation.  CEOs  are  focused  on  reforming  business 
practices,  not  investing  for  the  future.  On  top  of  all  this, 
geopolitical  risks  are  rising  again  in  the  global  economy.  Al 
Qaeda  has  launched  a  series  of  terrorist  acts,  the  bombing  in 
Indonesia  being  just  the  latest.  And  a  probable  invasion  of 
Iraq  weighs  heavily  on  the  minds  of  most  Americans.  Signs  of 
some  life  in  the  stock  market  give  hope  that  a  double-dip  re- 
cession will  not  take  place.  But  a  little  help  from  Washington 
right  now  could  go  a  long  way  toward  ensuring  that  outcome. 

We  would  start  with  the  Federal  Reserve  cutting  interest 
rates  by  50  basis  points.  When  a  bubble  bursts,  demand  plum- 
mets. The  major  risk  to  today's  economy  is  low  demand;  cutting 
rates  is  the  easiest,  fastest  way  to  stimulate  it.  The  deflation 
specter  haunting  America,  as  it  does  Japan,  is  not  easily  dis- 
missed. Falling  prices  for  most  goods  and  many  services  is  a 
major  reason  corporate  profits  are  so  weak,  even  with  an  av- 
erage 3%  growth  in  gross  domestic  product  in  the  past  four 
quarters.  The  Fed  should  act  at  its  next  meeting  on  Nov.  6. 

That  may  not  be  enough.  Washington  has  to  increase  fiscal 
stimulus  as  well.  To  its  credit,  Congress  moved  quickly  last 
year  to  cut  taxes.  It  has  to  do  more  now.  The  tax  rebate  and 
cut  in  marginal  tax  rates  in  fiscal  2002  lifted  real  disposable 


income  YA%  and  added  1.3%  to  GDP  growth.  But  2003  \s\ 
"off  year"  in  the  multiyear  tax  cut,  and  U.S.  consumers  ^| 
receive  no  extra  boost  in  their  disposable  income.  GDP 
likely  suffer.  Moving  forward  the  scheduled  2004  per 
income-tax  cut,  as  most  Republicans  and  some  Democr| 
suggest,  would  help — but  it  would  pump  only  about  $10  bi 
extra  into  the  economy.  Accelerating  both  the  2004  and 
income-tax  cuts  to  2003  adds  a  total  of  $40  billion — a  rl 
chunk  of  change.  Most  Democrats  oppose  an  acceleration! 
tax  cuts  on  grounds  that  it  would  favor  the  rich.  Actually, 
cuts  would  benefit  both  the  middle  class  and  the  rich:  The 
four  tax  brackets  would  drop  to  35%,  33%,  28%,  and  25^ 

Democrats  prefer  suspending  the  payroll  tax.  (Nearly 
of  all  taxpayers  don't  pay  income  taxes  and  so  receive  no 
efit  from  rate  cuts.)  There  is  merit  to  their  proposition.  Cc| 
panies  and  employees  split  the  15.3%  payroll  tax.  A 
month  hiatus  would  pump  $180  billion  into  the  econc 
divided  evenly  between  employees  and  corporations. 

The  economy  needs  a  kick  in  the  pants — but  the  price  il 
growing  budget  deficit.  The  recession,  bubble,  and  militij 
spending  have  erased  the  $5.6  trillion  surplus  projection 
hind  the  10-year,  $1.3  trillion  tax  cut.  Policymakers  n| 
want  to  rethink  costly  out-year  income-tax  cuts  and  the  | 
cision  to  end  estate  taxes  by  2010.  New  uncertainties 
quire  that  all  policy  options  be  kept  open.  That  includes  | 
policy  of  taking  out  economic  insurance  right  now. 
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